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SUMMARY OF RECOMMENDATIONS

Congress asked the General Accounting Office (GAO) to establish a panel of experts
to study and make recommendations regarding the Cost Accounting Standards
(CAS) Board and the CAS system against the background of the far-reaching
procurement reforms of recent years. This group, the CAS Board Review Panel,
believes that there is a continuing need for the CAS and the CAS Board. Cost-
based contracts continue to represent the majority of all federal contracting dollars
and the original purposes of the CAS--principally, the need for uniformity and
consistency to protect the government from certain risks inherent in cost-based
contracts and to improve communications between the government and contractors
with regard to those contracts--remain.

While there continues to be a need for the CAS, the Panel believes reforms are
needed to encourage the participation of new commercial companies in government
procurement and to reduce the burden of government unique accounting
requirements on smaller companies. The Panel believes that a number of reforms
can reduce the burdens and costs of the CAS system without diminishing its
benefits. Implementing these reforms will help expand the government’s industrial
base and provide relief for smaller firms, with no significant reduction in the
amount of dollars subject to CAS coverage.

Changes to the Board’s Location and Membership. The Panel believes that
consideration of changes to the Board’s location, membership, and staffing is
warranted and will improve the Board’s effectiveness. In particular, the Board’s
placement in the Office of Federal Procurement Policy (OFPP) within the Office of
Management and Budget (OMB) has imposed limitations on the Board’s work and
raised questions regarding its independence. In considering an alternative, the
Panel believes that the Board should be an independent organization, although it
could be placed within a host agency, either the General Services Administration or
the Department of Defense (DOD), as long as the Board’s autonomy is ensured. In
terms of membership, the Panel recommends that the Board continue to have a
majority of government members; the Chair be a government officer; and that other
members include a representative of DOD (which continues to be responsible for
the majority of CAS-covered contracts), a representative of a civilian agency, an
industry representative, and a representative of the accounting profession (not a
government employee). The Panel believes that, given the Comptroller General’s
independence and particular interest in the CAS, there would be value in adding
the Comptroller General as a non-voting member.

Changes in CAS Applicability. The Panel recognizes that increases to the
applicability thresholds as well as the creation of new exemptions to CAS coverage
are controversial areas. Accordingly, the Panel searched for ways to reduce the
costs of the CAS system while maintaining its benefits for those contractors with a
significant pricing risk to the government. Based on its analysis of the numbers of




contractors and percentages of dollars that would be affected, the Panel concludes that the current
$500,000 contract application threshold should be retained, but that the OFPP Act of 1988 should be
amended so that the applicability of the CAS to non-exempt contracts would be triggered only by
receipt of a contract of $7.5 million or more. According to the Panel’s analysis, if this change is
implemented, about 97 percent of CAS-covered dollars will continue to be subject to the CAS, but the
number of contractor segments subject to CAS coverage will significantly decrease. The Panel also
recommends that the threshold for full CAS coverage be increased from $25 million to $50 million.

In addition, the Panel recommends that firm fixed-price contracts be exempt from the CAS in those
cases where the government does not obtain certified cost or pricing data at the time of award. The
Panel reached this conclusion because when certified cost or pricing data is not obtained, the
safeguards provided by the CAS are not necessary.

Transfer of Administrative Responsibilities to Contracting Agencies. The Panel recommends that

Congress provide contracting agencies with responsibility for contract administration related to the
CAS, such as the authority to waive CAS requirements. Consistent with recent procurement reforms,
which have vested more discretion in contracting agencies in such contract administration matters,
the granting of waivers by the concerned agencies would be more efficient and expeditious, and
would allow the CAS Board to focus on maintaining a system of cost accounting requirements.

Review of Standards. The Panel believes that an overall review of the CAS and their attendant
requirements is warranted to judge whether the standards should be streamlined. In that review,
consideration should be given to the experience gained in the twenty years since the standards
were initially promulgated; the contentions that procurement policy and funding concerns have
inappropriately shaped the standards; the areas in which the CAS and generally accepted
accounting principles overlap and differ; and the possibility that the disclosure statement may be
unnecessarily burdensome. The Panel also concludes that there is no longer a continuing need to
include CAS 405 (accounting for unallowable costs) and CAS 406 (cost accounting period) in the
definition of modified coverage in light of other applicable requirements.
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Chapter 1

INTRODUCTION

BACKGROUND

Since the early part of the century, the federal government has had accounting
requirements or criteria designed to protect it from the risk of overpaying for
goods and services by governing the manner or degree to which contractors
apportion costs to their cost-based contracts with the government. A key role in
the current rules is played by the 19 standards that were developed in the 1970s
by the Cost Accounting Standards (CAS) Board, a body created by Congress for
the purpose of developing a set of uniform and consistent standards. The 19
standards and their attendant regulations impose unique and significant
accounting requirements on companies that are awarded cost-based contracts by
the government.

In recent years, the dominant trend in government contracting has moved
toward simplifying the government’s acquisition process and eliminating
government-unique requirements. While the CAS system has largely remained
untouched by these reforms, there have been calls to adjust the standards or
exempt more contracts from the burden of compliance with them. The wisdom
of doing so turns largely on cost/benefit analyses weighing the benefits of the
CAS system against its costs, as well as on judgments about the level of risk
the government should tolerate in possible accounting, pricing, and costing
techniques that may result in overpayments by the government.

Congress asked that the General Accounting Office (GAO) establish a panel of
experts to study issues concerning the CAS system and make recommendations
to Congress. Noting that the contracting environment in the federal
procurement system has significantly changed since the establishment of the
original CAS Board more than 25 years ago, Congress asked that the CAS
Board Review Panel focus on such things as the:

. viability of the CAS Board’s original mission after major changes in the
procurement laws;

. extent to which a board is advisable to regulate contractor cost accounting
practices;

. extent to which the cost allocability functions of such a board should be
combined with functions related to determinations of cost allowability;




+ composition, membership, and structure of such a board to ensure its
independence and balance; and

+ provision of adequate staff and resources for such a board.

Congress directed that the Panel consist of members from the government’s
procurement/acquisition offices, private industry, and the private accounting profession
(but not CAS Board members or staff). Congress further directed that the Panel’s
activities should “include opportunities for substantial participation and analysis by
industry and the private accounting profession, as well as government representatives.”

In accordance with this direction, GAO created a Panel of 10 members with extensive
knowledge of accounting and finance and proven track records of concern for the public
interest in matters related to the CAS.! Five were from the government, four from
private industry, and one from the private accounting profession.

In considering the various issues that Congress raised, the Panel received an
enormous amount of information and advice from government representatives,
industry, and the private accounting profession. For example, as part of the data
gathering process for this report, the Panel held public hearings on June 16-18, 1998,
at which more than 25 officials from government and industry presented views
about the future role of the CAS Board and the standards themselves. The Panel
also met with the current members of the CAS Board.

The Panel’s work was supported by staff working groups formed under GAO’s
sponsorship to provide support to the Panel members as well as administrative
support to the study. The working groups consisted of staff from GAO, other
government agencies (Department of Defense (DOD), National Aeronautics and
Space Administration (NASA), and Office of Personnel Management (OPM)), the
legal and public accounting community, and industry. The members of these working
groups brought substantial expertise on issues relating to contract administration,
government requirements, and industry compliance with the CAS requirements.

To review the past and current role of the CAS Board, the working groups researched
the events leading to the creation of the standards and the CAS Board as well as the
events leading to more recent changes in acquisition laws. The Defense Contract Audit
Agency (DCAA) and the Defense Contract Management Command (DCMC) presented
data to evaluate contracts to which the CAS apply and analyze potential changes in the
CAS thresholds. In addition, to learn about the costs and benefits of the CAS and how
contractors manage the CAS requirements, a group of primarily commercial companies
and the major DOD contractors was surveyed, and the testimony of government and

See appendix I for a list of Panel members.




industry representatives was considered. GAO staff reviewed internal Board
documentation and held meetings with the Executive Secretary and other Board
staff to analyze recent CAS Board promulgations. A draft report was developed
that was then fully reviewed by the Panel members, who brought to bear their
individual expertise.

The Panel found a continuing need for the CAS and CAS Board, but it concluded
that some changes are appropriate. This report is the result of this extensive
effort and presents the Panel’s unanimous conclusions and recommendations.

The following sections of this chapter trace the early history of cost allocation
rules and the events that led to the development and adoption of the present-day
CAS Board. The chapter closes with a summary of some of the more relevant
aspects of the recent reforms that have been implemented in the federal
procurement process.

EARLY COST ALLOCATION RULES

The federal government has often used contracts in which the price is based upon
the contractor’s cost of performing (cost-based contracts),? and the government has
recognized the need to protect itself from being mischarged by defining the costs
that can be recovered under the contracts (“allowability”) and establishing some
rules for the allocation of indirect costs to the contracts. As early as 1916, the
Munitions Manufacturers Tax legislation specified which costs could be recognized
when determining profits on government contracts for purposes of determining a
tax on munitions contractors’ profits.® Government contracting officers began
referring to this legislation to determine which costs would be reimbursed on
federal cost-type contracts.

Beginning in 1934, the Department of Treasury issued rules (culminating in
Treasury Decision [T.D.] 5000) that were followed by government contracting
officers. T.D. 5000 defined various types of costs and identified certain ones as
unallowable, and provided principles for allocating indirect costs to federal
contracts. In 1942, the War and Navy Departments jointly published a set of cost
principles, dubbed the “Green Book,” which were also widely used by contracting
officers. The Green Book took a cost-by-cost approach to the apportionment of cost
categories. For example, the Green Book provided that shop engineering expenses
could be allocated by job or project and calculated as percentages of direct labor or
production costs. ‘

“Throughout this report, references to cost-based contracts include all cost-type contracts as well as those fixed-priced contracts where the

338 Stat. 781 (1916).

contractor's estimated or actual costs play a role in determining the amount the government pays.




In 1949, the Armed Services Procurement Regulation (ASPR) superseded the
Green Book and T.D. 5000 for DOD contracts. The ASPR addressed the
allowability of various costs and stated general principles regarding how costs
should be allocated. In 1959, the ASPR was amended to introduce more detailed
and specific allocation rules, although contractors were still allowed broad
latitude in measuring, assigning, and allocating costs. These rules were
essentially the same as those contained in the Federal Acquisition Regulation

(FAR) today.

While not a cost allocation rule, a significant statute relevant to contractor costs
is the Truth in Negotiations Act (TINA).* TINA was first enacted in 1962 after
congressional studies found cases of overpricing in negotiated DOD contracts
because of inflated or erroneous cost estimates. TINA was intended to protect the
government from the risk of overpayment by placing the government on equal
footing with contractors in negotiating contract prices and giving the government
the right to seek contract price adjustments if contractors breach their duties

under TINA.
EVENTS LEADING TO THE DEVELOPMENT OF THE CAS

In 1968, during Congress’s consideration of whether the Defense Production Act
of 1950 should be extended, Admiral Hyman G. Rickover testified that it was
nearly impossible to ascertain the profit on a particular contract because of the
lack of control over the definitions and the shifting treatment of contract costs.
He proposed that Congress provide for the development of uniform accounting
standards for defense contracts so that these costs could be measured and

controlled.

As a result, the House Banking and Currency Committee conducted hearings to
determine whether a uniform set of cost accounting principles should be
developed. At the time, negotiated cost-based contracts represented the
overwhelming majority of all military procurements on a dollar-value basis, and
various witnesses testified that uniform cost accounting rules were necessary
because the lack of such standards substantially increased costs of procurement
and difficulties in contract administration. Witnesses testified that without such
standards it was difficult for the government to compare competing companies’
contract price estimates because various contractors might use different
accounting methods to measure and allocate costs. Moreover, witnesses reported
that once contracts had been awarded, carrying out accurate audits was difficult
because contractors sometimes presented costs in their proposals differently from
the way they charged the government during contract performance. It was also
argued that the various existing laws that were intended to control contractor

*The provisions of TINA are discussed in chapter 2.




costs and excess profits (including the Renegotiation Act of 1951°and TINA) were
not sufficient to protect the government’s interests.

Other witnesses disagreed with both the need for, and workability of, uniform cost
accounting rules. These witnesses argued that uniform standards were unnecessary
because federal regulations governing cost allocation (that is, the ASPR) and the
Generally Accepted Accounting Principles (GAAP) already contained the necessary
cost accounting guidelines. Such standards, they also argued, would unnecessarily
interfere with commercial accounting practices.

The House Banking and Currency Committee report issued after the hearings
concluded that the absence of uniform cost accounting rules was substantially
increasing procurement costs and that there were inadequate safeguards against
excess profits.® However, Congress did not then require the development of
uniform standards but directed GAO to undertake a study on the feasibility of
establishing such standards.’

After a year of study, the Comptroller General reported that uniform and
consistent standards were feasible and recommended that such standards be
developed.® In its report, GAO reported a number of cases of cost misallocation,
including cases in which contractors: (1) used one set of generally accepted
accounting methods to estimate contract costs and a different set to record actual
performance costs; (2) double-counted a cost, once as direct and again as indirect;
(3) hid unallowable direct charges in overhead rates; (4) included costs that were
exclusively or mostly related to commercial operations in general overhead pools
and charged part of these to government contracts; (5) recovered cost overruns on
independent research and development by charging the costs under another name,
(6) treated capital outlays as current expenditures and charged the entire amount
to the government; or (7) failed to credit the government for refunds and discounts
they received from subcontractors and suppliers.

The GAO report identified several potential benefits of uniform and consistent
standards. The study noted that such standards could (1) facilitate the
preparation and reporting of cost information by contractors and its audit and
evaluation by the government; (2) provide guidance to ensure that costs would be
reported on a consistent basis and be comparable with those proposed, projected,
or otherwise reported; (3) improve communications among the government,
Congress, industry, and the public; (4) promote a common understanding of the
methods of cost determination and minimize controversy in the administration

565 Stat. 7 (1951).
cHouse Report No. 1455, May 23, 1968.
782 Stat. 279 (1968).

Report o e Feasibility of Applying
of the United States, January 1970.




and settlement of contract disputes; and (5) eliminate differences within the
government regarding acceptable accounting practices.®

The GAO report did not discuss the potential costs associated with the
implementation of standards. Although neither the benefits nor the costs of
implementing standards were quantified, the study concluded that for a variety
of reasons the “cumulative benefits from the establishment of cost accounting
standards should outweigh the cost of implementation.”

In 1970, when the extension of the Defense Production Act was again under
consideration, the Senate Banking and Currency Committee was presented with
the GAO report. The committee report on the Defense Production Act concluded
that accurate measurement of contractors’ costs was needed in negotiated
contracts both during price negotiations and during contract performance and
noted that financial accounting standards (e.g., GAAP) could not satisfy the
government’s requirements because “unlike financial accounting, which
concentrates on a company’s total operations for a given period, cost accounting is
concerned with allocating a part of a company’s total expenses to a specific
product or service.”?® According to the committee, the essential problem was that
contractors could, to a significant degree, control their reported costs on
negotiated contracts simply by picking and choosing the accounting methods
most advantageous to them.

ESTABLISHMENT AND HISTORY OF THE CAS BOARD

Against this background, Congress in 1970 created the CAS Board as an
independent board located within the legislative branch. The Board was
chaired by the Comptroller General, who appointed four other members. The
Board was authorized to promulgate standards designed to achieve uniformity
and consistency in cost accounting practices used by federal contractors on
national defense contracts in excess of $100,000.

By the end of the decade, the Board had issued 19 standards that stated
principles for the measurement, assignment, and allocation of a variety of cost
subjects.’? During that period, the Board also issued various amendments and
interpretations to its standards. The Board exempted some classes of contracts
from CAS coverage (for example, contracts with small businesses) and established
procedures for waiving the CAS for particular contracts. Two of the more
significant actions by the Board were the establishment of a trigger contract and

See appendix II for a complete list of benefits projected in the GAO report.
"Senate Report No. 91-890, May 21, 1970. See also House Report No. 91-1330, July 27, 1970.

1PL. 91-379, August 15, 1970, 84 Stat. 796 (1970). Funds were first appropriated for the Board’s operation in the 1971 Supple-
mental Appropriation Act, 84 Stat. 1991 (1971).

12The CAS system is discussed in chapter 2.




the use of two tiers of CAS coverage, full and modified. Under the trigger contract
approach, a contractor segment was not subject to CAS coverage until that segment
received a non-exempt contract in excess of $500,000. After that, all non-exempt
contracts received by that segment in excess of $100,000 were CAS-covered. Once
a segment had a CAS-covered contract, the two tiers of CAS coverage determined
whether that contract was subject to modified coverage (compliance with CAS 401
and CAS 402) or full coverage (compliance with all standards). Full coverage was
applicable to non-exempt contracts when total contract awards for a contractor
segment exceeded a certain dollar threshold; modified coverage applied when total
contract awards did not exceed that threshold.

In 1980, Congress considered the CAS Board’s task essentially complete and did
not renew its funding.’® Because it did not receive a fiscal year 1981
appropriation, the CAS Board ceased its operations. Congress, however, did not
repeal the law that created the Board, and the standards remained in effect.

In the absence of the Board, DOD took responsibility for maintaining the standards
and their accompanying rules and regulations during the 1980s. DOD believed that
future revisions to the CAS could be introduced through the normal procedures for
revising procurement regulations and that there would be no need for a CAS Board.
Industry was strongly opposed to DOD taking over the CAS Board’s functions, and
several government agencies—NASA, the General Services Administration (GSA),
and GAO—also challenged DOD’s authority to revise the CAS.

Between 1980 and 1988, disputes emerged over the interpretation of 9 of the 19
standards. For example, shortly after the CAS Board ceased operations, DOD
determined that the standard addressing depreciation of tangible capital assets
(CAS 409) ran counter to its procurement policies aimed at promoting higher
contractor productivity. To avoid that conflict, DOD interpreted and later proposed
to amend that standard to provide the flexibility to reach advance agreements
with contractors on shorter depreciation periods, allow more rapid capital
equipment depreciation, and recognize replacement costs as the basis for
depreciation. GAO opposed DOD’s proposal to amend this standard and took the
position that CAS 409 should not be a vehicle for defense contractors to stimulate
cash flow and returns on investment. GAO argued that CAS 409 was based on the
most appropriate cost accounting practices, whereas the DOD initiative was “an
arbitrary measure which has been devised for other than cost accounting
purposes.”* Later, DOD essentially abandoned its position.

The disputes regarding the various standards caused increasing numbers of
government and industry representatives to conclude that the standards needed to

15[n November 1980, the Comptroller General issued a report, Cumulative Progress Report to the Congress, 1971-1980, which indicated that

“GAO also warned that this DOD initiative could cost as much as $2.4 billion.

the Board had substantially completed its assigned task of promulgating the CAS.




be reviewed and possibly amended. There were also suggestions that the CAS
thresholds might be obsolete and questions as to how the CAS requirements could
be waived in the absence of a CAS Board. These were among the factors that drew
attention to the need to reestablish an independent board to administer the CAS.

In 1988, in the Office of Federal Procurement Policy (OFPP) Act,® Congress
reestablished the CAS Board. The new Board was placed in OFPP, which is part
of the Office of Management and Budget (OMB). The reestablished Board was
given broader authority than its predecessor. For example, the CAS now apply by
law to all federal contracts, not just defense contracts. The Board was also given
“exclusive” authority to make, promulgate, amend, and rescind the CAS, and the
OFPP Administrator was charged with ensuring that no agency regulations were
inconsistent with the CAS.

RECENT ACQUISITION REFORMS

A recurring goal of recent statutory and regulatory changes in the government’s
purchasing processes has been to adopt practices more like those of the
commercial marketplace and to increase the availability of commercial products
to meet government needs. These acquisition reforms also vested more discretion
in contracting agencies to allow them to better exercise their business judgment
in making contracting decisions. It was believed that the implementation of
these procurement reform initiatives would result in substantial cost savings.

In the National Defense Authorization Act of 1991, Congress declared that the
time had come to start the process of streamlining the hundreds of individual
federal laws that formed the underpinnings of the defense acquisition system.®
To that end, Congress directed DOD to establish a panel of experts (known as the
Section 800 Panel) to study acquisition laws and to make specific
recommendations for streamlining them.

The Section 800 Panel was particularly concerned that government-unique
requirements, such as the CAS, were among the reasonrs why many contractors
chose to separate their government and commercial production facilities. The
Panel’s report stated that these barriers to civilian-military integration not only
added to the costs of doing business with the government, but also “walled off” the
rapid advances being made in commercial research and development from easy
exploitation and use in military systems.’

The Section 800 Panel recommended that the CAS be retained but urged the CAS
Board to take prompt action to facilitate purchases of commercial items and services.

5P L. 100-679, 102 Stat. 4059 (1988), codified at 41 US.C. 422.
P L. 104 Stat. 1587 (1990).
"Final Report of the Acquisition Law Advisory Panel, January 1993.




The Panel believed that, even without new laws, the Board had the authority to
exempt classes of contractors and subcontractors and types of contracts and
subcontracts from the CAS. The Panel stated that, “as a priority matter” the CAS
Board should use its existing authority “to exempt contracts for commercial items or
at least limit the standards that would be applicable to government contracts for
commercial items” The Panel believed that prompt action would be “among the most
important steps” that could be taken to facilitate the government’s purchase of
commercial items and services and to allow contractors offering commercial products
to the government “to be able to integrate defense and commercial production where
economically feasible without being subject to restrictive cost accounting standards.”
The Panel also stated that the implementation of this recommendation would “result
in cost savings by allowing businesses to consolidate the production of commercial and
defense related products in a single business unit without altering existing accounting
or management practices.”

Congress adopted many of the recommendations of the Section 800 Panel in the
Federal Acquisition Streamlining Act of 1994 (FASA),'® which contained sweeping
statutory procurement reforms. FASA contained more than 200 sections, changing
the laws that govern how federal agencies annually acquire almost $200 billion in
goods and services. The major issues covered by FASA include buying commercial
items, using commercial practices, reducing administrative operating costs by
eliminating burdensome paperwork, increasing the importance of past performance
in selecting contractors, empowering contracting officers to exercise business
judgment, and streamlining the entire acquisition process.

FASA established preferences for purchasing commercial end items and
components. It also required agencies, to the maximum extent practicable, to
specify their needs in terms of functions to be performed, performance required, or
essential characteristics; define requirements to allow commercial items to
compete; and conduct market research to find commercial products that can meet
their needs. FASA also expanded the range of products and services that qualify
as commercial items and exempted commercial items from various procurement
laws. In FASA, Congress implemented the Section 800 recommendation regarding
the CAS, by exempting from the CAS “any other firm-fixed price contract or
subcontract (without cost incentives) for commercial items.” In 1996, Congress
-enacted the Clinger-Cohen Act of 1996, to provide further acquisition reform. As
part of the Clinger-Cohen Act, Congress amended the OFPP Act to expressly
exempt contracts for commercial items from the CAS requirements.

The changes implemented in FASA and the Clinger-Cohen Act were intended to
make the government’s acquisition policies for procuring commercial items more
similar to those of the private sector. For example, FASA provided that no

8P, 103-355, 108 Stat. 3243 (1994).
19P1,. 104-106, 110 Stat. 656 (1996).




certified cost or pricing data should be required from a contractor for commercial
items sold to the government so long as there was adequate price competition.
FASA further provided that even without adequate price competition, the agency
should attempt to determine price reasonableness without requiring the
submission of certified cost or pricing data. Also, the Clinger-Cohen Act removed
the requirement that commercial items be sold at “established catalog or market
prices” and “in substantial quantities to the public” in order to be exempt from the
requirement to submit certified cost or pricing data.

The procurement reform initiatives in FASA and the Clinger-Cohen Act
authorized and encouraged the exercise of discretion and business judgment by
contracting officials. For example, the provision in FASA authorizing the use of
simplified acquisition procedures for procurements under $100,000 in value was
intended to grant agencies greater discretion when making smaller dollar
purchases. Another area where FASA granted increased discretion to contracting
agencies was in task and delivery order contracts, where agencies were given
broad discretion in establishing procedures for the evaluation and award of
individual task orders. Moreover, the commercial item acquisition procedures
envisioned that contracting officials would have far more flexibility in exercising
their business judgment. Finally, Congress authorized various pilot programs
that granted DOD discretion to use innovative acquisition procedures—for
example, the Joint Direct Attack Munitions System (JDAMS) and the Joint
Primary Aircraft Training System (JPATS).

Congress expected this procurement reform legislation to “enable the government
to buy goods and services cheaper and faster”® The Senate Committee on
Governmental Affairs and the Senate Committee on Armed Services, in their
reports on FASA, incorporated the views of the Congressional Budget Office (CBO),
which stated that FASA would likely reduce the cost that the federal government
would incur for goods and services, allowing agencies to make more efficient use of
their appropriated funds.?! The CBO stated that savings could be achieved by
adjusting “policies that require government contractors to supply data that they do
not have to collect or provide in ordinary business dealings” by facilitating the
purchase of commercial items and by granting agencies greater discretion when
making small dollar purchases. The CBO also stated that “there is good reason to
expect that [FASA, which] makes accounting simpler, government-specific products
less prevalent, and procurement more efficient[,] would yield budgetary savings.”

While there is no consensus on how many billions of dollars in savings have been
already realized by the various procurement reform initiatives, there is no doubt
that considerable savings have occurred.?> The JDAMS and JPATS programs

®Senate Report No. 103-259, May 12, 1994.
#Senate Report No. 103-258, May 11,1994; Senate Report No. 103-259, May 12,1994.




have both been reported as acquisition reform success stories that have achieved
significant cost savings; for example, DOD states that the JPATS acquisition
strategy resulted in original program estimates of $7 billion being reduced to
about $4 billion upon contract award.

In sum, there has been considerable acquisition reform in recent years to
streamline the procurement process and increase the discretion of contracting
agencies in making their acquisition decisions. While these reforms have allowed
considerable cost savings to be achieved, opportunities for additional savings exist.

In the following chapters, the Panel discusses the various government cost rules,
the benefits and costs of the CAS, proposed modifications to the existing CAS
applicability thresholds, proposed modifications to the CAS Board administrative
functions, a proposed review of the existing standards, and proposed restructuring
and relocation of the CAS Board.

28ee, for example, Acquisition Reform: Effect on Weapon System Funding (GAO/NSIAD-98-31, Oct. 1997).




Chapter 2

THE CAS AND OTHER COST RULES

To reduce the risk of the government being overcharged, as well as for other
reasons, government contractors are subject to a variety of statutes and
regulations governing the allowance, allocation, and negotiation of costs for
federal contracts. The cost review and control systems established by these
statutes and regulations include the CAS, the FAR cost principles, and TINA. To
ensure compliance with these rules, contractors are required to make available
for audit their books, records, accounting procedures and practices, and other
data. In this chapter, the Panel briefly describes each of these sets of cost rules
and discusses the audit oversight available to ensure compliance with them.

THE CAS

As part of efforts to protect the government from the adverse effects of
inconsistent or inaccurate contractor cost accounting, including overpayment, the
CAS Board was established more than 25 years ago to achieve greater uniformity
and consistency in cost accounting practices used by certain federal contractors.
The primary task of the CAS Board is to promulgate and revise standards to
achieve (1) an increased degree of uniformity in cost accounting practices among
government contractors, and (2) consistency in cost accounting practices by
individual government contractors over periods of time.

A CAS is a statement formally issued by the Board with regard to the
measurement, assignment, and allocation of costs that enunciates a principle or
principles to be followed, establishes practices to be applied, or specifies criteria
to be employed in selecting from alternative principles and practices in
estimating, accumulating, and reporting costs under contracts subject to the rules
of the Board. The standards may be stated in terms as general or as specific as
the Board considers necessary to accomplish its purpose, and the existing
standards are generally not written in such detail as to precisely prescribe
methods of accounting for every kind of cost under all the variety of
circumstances involved in government contracting. There are currently 19
standards that can be broadly categorized into three groups: (1) standards
dealing with overall cost accounting matters; (2) standards dealing with classes,
categories, and elements of cost; and (3) standards dealing with pools of indirect

costs.?
CAS Applicability

In the absence of a specific exemption or waiver, the CAS must be used by all
executive agencies and by contractors and subcontractors when estimating,

#The 19 standards are described in further detail in appendix IIL.
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accumulating, and reporting costs in connection with the pricing and administration
of, and settlement of disputes concerning, all negotiated contracts and subcontracts
in excess of $500,000.2 There are a number of statutory and regulatory exemptions
to the CAS requirements. Congress has provided by statute that the CAS
requirements do not apply to contracts and subcontracts for the acquisition of
commercial items and contracts and subcontracts where the price negotiated is
based on prices set by law or regulation. In addition, the CAS Board has broad
authority to exempt classes or categories of contracts and subcontracts or
contractors and subcontractors from CAS coverage. Under this authority, the CAS
Board has promulgated a number of other exemptions from the CAS requirements,
including contracts and subcontracts with small businesses as well as firm fixed-
price contracts and subcontracts awarded without the submission of any cost data.?
There is also a mechanism for the CAS Board to grant waivers for individual
contracts or subcontracts.

CAS Coverage

In 1977, the CAS Board established two levels of compliance—full and modified
coverage.? Full coverage requires that a business unit® comply with all existing
standards at the time of contract award. Currently, full coverage applies to a
business unit that receives a single CAS-covered contract of $25 million or more,
or received $25 million or more in total CAS contracts during the preceding cost
accounting period—if at least one of those contracts exceeded $1 million.”® Once a
business unit receives an award subject to full coverage, all of the unit’s
subsequent non-exempt contracts are also subject to full coverage.

Modified coverage currently requires a business unit to comply only with CAS 401
(consistency in estimating, accumulating, and reporting costs), CAS 402
(consistency in allocating costs incurred for the same purpose), CAS 405
(accounting for unallowable costs), and CAS 406 (cost accounting period).®
Business units that receive CAS-covered contracts, which do not exceed the
threshold for full coverage, are subject only to modified coverage. That is, the
business units subject to modified coverage include those that received a non-
exempt contract of more than $500,000 but did not receive a single CAS-covered

{Jnlike the FAR cost principles and TINA, the CAS generally do not apply to the pricing and costing of modifications of contracts not
initially subject to CAS coverage.

#See appendix IV for a list of all the CAS exemptions.
26The waiver process is discussed in detail in chapter 4.
#See appendix V for a CAS applicability and coverage diagram.

A “business unit” is defined as “any segment of an organization, or an entire business organization which is not divided into segments.”
A“segment” is defined to be “one of two or more divisions, product departments, plants, or other subdivisions of an organization
reporting directly to a home office.” 48 C.F.R. 9904.410-30(a)2), .

2A “CAS-covered contract” is defined as any negotiated contract or subcontract in which a CAS clause is required to be included, that is,

%[Jnti] 1993, modified coverage only required a business unit to comply with CAS 401 and CAS 402.

non-exempt contracts or subcontracts of $500,000 or more. 48 C.F.R. 9903.301(a).




contract in excess of $25 million in the current cost accounting period and either
(1) received less than $25 million in net CAS-covered awards®! in the immediately
preceding cost accounting period or (2) received more than $25 million in net
CAS-covered awards in the immediately preceding cost accounting period, but no
single award in excess of $1 million. Contracts awarded subject to modified
coverage remain so throughout the contract life, regardless of changes in the
business unit’s CAS status in subsequent cost accounting periods. Once a
business unit receives an award subject to modified coverage, all CAS-covered
contracts awarded to the business unit during that cost accounting period are also
subject to modified coverage unless a contract is awarded that triggers full
coverage, which then results in the business unit’s subsequent CAS-covered
contracts being subject to full coverage.

CAS Disclosure Statements

Certain CAS-covered contractors (that is, contractors that have received contracts
or subcontracts that are subject to the CAS) are required to disclose their cost
accounting practices in writing. The CAS Board has designed a disclosure
statement for this purpose. Generally, a disclosure statement must be filed by (1)
any business unit receiving a CAS-covered contract or subcontract of $25 million
or more or (2) any company which, together with its segments, received net CAS-
covered awards totaling more than $25 million in its most recent cost accounting
period, provided that at least one award exceeded $1 million.

The disclosure statement, which consists of eight parts, requires a contractor to
describe in summary fashion its methods and techniques for measuring,
assigning, and allocating costs.3? The more important objectives of the disclosure
statement include establishing a clear understanding of the cost accounting
practices the contractor intends to follow, defining costs charged directly to
contracts and disclosing the methods used to make such charges, and delineating
the contractor’s methods of distinguishing direct costs from indirect costs as well
as the basis for allocating indirect costs to contracts.

Once filed, the disclosure statement may be audited to determine whether it
adequately describes the contractor’s cost accounting practices and whether those
practices are compliant with the CAS.*® The disclosure statement documents a
contractor’s established cost accounting practices and is useful in determining if
any changes have occurred and, if so, whether the changes comply with the CAS.
A contractor that has filed a disclosure statement must amend the statement

31"Net awards” is defined in the CAS Board’s regulations to be “the total value of negotiated CAS-covered prime contract and subcontract .
awards, including the potential value of contract options, received during the reporting period minus cancellations, terminations, and other
related credit transactions.” 48 C.F.R. 9903.301.

#2The CAS Board’s general form for disclosure is included in appendix VI. The CAS Board has also designed a specialized disclosure
statement for use by educational institutions; this form consists of seven parts and uses terminology specific to colleges and universities.

33To be considered adequate, according to the Defense Contract Audit Manual, the disclosure statement must be current, accurate, and
complete.




whenever it changes any of its disclosed accounting practices, and if it deviates
from its disclosure statement, it may be required to submit a cost impact proposal
as described below.®*

Cost Impact Process

Contractors and subcontractors receiving CAS-covered contracts are required to
agree to a contract price adjustment for “any increased costs paid to such contractor
or subcontractor” by the government because of a change in the contractor’s or
subcontractor’s cost accounting practices or because of the contractor’s or
subcontractor’s noncompliance with any applicable standard. In the event of a
change in cost accounting practices or noncompliance with a standard, a CAS-
covered contractor is generally required to prepare a cost impact proposal to assess
any increased costs paid by the government because of the change or noncompliance
and to estimate the appropriate adjustments, if any, to contract prices or cost
allowances; this is commonly referred to as the cost impact process.

Although the CAS Board’s regulations define the circumstances under which a
cost impact proposal is necessary for a contractor’s change in cost accounting
practices, the regulations do not specify the form and content of the cost impact
proposal.®® Rather, the manner and level of detail of the proposal are left to the
discretion of the contracting officer in accordance with the FAR.

OTHER COST RULES

Government contractors are subject to a variety of laws governing costs on
government contracts and to various reviews to ensure compliance with those
laws. While these rules have some overlapping requirements, they each have a
discrete role in protecting the government.

FAR Cost Principles

The currently applicable cost principles are included in FAR Part 31, which
enunciates cost principles and procedures for pricing contracts and subcontracts,
as well as modifications to them, whenever a cost analysis is performed, and for
determining, negotiating, and allowing costs when required by a contract clause.®
These principles and procedures are broadly applied to government contracts,
including CAS-covered contracts. The CAS, however, take precedence over FAR
with regard to the measurement, assignment, and allocation of costs for CAS-
covered contracts. This primacy is assured by the OFPP Act, which provides that

%4Contractors that are not required to file a disclosure statement must also consistently follow their established accounting practices and may
be required to submit cost impact proposals if they deviate from these practices.

%As discussed in chapter 4, the CAS Board has proposed a change in its regulations concerning the cost impact process.
$FAR 30.602.

$7The FAR also incorporates by reference a number of OMB circulars, which state the principles for cost allowability for other organizations
such as educational institutions (Circular A-21), state and local governments (Circular A-87), and nonprofit organizations (Circular A-122).




costs subject to CAS requirements are not subject to other regulations that differ
with respect to cost measurement, assignment, and allocation.

As a general rule, the FAR cost principles provide that costs are allowable to the
extent that they are (1) reasonable and allocable; (2) in accord with the CAS (if
applicable, otherwise GAAP), with the contract terms, and with any limitation
specified in the FAR; and (3) are adequately documented by the contractor.?® The
definition of and requirements for each of these criteria are set forth in the FAR.

A general allocation rule in the FAR that has not markedly changed since 1959
determines whether or not a cost is allocable.®® That rule states:

A cost is allocable if it is assignable or chargeable to one or more cost
objectives on the basis of relative benefits received or other equitable
relationship. Subject to the foregoing, a cost is allocable to a Government
contract if it--

(a) Isincurred specifically for the contract;

(b) Benefits both the contract and other work, and can be distributed to
them in reasonable proportion to the benefits received; or

(¢) Isnecessary to the overall operation of the business, although a direct
relationship to any particular cost objective cannot be shown.

The cost principles also state more specific rules for determining the allowability
of 48 selected costs, including, for example, compensation for personal services,
cost of money, and insurance and indemnification.

A number of the FAR cost principles incorporate the CAS measurement,
assignment, and allocation rules. These principles limit the measurement and
assignment, and therefore allocability, of costs to the amounts determined using
these criteria. To the extent that these CAS requirements are incorporated into
the cost principles, they apply to all government contracts covered by the FAR.
The FAR cost principles incorporate by reference 5 of the 19 standards (including
standards concerning deferred compensation, pensions, and cost of money) and
duplicate provisions of another 4 standards (including standards concerning
consistency in direct/indirect cost charging, segregation of unallowable costs,
self-insurance, and independent research and development costs and bid and
proposal costs excluding allocation provisions).*°

Non-CAS-covered contracts are subject only to those CAS that have been
incorporated into the FAR cost principles. The FAR has not incorporated CAS

%FAR 31.201-2.
%FAR 31.201-4.

#See appendix VII for a comparison of the CAS and FAR cost principle requirements.




requirements governing consistency (such as, for example, CAS 401, which
requires consistency in estimating, accumulating, and reporting costs), asset
capitalization and depreciation,* cost accounting periods, standard costs, specific
cost allocation requirements, and material costs. In addition, the FAR has not
incorporated the CAS requirement for price adjustments for changes in a
contractor’s cost accounting practices.

TINA

TINA, which is applicable to both military and civilian agencies, generally
requires that contractors and subcontractors submit cost or pricing data for
contracts or contract pricing actions (such as contract changes or modifications) in
excess of $500,000 and certify that the data is accurate, complete, and current.*
There are a number of exceptions to the requirement for the submission of
certified cost or pricing data. These include cases where:

- The prices agreed upon are based upon adequate price competition;
- The prices agreed upon are based upon prices set by law or regulation; or
+ A commerecial item is being acquired.

In addition, contracting officials have the authority to waive the requirement for
submission of certified cost or pricing data for “exceptional circumstances.”

If a contractor submits defective cost or pricing data that was relied upon by the
government in negotiating a contract price, the government may seek a contract
price adjustment to recover the overstated amount. TINA also provides for civil
penalties (equal to the amount of the overpayment) for the knowing submission of
defective cost or pricing data and also provides for the payment of interest on
overpayments made to the contractor. In addition, the knowing submission of a
false certificate of cost or pricing data is subject to the civil and criminal penalties
of the False Claims Act and the False Statements Act.

AUDIT OVERSIGHT

Negotiated government contracts are generally subject to audit oversight
throughout the contract cycle, from negotiation to completion and final payment.
That is, cost-type contracts are audited during pricing and performance and at
final payment, and fixed-priced type contracts are audited during pricing and are
subject to post-award audit for defective pricing. An “audit and records” clause
included in every negotiated contract provides government auditors, inspector

41The FAR states that contractors may follow the CAS requirements for capitalization and depreciation but does not require them to do so.

4230 U.S.C. 23062, 41 US.C. 254b.
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generals, and GAO with access to a contractor’s books, records, accounting
procedures and practices, and other data sufficient to assess costs claimed to have
been incurred or anticipated to be incurred in the performance of the contract.

Because most CAS-covered contractors are subject to audit by DCAA, the audits it
performs are particularly relevant here. DCAA is a component of DOD and is
responsible for performing contract audits and providing accounting and financial
advisory services to all DOD components. DCAA also provides contract audit
services to a number of other government agencies.** DCAA provides a wide
variety of contract-related services, including pre- and post-award contract audits

and cyclical system reviews.

As part of a pre-award survey, DCAA may audit the adequacy and suitability of a
contractor’s accounting system and practices for accumulating costs. DCAA may
also be asked to audit a contractor’s cost or price proposal. This could include
assessing the adequacy of the contractor’s cost accounting system and practices,
compliance of the actual estimating practices with the CAS requirements, and the
reasonableness of material and labor cost estimates. DCAA estimates that 25
percent of its workload involves evaluating whether proposed costs are
reasonable in pre-award evaluations. DCAA also performs audit reviews of
forward pricing agreements. DCAA’s audit services can be as extensive as a full
audit of the contractor’s cost accounting system and practices or may be limited to
providing rate verification information to contracting officials. DCAA also
assesses contractors’ disclosure statements for adequacy and compliance.

In the post-award area, DCAA audits CAS-covered contractors’ compliance with
the CAS. It also audits termination settlements and contract change proposals.
DCAA provides audit support to determine compliance with TINA. It also
performs audits of incurred costs, usually on a contractor-wide basis, to determine
whether incurred costs are allowable under the FAR. As part of an incurred cost
audit, DCAA will assess the adequacy of the contractor’s accounting system for
cost determinations that may be required for current or future contracts.

DCAA also performs a number of cyclical reviews such as audits of contractors’
internal controls. Periodically, DCAA may audit a contractor’s accounting and
management systems (internal controls) that have a significant impact on
government contract costs. The purpose of these audits is to assess the adequacy
of accounting and management systems for compliance with applicable laws,
regulations, and contract terms and to assess control risk to determine the degree
of reliance that can be placed upon the contractor’s internal controls as a basis for
planning the scope of other related audits.

A number of civilian agencies perform their own audit oversight.




CAS APPLICABILITY

A significant benefit of the CAS is to lower the government’s risk of accounting,
pricing, and costing inaccuracies that may result in the government being
mischarged. The government recognizes, however, that the costs of CAS
compliance, both to the contractor and the government, may sometimes exceed the
benefits the CAS provide, and accordingly not all cost-based contracts are subject
to the CAS. That is, the CAS apply only to negotiated contracts in excess of a
specified dollar threshold, and certain types of contracts are completely exempt
from the CAS requirements.* Judgments as to the level of risk and costs the
government is willing to bear have changed over time. In the context of the CAS,
the level of risk to the government can be adjusted by limiting the criteria for CAS
applicability or coverage—that is, by modifying thresholds and exemptions.

In this chapter, the Panel addresses (1) the benefits and costs of the CAS, (2) the
current CAS applicability and coverage thresholds, and (3) firm fixed-price
contracts where certified cost or pricing data is not obtained. The discussion and
conclusions reflect the Panel’s analysis of the estimated universe of CAS-covered
contracts to determine whether opportunities exist for reducing CAS applicability
and coverage while still adequately protecting the government’s interests.

BENEFITS AND COSTS OF THE CAS

Prior to promulgating standards and interpretations of them, the CAS Board is
required to take into account the:

(i) probable costs of implementation, including inflationary effects, if any,
compared to the probable benefits;

(ii) advantages, disadvantages, and improvements anticipated in the pricing
and administration of, and settlement of disputes concerning, contracts; and

(iii) scope of, and alternatives available, to the action proposed to be taken.*

Various studies have shown that it is difficult, and perhaps impossible, to quantify
with specificity the benefits and costs of complying with CAS requirements. One
study concluded that no objective cost-benefit calculation in aggregate
quantitative terms was possible for the CAS as a whole or for any individual
standard.*® The study stated that because benefits and costs are distributed over
time, they are difficult to trace, and any results would be very subjective.
Similarly, the CAS Board stated in its 1992 Statement of Objectives, Policies and

#As discussed in chapter 2, those cost-based contracts that are not subject to the CAS are still covered by other cost rules that mitigate risk to
the government.

4541 US.C. 422(gX1).

%Report to the Cost Accounting Standards Board by a Special Group of Consultants to Consider Issues Relating to Comparing Costs wit!

Benefits, November 1978. See also Cost Impact of Cost Accounting Standards, Logistics Management Institute, November 1977.




Concepts that quantifying the benefits that accrue to the government and
contractors alike from the continued use of the standards would be difficult, if not
impossible. Notwithstanding the difficulties in quantification, the Panel’s review
confirms that there are benefits and costs associated with the CAS.

Benefits

The CAS were designed to achieve, among other things, more uniformity and
consistency in cost accounting practices and a better understanding by the
government of the cost accounting practices that contractors use to estimate costs.
Compliance with the CAS was intended to reduce the likelihood of the
government being mischarged, reduce misunderstandings between contractors
and the government, and increase reliability of contractor cost data.*’

The Panel found concrete evidence that the CAS produce direct monetary benefits.
For example, DCAA reported that it recovered about $138 million as a result of
adjustments to CAS-covered contracts over the 18-month period ending March
1998. The Panel believes that focusing only on the direct monetary benefits
substantially understates the benefits produced by the CAS. The existence and
enforcement of the standards also generate substantial tangible benefits, even
though they cannot be quantified. In fact, the CAS Board reports in its Statement
of Objectives, Policies and Concepts that benefits from the CAS include
“reductions in the number of time-consuming controversies stemming from
unresolved aspects of cost allocability, as well as greater equity to all concerned.”
Additional benefits identified by the Board are simplified contract administration,
audit, and settlement procedures; the prophylactic effect of reduced opportunities
for the manipulation of accounting methods that existed prior to the
establishment of the CAS; and the availability of better cost data, which permits
improved comparability of offers and facilitates better contract negotiation.

At the June 1998 public hearings, many government officials supported the
continued use of the CAS and stated that the standards:

» deter the misallocation of costs between government and commercial contracts;
- serve as an effective means of cost recovery if misallocation does occur;

- provide a framework that organizations can use to measure performance;

- place the contracting parties on a more equal basis; and

- keep the government apprised of contractor cost accounting changes.

47A list of potential CAS benefits identified in Report on the Feasibility of Applying Uniform Cost-Accounting Standards to Negotiated Defense

Contracts, by the Comptroller General of the United States, January 1970, is provided in appendix II.




In addition, officials of DCMC, the DOD entity chiefly responsible for the day-to-
day administration of the CAS, stated that the standards are an important tool for
mitigating risk to the government in a cost-based business environment. These
officials contended that the CAS provide the framework and regulatory basis for
contracting officers to evaluate contractor cost accounting practices and protect
the government against inappropriate measurement, assignment, and allocation
of costs. The additional precision and administrative remedies contained in the
CAS constitute a valuable tool to ensure equitable allocation of costs under cost-
based contracts, the officials contended. A DCAA official testified that the CAS
serve both as a deterrent to the misallocation of costs to contracts and an
equalizer when costs have been misallocated.

Costs

The CAS generate costs that can be largely borne by the government. At the June
1998 public hearings, industry officials stated that the CAS present significant
administrative costs because the requirements to comply with the CAS are complex
and labor intensive. Modifying commercial accounting practices to comply with the
CAS, maintaining those systems, and complying with other CAS requirements, such
as the filing of disclosure statements, require more staff than is required for
commercial accounting systems. This is all added to the overhead expense
associated with establishing and maintaining CAS-compliance, expenses that are in
turn passed on to the government in part or in whole. In addition, these officials
stated that they believe the rigidity of the CAS requirements hamper a company’s
ability to react to changing business conditions in order to remain competitive.

Recent attempts have been made to estimate the costs of complying with the CAS.
One study concluded that government contracting involved an 18-percent cost
premium over commercial contracting, including a 0.7-percent cost premium
attributable to the CAS.#8 While a subsequent GAO analysis of the study
concluded that the premium was overstated,* the Panel notes that, in light of the
overall sums involved in cost-based contracting, even a small percentage would be
significant in dollar terms. Several commentators believed the premium
associated with the CAS to be significant. In this regard, representatives of a
number of companies made the following observations:

The CAS create substantial administrative burdens and require changes to
accounting practices and systems, increasing the product costs with no
commercial advantage or product improvement, and reduce a company’s ability
to react to changing market conditions by imposing rigid requirements.

#The DOD Regulatory Cost Premium: A Quantitative Assessment, Coopers & Lybrand/The Analytic Science Corporation (TASC),
December 1994.

9Acquisition Reform: DOD Faces Challenges in Reducing Oversight Costs (GAO/NSIAD-97-48, Jan. 29, 1997).




- Some commercial companies cannot support the accounting overhead and
controls called for by the CAS and still remain competitive.

+  Many smaller companies do not have the resources to deal with the CAS,
which can require the maintenance of government-unique accounting
practices at considerable cost.

In addition to these observations received at the Panel’s public hearings, a survey
was sent to a group of the largest government contractors and a select group of
predominantly commercial firms in an attempt to estimate the annual costs for
creating and maintaining a separate operating segment for government
business.®® These firms found it difficult to quantify the costs of complying with
the CAS. However, this survey indicated that there are costs associated with the
CAS that the government incurs in whole or in part because (1) contractors may
segregate their commercial and military segments to comply with the CAS and
other government-unique requirements, (2) some predominantly commercial
companies refuse to seek government business because of the CAS and other
government requirements, and (3) some contractors claimed that they cannot
make the best use of innovative cost accounting systems. The following
paragraphs address these three areas.

As part of acquisition reform, DOD is trying to achieve commercial-military
integration—that is, the elimination of the distinction between government and
commercial operations such that both commercial and military products are
produced on the same production line. According to the Under Secretary of
Defense (Acquisition and Technology), this concept is crucial for meeting DOD’s
future military, economic, and policy objectives.

According to a GAO report,’! DOD demonstrated that the integration has the
potential to produce benefits for the government. The report cited a 1994 Air
Force pilot program at TRW where selected military-unique parts, once
redesigned, were produced at a lower cost on the company’s automated
commercial production line than by its segregated military segment. DOD
reported that the TRW integration project for the production of military-unique 1
circuit boards for the F-22 aircraft resulted in a 30- to 50-percent savings and
produced a product that actually exceeded some of the government’s
requirements. Although program officials stated that the TRW pilot project saved
money on labor, materials, and overhead, GAO noted that the $21 million cost of
the project offset most of the savings. GAO contended that the real “payoff” will
come from applying the lessons learned from the pilot to future Air Force

electronics procurements.

50See appendix VIII for a list of firms surveyed.

51Acquisition Reform: Military-Commercial Pilot Program Offers Benefits but Faces Challenges (GAO/NSIAD-96-53, Jun. 28, 1996).




As a survey of selected firms indicated, the costs of complying with the CAS and
other government regulations can contribute to the practice of some companies
establishing separate business units for commercial and government operations.
These firms contend that it is more costly to operate a government segment than
it is to operate a commercial one, although the companies surveyed do not have
systems in place to identify those costs.?? They also state that, at the least,
separating business units for commercial and government operations deprives the
government of savings from integrated commercial/government production
processes and products and adds to the cost of complying with the CAS and other
government regulations. In addition, the Panel was told that commercial
segments at times allocate costs in a manner designed to motivate behavior in a
particular accounting period—for example, to achieve cost savings. Such a
practice by CAS-covered government segments is hindered by, for example, the
submission of cost accounting changes to comply with CAS uniformity and
consistency requirements. One panel member pointed out that consistency in
accounting is an important principle in both cost and financial accounting and
that change should not be made merely to motivate behavior.

There are also costs associated with companies refusing to do business with the
government because of the CAS and other unique federal requirements. When
firms refuse to seek government business, the available contractor base is reduced,
and the government may be denied state-of-the-art technological solutions and pay
the higher costs of reduced competition. According to a senior DOD official,
Hewlett-Packard has refused government work specifically to avoid the application
of the CAS. At the June 1998 public hearings, a General Electric official said that
several of that firm’s business segments that once did government work now refuse
that business because of the costs of complying with the CAS and FAR
requirements. That official testified that changing those commercial operating
units to become compliant with the CAS and other government-unique
requirements was an unjustifiable expenditure of valuable resources.

Some predominantly commercial firms, including members of the Integrated Dual-
use Commercial Companies (IDCC) association, refuse or limit business with the
government rather than become CAS compliant.5® These companies contend that
complying with the CAS and other government regulations is costly and
burdensome. Because many of these companies produce leading-edge technologies,
the government needs access to their commercial research and development efforts.
Examples of these technologies include state-of-the-art semi-conductor chips as well
as computers that are faster, smaller, and more powerful, which are needed as
critical components in government satellites and defense weapon systems.

52See appendix VIII for a list of firms surveyed.

S[DCC membership consists of companies that have over $1 billien in annual sales with less than 10 percent of sales from federal government

contracts. A list of IDCC members is included in appendix VIIL




A questionnaire was sent to IDCC member companies to gain insight into why
some predominantly commercial companies limit or avoid government work.
Although the impact of eliminating the CAS alone could not be clearly
determined, all IDCC respondents stated that some of their operating segments
refused to do government business on a cost basis and some specifically cited the
costs of CAS compliance and the submission of cost or pricing data among their
reasons. Most respondents also stated that some of their operating segments
limited cost-based work with the government to remain below CAS thresholds.
Some commercial companies have reported that they established separate
segments for government work to isolate the added costs imposed by the CAS and
other government regulations and procedures. These companies claimed that they
cannot pass these added costs on to their commercial products and services
because doing so would decrease their overall competitiveness.

The Panel was told that contractors and subcontractors receiving cost-based
government contracts for the first time can find it difficult to cope with the various
federal laws, regulations, and procedures. These new entrants in the government
marketplace have generally functioned as predominantly commercial companies
that sell a very small percentage of goods and services through cost-based federal
contracts. Some new entrants contend that compliance with the CAS requirements
is burdensome. Some ultimately decide not to seek additional government business,
which may limit the government’s access to innovative technologies these firms may
have. Some are ultimately motivated to create separate operating segments for
their government business. As discussed earlier, creating and maintaining
segregated segments can be costly to both the government and contractors.

Some subcontractors also refuse to do business with CAS-covered prime
contractors. In a survey of some of the largest government contractors,
respondents cited examples where subcontractors refused CAS-covered work. This
could cause less competition and higher costs for subcontracted work and may
inhibit access to necessary technology or services. Some survey respondents
joined other companies that reported instances where non-CAS-covered operating
segments within their own companies refused to do business with them. One
respondent stated that avoidance of costs associated with government-unique
requirements, such as the CAS, is the reason its commercial divisions would not
accept work from the government business units.

New entrants to federal cost-based contracting, as well as other predominantly
commercial companies, contend that the CAS impede the use (or eliminate the
advantages) of alternative accounting practices and advanced cost management
methods. Some companies are attempting to employ alternative cost accounting
systems, such as activity-based costing (ABC),5 to reduce product and service costs
in today’s competitive environment. In this regard, a senior DCAA official stated

$ABC management systems analyze the relationships between activities and the resources they consume to determine the costs of those activities.




that contractors, facing strong competition in the global marketplace and a
shrinking defense budget, must change not only their production methods but how
they conduct their business; this would include embracing advanced cost
management systems. DCAA states that it encourages the use of ABC and does
not consider the CAS a barrier to the successful implementation of ABC. Some
companies believe that the government needs to facilitate the use of alternative
accounting practices and advanced cost management methods to reduce costs but
that the CAS hinder their use. Encouraging the use of these new methods,
however, could ultimately allow both the government and contractors to share the
savings associated with reduced costs. '

DCAA believes that ABC can be used as an adjunct to a CAS-compliant
accounting system. Nevertheless, select industry officials have stated that CAS
administrative requirements hamper full implementation of advanced cost
management methods such as ABC. Of particular concern are requirements for
consistency in estimating, accumulating, and reporting costs and for price
adjustments due to changes in cost accounting practices. Advanced cost
management methods such as ABC allow companies to make rapid adjustments
in their organizational and accounting structures to account for market changes.
Such adjustments, however, would have to be assessed under the CAS cost impact
process, which may result in implementation delays and/or contract price
adjustments for voluntary changes. Thus, it appears that there is an inherent
tension between the flexibility presented by the optimal use of ABC and certain
CAS requirements. Industry officials say that this is the reason that some CAS-
covered contractors are reluctant to adopt advanced cost management methods.
DCAA states that surveys conducted in 1990, 1995, and 1997 indicate that
government contractor interest in, and actual implementation of, ABC accounting
systems is declining. The DCAA survey found that the costs of implementing
ABC, incompatibility with existing accounting and/or estimating systems, and loss
of key personnel who championed ABC were the primary reasons cited for failure
to implement ABC.

CAS APPLICABILITY AND COVERAGE THRESHOLDS

The CAS have never been applied to all contracts and subcontracts. Rather, it has
always been recognized that the benefits of CAS compliance must be weighed
against its costs. Accordingly, the CAS have been applied only to contracts and
subcontracts in excess of a specified dollar threshold. In 1970, Congress, in
establishing the CAS Board, provided that the CAS would only be applicable to
negotiated contracts and subcontracts that exceeded $100,000. In 1974, the
Board, using its exemption authority, created a “trigger” threshold of $500,000.%
The Board believed that this revised threshold rule would exempt about 70

5539 Fed. Reg. 44,389 (Dec. 24, 1974). Under this revised requirement, once a contractor received a CAS-covered contract exceeding $500,000,

all negotiated contracts over $100,000 that were awarded to that contractor were also CAS-covered.




percent of previously CAS-covered contracts but would still cover 90 percent of
the dollar value of the awards. In 1988, Congress, in reestablishing the CAS
Board, raised the CAS applicability threshold to $500,000 for negotiated contracts
and subcontracts.®

The CAS Board has also recognized a need to balance the costs of CAS compliance
against the benefits to the government. In 1977, the Board established two levels
of CAS compliance—full and modified coverage. As explained in chapter 2, full
coverage requires that a business unit comply with all existing standards at the
time of contract award and for subsequent contracts, whereas modified CAS
coverage requires compliance with only four of the standards. Modified coverage
was intended to address the problem of the application of the CAS to smaller
government contractors as well as the application of the CAS to those contractors
for whom government business represented only a relatively small share of total
sales volume. The Board stated that the impetus for the creation of modified
coverage was the concern that “many small companies with less sophisticated
accounting systems and small accounting staffs [could not] comply with the [CAS]
requirements without experiencing inordinate difficulty and some cost” and that
complying with the CAS requirements may cause some companies to avoid
government contracts.’’

As explained in chapter 2, as originally promulgated, modified coverage was
generally applied to business segments that received less than $10 million in
CAS-covered contracts in the immediately preceding cost accounting period;
modified coverage required compliance only with CAS 401 and CAS 402. In 1993,
the CAS Board increased the threshold for full coverage from $10 million to the
current $25 million. In raising the threshold, the Board stated that it was
seeking to adjust the threshold to properly reflect the effects of inflation and to
protect the interests of the government, while lessening burdens associated with
full coverage on contractors. In addition, the Board required business segments
with modified coverage to adhere to two additional standards, CAS 405
(accounting for unallowable costs) and CAS 406 (cost accounting period), because
of reports suggesting that the government needed to be protected from
overcharging due to contractor abuses in these areas.’®

While some in government believe that the current applicability and coverage
thresholds are needed to protect the government’s interests, others in government
as well as in industry expressed a view to the Panel that it is again time to review

sAlthough the CAS applicability threshold was raised to $500,000, the new CAS Board did not raise the trigger amount; thus, a contractor
would be subject to the CAS as soon as it received any CAS-covered contract, regardless of value. In 1993, the CAS Board applied the trigger
contract concept to the two tiers of CAS coverage. It increased the threshold for full coverage from $10 million to the current $25 million by
providing that a contractor would be subject to full coverage (rather than modified) if it received at least one contract valued at $1 million or

more. 58 Fed. Reg. 58,798 (Nov. 4, 1993).
5742 Fed. Reg. 45,625 (Mar. 10, 1978).

$The Board expanded modified coverage to include CAS 405 in response to information that contractors for some civilian agencies were
including unallowable costs in their billings to the government. 57 Fed. Reg. 47,438 (Oct. 16,1992).




contract applicability and coverage thresholds. They contend that more contracts
and contractors are subject to the burden and expense of the CAS than are
necessary to adequately protect the government’s interests against significant risk
in this area. In this regard, there are concerns that modified CAS coverage has not
satisfied the CAS Board’s stated goal of providing relief to smaller government
contractors and contractors for whom government business represents only a
relatively small share of total sales volume. They stated that the CAS 401 and CAS
402 requirements for consistency and uniformity, when coupled with the cost impact
process, impose a level of rigidity and undue administrative burden that hamper a
company’s ability to respond to marketplace changes. In addition, they express
concern that commercial accounting systems do not ordinarily track unallowable
costs as required by CAS 405 and that ensuring that unallowable costs are not
allocated to government contracts could be achieved by less onerous methods.

Many believe that the government must be able to enhance its access to
commercial items and technologies and do so in a less regulated environment. On
this issue, the Panel noted that some government and industry officials believe
that the current CAS applicability and full coverage thresholds must be revised to
achieve greater commercial sector participation in government procurement. At
the public hearings in June 1998, officials from Boeing, General Electric, and 3M
testified that consideration should be given to raising the threshold, which now
subjects hundreds of business segments to the CAS.*® These officials contend that
revising the CAS applicability criteria would reduce the burden the CAS place on
industry, promote commercial-military integration, and encourage predominantly
commercial companies and new entrants to seek government contracts. Those
who do not favor major revisions to the current criteria contend that the benefits
of such revisions are uncertain, while the risk the changes would entail for the
government is significant.

While recognizing these differing views, the Panel found broad agreement that some
adjustment in the current CAS applicability criteria was necessary. It was difficult
to resolve, since it necessarily involves speculation about how companies will behave
and how much risk the government will be exposed to under the changed
circumstances of adjusted CAS applicability criteria. Rather than focus on
predicting how changes will affect behavior, the Panel searched for solutions that,
while excluding a significant percentage of currently CAS-covered contractor
segments from the CAS applicability, nonetheless would retain CAS coverage for a
very high percentage of contract dollars. Similarly, the Panel focused on the extent
to which solutions eliminated the burden associated with the CAS while protecting
the government’s interest through other controls such as the FAR cost principles.

See appendix IX for a list of individuals who testified.




In analyzing the data and conducting its analysis, the Panel searched for
solutions that would maximize the benefit of changes while limiting the
government’s exposure to risk. The Panel considered adjusting the applicability
and full coverage thresholds. The Panel also considered the use of a “trigger
contract” of at least a certain value as part of the applicability threshold—that is,
providing that only non-exempt contracts received after the award of a trigger
contract be subject to the CAS.

The original CAS Board adopted the trigger contract approach so that a contractor’s
contracts would not be subject to CAS coverage (even if above the $100,000
applicability threshold) until the contractor received a “trigger contract” of $500,000,
triggering CAS coverage for future contracts the company received that exceeded the
$100,000 applicability threshold. Under this approach, contractors with only
relatively small contracts, albeit in excess of the contract applicability threshold
(that is, contracts between $100,000 and $500,000), would not be subject to the
burden and expense of the CAS until they received a trigger contract.

The Panel analyzed the contract applicability and full coverage thresholds,
including the implications of using a trigger contract approach. To help the Panel
assess the appropriateness of the current contract applicability threshold
($500,000) and full coverage threshold ($25 million), DCAA and DCMC reviewed
CAS-covered contracts awarded from April 1997 through March 1998.° Based on
this data, DCAA and DCMC found that there were $72 billion in CAS-covered
contracts involving 588 contractor segments during this period. Of that number,
280 are currently subject to full coverage and 308 are subject to modified
coverage. Figure 3.1 estimates the number of contractor segments and the
amount of contract dollars that would be CAS-covered under various possible
trigger thresholds.

©See appendix X for the methodology and supporting documentation used to identify the universe of CAS-covered contracts at various
threshold levels and a discussion of the data’s limitations, including that the number of contractor segments subject to modified coverage
may be understated. The Panel also collected and analyzed contract data provided by the Federal Procurement Data System (FPDS) to
identify cost-based type contract actions over $500,000, excluding an estimate of CAS exemptions, totaling almost $300 billion. The Panel
found that the distribution of dollars at various thresholds was similar for the cost-based actions identified using FPDS and for
CAS-covered actions identified using DCAA/DCMC data.




Figure 3.1: Comparing Current CAS Coverage With Alternative Trigger

Contract Amounts and a Full Coverage Threshold of $50 million
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Modifed 308 173 a 94
Total 588 362 279

Note a: DCAA and DCMC were the source of the data used to prepare this analysis. The segments that would be subject to modified coverage
under a $7.5 million threshold will be between 173 (those covered with a $5 million trigger) and 94 (those covered with a $10 million trigger).
DCAA, with the assistance of DCMC, is collecting data to better estimate the actual coverage in order to supplement the record.

In considering an adjustment to the CAS applicability threshold, the Panel found
that if the trigger contract approach were reintroduced, a large number of
contractor segments could be removed from CAS applicability, but substantially
all CAS-covered contract dollars would remain subject to the CAS. In addition to
benefiting small contractors already subject to CAS coverage, this could encourage
other small firms to enter the government marketplace where those firms have
avoided government contracts because of the potential application of the CAS.®* If,
in addition, the full coverage threshold were raised to $50 million, the number of

&1This approach also recognizes the business reality that contractor segments with CAS-covered contracts will use a single CAS-compliant

CAS-covered or not, would be accounted for under CAS-compliant systems.

accounting system for all their government contracts. That is, for these segments, the costs for all government contracts, whether




Specifically, the Panel considered the impact of requiring a trigger contract of
between $5 million and $10 million, while retaining the current $500,000
contract applicability threshold. If a $5 million contract were required to trigger
the CAS applicability, DCAA and DCMC data shows about 98 percent of CAS-
covered dollars included in the survey would continue to be subject to the CAS.
The total number of contractor segments with CAS-covered contracts would
significantly decrease, as shown in figure 3.1 above. If a $10 million contract
were required to trigger CAS applicability, DCAA and DCMC data shows that
about 96 percent of CAS-covered dollars included in the survey would be subject
to the CAS, and the total number of contractor segments with CAS-covered
contracts would again significantly decrease, as shown in figure 3.1 above.

Although a trigger contract of $10 million would continue to subject about 96
percent of current CAS-covered dollars to CAS coverage, a number of segments
that would have been subject to full coverage (at a $50 million full coverage
threshold) would fall completely from CAS coverage because none of these
segments had received a contract of $10 million or more. Because of this
phenomenon, the Panel explored other trigger contract amounts within the range
between $5 million and $10 million and found that with a trigger contract of $7.5
million about 97 percent of current CAS-covered dollars would continue to be
subject to the CAS and that no segment that would be subject to full coverage (at
the $50 million threshold) would fall completely from CAS coverage.

The use of a trigger contract appears to protect the government’s interests better
than simply raising the contract applicability threshold, while still relieving a

- substantial number of contractor segments of the burdens of the CAS. For

example, if the individual contract applicability threshold were raised to $5
million, the number of contractor segments subject to the CAS would again
significantly decrease, but only about 88 percent of the CAS-covered dollars would
continue to be subject to the CAS. Such an alternative does not account for the
fact that contractor segments with some CAS-covered contracts will use a single
CAS-compliant accounting system for all of their contracts. Thus, the benefit of a
large rise in the CAS applicability threshold would be relatively small for
contractors that continue to have contracts subject to the CAS because those
contractors would continue to be required to maintain a CAS-compliant
accounting system. However, if the applicability threshold were so raised, the
number of contracts subject to price adjustments through the cost impact process
for CAS noncompliance or for changes in a contractor’s disclosed accounting
practices would be significantly reduced. Specifically, at a $5 million applicability
threshold level, the government would lose the right to seek price adjustments
under the cost impact process for about $8 billion in contract value (the difference
between current coverage and this alternative); this is in contrast to the use of a
$7.5 million trigger contract (while retaining the current $500,000 CAS
applicability threshold), under which the government would lose the right to seek
price adjustments under the CAS for about $2 billion in contract value.




The Panel believes that raising the full coverage threshold and adopting a trigger
contract approach, without raising the applicability threshold, would not
significantly affect risk to the government. As noted above, not all contracts and
subcontracts have been made subject to the CAS. Rather, as it has always been
recognized, the benefits of CAS compliance must be weighed against their costs. As
a result of its analysis, the Panel concludes that the risk to the government would
be low if a $7.5 million contract were required to trigger CAS applicability and the
full coverage threshold were increased to $50 million. This would result in about 97
percent of surveyed CAS-covered dollars remaining subject to either full or modified
CAS coverage, with the overwhelming majority of the dollars (over 90 percent) being
subject to full coverage. With regard to the segments that would no longer be
subject to the CAS, the Panel also notes that, whether the CAS apply or not,
contractors would still be required to adhere to the FAR cost principles and
allocation rules and DCAA would continue to perform audits and reviews of non-
CAS-covered contracts where necessary to protect the government’s interests.

FIRM FIXED-PRICE CONTRACTS

Currently, firm fixed-price contracts and subcontracts that satisfy CAS applicability
requirements are subject to CAS coverage if “any cost data” (certified or non-
certified) is submitted at the time of award.s? Although the CAS Board has not
defined the term “any cost data” with respect to this exemption, in Aydin
Corporation v. Widnall % it was held that the submission of informal cost data was
considered to be “any cost data,” even if such data was obtained to check for
mistakes or major omissions in offers and not to negotiate price.

Many in industry and government oppose the application of the CAS to firm fixed-
price contracts and subcontracts where TINA is not applicable. They note that
TINA was revised as part of acquisition reform to ensure that certified cost or
pricing data is not obtained where pricing risk to the government is considered
low, such as where price is based upon adequate price competition.®* Exempting
firm fixed-price contracts and subcontracts that are not subject to TINA from CAS
coverage would also be low risk, in their view, because cost data is not the basis for
determining the agreed contract price, and the contract price is not subject to
adjustment based upon the contractor’s cost experience in performing the contract.
In sum, these commentators state that the application of the CAS does not offer
sufficient value to the government, for example in the mitigation of risk, to offset
the burdens of the CAS.

¢2The CAS Board has exempted “[flirm fixed-price contracts and subcontracts awarded without the submission of any cost data.”

61 F.3d 1571 (Fed. Cir. 1995).

#Prior to FASA, TINA did not require agencies to exempt procurements from cost or pricing data submission requirements when a statutory
exemption was applicable. FASA made mandatory the statutory exceptions to obtaining certified cost or pricing data (for example, where there is

adequate price competition).




The Panel believes that firm fixed-price contracts and subcontracts should be
exempt from CAS coverage when the government does not obtain certified cost or
pricing data at the time of award. When certified cost or pricing data is not
obtained for firm fixed-price contracts and subcontracts, the safeguards provided
by the CAS are not necessary.

The Panel notes that some of the cost or pricing risks to the government inherent
in cost-reimbursement contracts are not present in firm fixed-price contracts and
subcontracts. This is so because firm fixed-price contracts do not provide for
adjustment of the agreed price based on changes in a contractor’s costs during
contract performance. Thus, the actual costs incurred during contract
performance do not affect what the government pays under a firm fixed-price
contract, and changes in a contractor’s cost accounting practices during contract
performance should not affect the final price.

Furthermore, TINA, as implemented, generally does not allow the contracting
officer to request the submission of certified cost or pricing data where there is
adequate price competition, the prices are set by law or regulation, or the
acquisition is for commercial items.%® In these situations, the risk to the
government in negotiating contract prices is not considered high enough to
warrant obtaining certified cost or pricing data. The Panel believes that this risk
assessment should be equally applicable to the CAS. That is, where a firm fixed-
price can be established without obtaining certified cost or pricing data, the risk
to the government of not applying the CAS to these contracts and subcontracts is
relatively low.®® Conversely, where it is determined that certified cost or pricing
data is required for the negotiation of a firm fixed-price contract, this indicates a
higher level of risk to the government and should, within the applicable criteria,
trigger the application of the CAS requirements.

As discussed above, while the CAS provide significant benefits to the government,
they also impose significant burdens on covered contractors and generate costs that
are largely borne by the government. For example, contractors may segregate their
commercial and military segments to comply with the CAS or refuse to seek
government business because of the CAS and other government requirements. The
Panel believes that the pricing risks to the government are sufficiently small on firm
fixed-priced contracts where no certified cost or pricing data has been obtained. This
exemption would seem particularly helpful to firms with fixed-price subcontracts.
The survey of 50 DOD prime contractors found, as shown in Figure 3.2, that firm
fixed-price subcontracts accounted for 11.8 percent of the total cost-based sales.

8Moreover, even if a contract does not fall under one of these three exceptions to certified cost or pricing data requirements, there is provision
for a waiver of the requirement for certified cost or pricing data in “exceptional circumstances.” 10 US.C. 2306a(b)(1XC), 41 US.C.
254b(b}1)(C). See also House Conference Report No. 105-736, September 22, 1998.

%Modifications to non-CAS covered contracts are generally not subject to the CAS. However, contracting officers may rely on various
provisions of the FAR and TINA to ensure confidence in the pricing. For example, a contracting officer may request certified (for

modifications in excess of $500,000 for non-commercial items) or non-certified cost or pricing data when negotiating the price of contract
modifications.




Figure 3.2: Type of Subcontracts Used by Selected DOD Contractors on
Cost-Based Government Contracts
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CONCLUSION

Reintroducing the trigger contract approach to the applicability criterion, raising
the full coverage threshold, and exempting firm fixed-price contracts from CAS
coverage unless certified cost or pricing data is obtained would significantly
alleviate the burdens the CAS pose to hundreds of companies, while continuing
CAS coverage on the vast majority of current CAS-based dollars. The Panel
believes that these changes will (1) promote commercial-military integration,
which should provide savings to the government; (2) encourage predominantly
commercial companies to seek government business, thus increasing government
access to leading edge technologies; and (3) remove an industry perceived obstacle
to using advanced cost management methods which could lead to shared cost
savings with the government. In addition, these changes will reduce the burden
on smaller business segments but will retain coverage for large business
segments. Conversely, the Panel’s analysis of the potential negative impact of
modifying the thresholds shows that requiring the receipt of a trigger contract to
activate the application of the CAS and raising the full coverage threshold, as well
as exempting firm fixed-price contracts and subcontracts where certified cost or
pricing data is not obtained, pose relatively little risk to the government, and that
this risk is worth taking in view of the benefits that will be obtained.*’

#7As described in chapter 4, the Panel also believes that CAS 405 and CAS 406 should not be included in the definition of modified coverage.




RECOMMENDATIONS

The Panel recommends that Congress amend the OFPP Act of 1988 to provide
that the applicability of the CAS to non-exempt contracts be triggered only by
receipt of a contract of $7.5 million or more. The Panel recommends that the
current $500,000 contract application threshold remain unchanged. The Panel
also recommends that the threshold for full CAS coverage be increased from $25
million to $50 million. The Panel endorses the CAS Board’s desire, as reflected in
the Board’s October 17, 1991 minutes and recently confirmed at the Panel’s
meeting with the CAS Board, to periodically examine the thresholds for possible
adjustment for inflation or marketplace changes. The Panel also recommends
that firm fixed-price contracts and subcontracts be exempt from the CAS in those
cases where the government does not obtain certified cost or pricing data at the

time of award.




Chapter 4

THE CAS BOARD’S OPERATIONS
AND REVIEW OF THE STANDARDS

As detailed in chapter 1, recent reforms have sought to streamline the acquisition
process and facilitate contracting with the government. Statutory and regulatory
changes have resulted in the lessening of burdens facing government contractors.
Contracting officials have been vested with more discretion to allow them to better
exercise their business judgment in making contracting decisions. Underlying these
reforms is the belief that reducing hurdles to contracting with the government and
expanding contracting agencies’ discretion will result in substantial cost savings.

In this chapter, the Panel examines the operations of the CAS Board and the CAS
for possible changes in light of acquisition reform and the evolution of GAAP and
commercial accounting systems. Specifically, the Panel considered whether (1) the
Board should continue to maintain as broad a role in contract administration
functions associated with the CAS and (2) a review of the CAS and its attendant
requirements should be undertaken for possible streamlining.

ACCOUNTING RULES VERSUS CONTRACT ADMINISTRATION

In establishing and then reestablishing the CAS Board, Congress provided that the
Board, in addition to issuing the CAS, would be involved in matters that are
traditionally performed by contracting agencies as part of contract administration.
For example, the Board was directed to issue regulations for the implementation of
the CAS requirements and to require that contractors disclose their cost accounting
practices and agree to a contract price adjustment for any increased costs paid to such
contractor or subcontractor because of a voluntary change in their cost accounting
practices or their failure to comply with the CAS. The legislative history of the
original authorizing statute shows that, in setting up the CAS Board, Congress
believed that it was important that an independent agency, rather than the
contracting agencies, be responsible for establishing and ensuring the implementation
of the CAS. This belief was based, in part, upon a lack of confidence that the
contracting agencies would properly establish and implement an effective system.

Consistent with its statutory authority, the CAS Board promulgated requirements in
a number of contract administration areas that have traditionally been the
responsibility of contracting agencies. For example, the CAS Board promulgated a
CAS clause that contracting agencies are required to include in covered contracts
and retained the authority to determine when a waiver from CAS requirements is
appropriate in a particular procurement for a particular contractor or subcontractor.
Recently, the Board has proposed a rule that details the cost impact process
contracting agencies must follow in negotiating claims associated with CAS
coverage with their contractors.
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Nevertheless, the Board recognizes the contracting agencies’ traditional contract
administration responsibilities. The Board states in its Statement of Objectives,
Policies and Concepts that it is those agencies’ responsibility to receive, review, and
approve disclosure statements; to audit covered contractors/subcontractors to
ensure compliance with the CAS and their disclosed cost accounting practices; to
make appropriate contract price adjustments because of changed accounting
practices, failure to follow the existing CAS, or the issuance of new standards; and
to ascertain the validity of contractors’ and subcontractors’ exemption claims.

As described in chapter 1, one theme of recent acquisition reform has been an
increase in the discretion accorded agencies and their contracting officials in
carrying out procurements. This is materially different from the situation at the
time the CAS Board was first established, when Congress felt it had to closely
regulate agency procurement activities. In light of this and the contracting
agencies’ traditional role in administering contracts, consideration should be
given to separating the CAS Board’s primary responsibility of promulgating and
maintaining standards for government contracts from the implementation and
administration of those requirements.

As a part of its review, the Panel examined the CAS Board’s administration of
waiver requests and the proposed regulation governing the cost impact process.
These areas were selected because their current administration by the CAS
Board has generated controversy.

Waivers

Congress gave the CAS Board specific authority to exempt categories and classes
of contractors and subcontractors and to establish procedures for the waiver of
the CAS requirements with respect to individual contracts and subcontracts.5®
Although the law is silent regarding the authority of the Board to delegate its
authority, the legislative history indicates that Congress intended that the CAS
Board itself could choose to delegate waiver authority to agency heads.
Specifically, by consensus amendment, Congress adopted language that simply
authorized the CAS Board to establish procedures for the waiver of the CAS
requirements. In support of the consensus amendment, the Senate noted that:

The Board itself shall determine appropriate procedures for waiver, including
the appropriate officials for granting waivers. Waiver of “classes of contracts”
may be granted only by the Board itself.°

841 US.C. 422(H)(3XB).

69134 Cong. Rec. S16849-52 (October 19, 1988).




The CAS Board rarely delegates its waiver authority. However, in 1995, the Board
delegated to executive agencies the authority to waive the application of the CAS
to “individual firm fixed-price contracts for the acquisition of commercial items
when cost or pricing data is not obtained.” Also, the CAS Board has delegated to
agency heads the authority to waive the submission of a required disclosure
statement before contract award where it was impractical to secure the statement
at that time.

In its Statement of Objectives, Policies and Concepts, the Board anticipates that
waivers would be granted only in “rare and unusual” cases. This view is confirmed
by the stringency of the Board’s waiver procedures, which provide that an agency
seeking a waiver must describe the contract or subcontract to be waived and
provide the following information: (1) a statement that the contractor/
subcontractor refuses to accept the contract or subcontract containing all or part
of the CAS clause and the reason for the refusal; (2) whether the proposed
_contractor or subcontractor has in the past accepted a contract or subcontract
containing the CAS clause; (3) the amount of the proposed award and the sum of
all awards by the agency to the contractor and subcontractor in the preceding 3
years; (4) a statement that no other source will satisfy the agency’s needs on a
timely basis; (5) the alternative methods considered for filling the agency’s needs;
and (6) the steps taken to establish other sources of supply for future contracts for
the products or services for which a waiver is being requested.

In the 10 years since the CAS Board was reestablished, there have been only 14
requests made to the Board for the waiver of CAS requirements.”” While it
appears that the CAS Board promptly considers waiver requests, a number of
industry officials claim that the stringent criteria for granting waivers discourage

firms from seeking them, even if firms believe that a waiver is appropriate.”
Senior DOD procurement officials also state that the criteria are overly
restrictive, thereby greatly inhibiting the waiver process.

DOD believes that the current waiver process does not provide adequate
flexibility to meet the agencies’ individual procurement needs and that the
authority to grant waivers should be delegated to the contracting agencies. For
example, DOD states that the CAS requirements hinder efforts to obtain the
participation of some advanced technology firms, which will not accept
government business that would require compliance with the CAS. Officials from
NASA and OPM have agreed with DOD that, with appropriate safeguards,
procuring agencies, who are the most knowledgeable about any particular contract
or subcontract, could most efficiently and best protect the public interest by being

™In contrast, the original CAS Board received more than 50 requests for waiver of CAS requirements. It should be noted that many of those
requests predate exemptions that the Board ultimately adopted and that would appear to be applicable today. For example, many of the
requests were from United Kingdom or other foreign contractors or subcontractors that apparently would be performing the contract work
outside the United States, which fall under an applicable exemption to the CAS.

1See appendix XII for information on the waivers granted since 1988.
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the ones to decide when and how the CAS requirements should be waived.
However, officials from the Department of Transportation and the Environmental
Protection Agency believe that the CAS Board should have the sole authority to
approve waiver requests because the delegation of such authority to the agencies
could result in inconsistent treatment of contractors.

In the Panel’s view, the decision to grant or deny a waiver request in a particular
procurement is a matter of contract administration and business judgment
primarily for consideration by the contracting agency. Although the CAS Board
has maintained this authority in the past, procurement rules have evolved in the
direction of empowering contracting officials to exercise business judgment. For
example, procedures for the acquisition of commercial items and simplified
acquisition procedures have streamlined the procurement process and now give

_contracting officers greater discretion in acquiring products and services. By

contrast, the CAS Board’s restrictive criteria for granting waivers (e.g., an
unequivocal statement that a contractor refuses to accept a contract with the CAS
requirements and that no other source will satisfy the government’s
requirements) have basically remained unchanged since their adoption in 1973.

The Panel thinks that the value of possible increased uniformity gained by
having the CAS Board maintain waiver authority is outweighed by the benefits of
having contracting agencies exercise control over their own contract
administration (with appropriate oversight and reporting requirements). In
addition, the Panel believes that the CAS Board would be able to maintain
control over uniformity because the authority to issue class deviations is not
delegated to the procurement agencies (the delegated waiver authority is limited
to particular contracts or particular standards for a particular contractor).
Contracting agencies are in the best position to exercise their business judgment
regarding their contractors and subcontractors and to determine whether CAS
requirements need to be waived (and, if so, which ones) in order to best satisfy the
agency’s acquisition requirements. The Panel notes that contracting agencies are
entrusted to waive procurement regulations in unusual cases, where, in their
judgment, the waiver serves the government’s interest. For example, under FAR
subpart 1.4, deviations from the FAR may be granted by agency heads or their
designees when necessary to meet the specific needs of the agency.” Given the
enhanced discretion that contracting agencies have gained under recent
procurement reform initiatives, the Panel believes that contracting agencies
themselves should determine whether CAS waivers are appropriate in accordance
with criteria to be provided in the FAR.™

"2FAR 1.402 states that “[tThe development and testing of new techniques and methods of acquisition should not be stifled simply because
such action would require a FAR waiver”

"While there may be some possibility of inconsistent treatment of contractors by individual agencies in considering waiver requests, such a
possibility is inherent in any process in which agencies are expected to exercise their business judgment in a reasonable manner.




Cost Impact Process

The statute establishing the CAS Board directed the Board to issue rules and
regulations for the implementation of the CAS promulgated under its authority,
including regulations dealing with the cost impact process.”* Contractors and
subcontractors are required to agree to contract price adjustments for any
increased costs resulting from a change in a contractor’s or subcontractor’s cost
accounting practices or because of noncompliance with the CAS. The statute
requires that these contract price adjustments be made to the contractor’s CAS-
covered contracts.

The CAS Board’s regulations require contract price adjustments when CAS-
covered contracts are materially affected by a cost accounting practice change or
by a CAS noncompliance. The current regulations, however, do not specify the
form and content which cost impact proposals must take or the method for
recovering the costs; these are left to the contracting agencies to determine in
accordance with the FAR. In response to both industry and government concerns
about the cost impact process, the CAS Board has proposed a new rule governing
the cost impact process and defining more specifically what constitutes a change
in cost accounting practice.”

Among other things, the proposed rule details the methodology for determining
required contract price or cost accumulation adjustments due to changes in a
contractor’s cost accounting practices and specifies the actions to be taken by the
contractor and the cognizant federal official (e.g., the contracting officer or other
agency official authorized to act in that capacity), including the negotiation of the
cost impact settlements on behalf of the government. The proposed rule also
provides procedures for handling non-compliance actions.

Although the new cost impact process proposed by the Board is more detailed than
the one currently provided, the Board’s proposal indicates a belief that the change
would result in a more efficient and timely process for the resolution of material
cost impacts. Some government and industry commentators, on the other hand,
see this proposed rule as intrusive and greatly increasing the expense associated
with the cost adjustment process. They believe the CAS Board’s proposed rule, if
finalized, would encroach on individual contracting agencies’ traditional contract
administration responsibilities.

41 U.S.C. 422(h)(1XB).

"The CAS Board has stated that, based upon work performed by DCAA, the process for determining and resolving the cost impacts attribut-
able to a contractor’s change in a cost accounting practice should be made more explicit in the Board’s regulations. As of the date of this report,

a final rule had not been issued.




REVIEW OF THE STANDARDS

There has been controversy concerning whether some of the CAS unduly
incorporate allowability and procurement policy considerations and unnecessarily
deviate from GAAP. The Panel believes that a review of the CAS and their
attendant requirements is warranted to ascertain whether improvements or
streamlining of the standards can be made in light of these concerns. Also, the
Panel believes that there is no longer any need to require compliance with CAS
405 and CAS 406 under modified coverage.

Allowability and Procurement Policy

When it reestablished the CAS Board, Congress made it clear that it intended
that the Board limit its authority to cost accounting rules and not expand it to
cost “allowability and similar policy issues,” which are regulated by the procuring
agencies in the FAR.” The CAS Board itself recognized this limitation of its
authority when it stated in its Statement of Objectives, Policies and Concepts
that it does not determine the allowability of categories or individual items of
costs; “allowability is a procurement concept affecting contract price and in most
cases is established in regulatory or contractual provisions.”

The Panel did not conclude from its review that any of the CAS were in effect cost
allowability rules. However, the Panel received testimony and presentations from
a number of commentators asserting that provisions of CAS 404, 409, 412, and
413 reflect undue concern with procurement policy and recovery of costs rather
than establishing appropriate accounting practices.

The CAS versus GAAP

Generally, the CAS are concerned with cost measurement, assignment, and
allocation, while GAAP are concerned with cost measurement and assignment.
The Panel found that 6 of the 19 standards govern areas not addressed in GAAP,
either in whole or in part. More specifically, GAAP do not have requirements for
consistency in allocating costs for the same purpose (CAS 402), allocating direct
and indirect costs (including home office and general and administrative costs)
(CAS 403, 410, and 418), segregating unallowable costs (CAS 405), or calculating
the cost of money for capital assets (CAS 414). In addition, while three of the
standards (CAS 401—consistency in bidding and accumulating costs, CAS 407—
use of standard costs for direct material and direct labor, and CAS 417—cost of
money on constructed assets) have parallel concepts in GAAP, their GAAP
counterparts have no practical application to contract costing.

"Senate Report No. 100-424 at 17 (1988), reprinted in 1988 U.S.C.C.A.N. 5687, 5703.




Nevertheless, 10 of the 19 standards have some related GAAP requirements that
deal with the measurement and assignment of costs. Two of these standards have
requirements similar to GAAP.” While eight of the standards (asset valuation
(CAS 404 and 409), restructuring (CAS 406), pensions (CAS 412 and 413),
insurance (CAS 416), deferred compensation (CAS 415), and independent research
and development and bid proposal costs (CAS 420)) differ from GAAP in the areas
of measurement and assignment to cost accounting periods, they include many
provisions that follow GAAP as well as certain provisions that do not.™

Although most of the areas of difference between the CAS and GAAP have not
been the subject of criticism, some areas where they differ have been the subjects
of controversy, in particular, CAS 404, 412, and 413. The Panel received testimony
at the public hearings that criticized some of the CAS as inappropriately deviating
from GAAP.™

While it is clear that the CAS cannot be replaced in total by GAAP for the purpose
of measuring, assigning, and allocating costs to government contracts, there are
significant instances where GAAP principles have requirements similar to a
number of the CAS as well as instances where the CAS and GAAP significantly
differ. The standards should be reviewed to reflect the knowledge of 20 years of
government and industry experience, the evolution of GAAP, and the advent of
acquisition reform. Such a review could include revising particular section(s) of a
standard, combining section(s) of the same or different standards, eliminating
particular section(s) of a standard, or eliminating a particular standard in its
entirety, and holds the promise of possibly providing opportunities for
streamlining the CAS and allowing for more flexibility for contractors while still
ensuring adequate uniformity and consistency.

Modified Coverage

As discussed in chapter 3, in 1993, the CAS Board, while increasing the threshold
- for full coverage from $10 million to $25 million, also expanded the definition of
modified coverage by requiring business segments subject to modified coverage to
adhere to CAS 405 (accounting for unallowable costs)®® and CAS 406 (cost
accounting period)® in addition to CAS 401 and CAS 402.

TCAS 408 (compensated personnel absences) and CAS 411 (acquisition costs of material) duplicate in part GAAP promulgations.
%3ee appendix XIII for a more detailed analysis of the similarities and differences between the CAS and GAAP.
"See appendix IX.

8CAS 405 provides for the identification of costs that are not allowable for government contracts and establishes guidelines for the cost
accounting treatment to be accorded identified unallowable costs.

81CAS 406 provides that a contractor must use its fiscal year as its cost accounting period and establishes consistent practices for the

accumulation and allocation of costs from one accounting period to the next.




In expanding the definition of modified coverage to include adherence to CAS 405,
the Board stated that it was concerned that some government contractors,
particularly those who work for certain civilian procurement agencies, may be
including specifically identifiable unallowable costs in indirect costs pools that are
reflected in the billings submitted to, and reimbursements received from, federal
government contracting agencies.?? The Board believed that conformance with the
requirements of CAS 405 would restrict this practice.

The CAS Board added CAS 406 to modified coverage because the Board believed
that standard stated a basic requirement with which government contractors
engaged in cost-based contracting should be able to comply. Although the Board
stated that CAS 406 would provide some protection to the government from the
selection of inconsistent cost accounting periods with respect to the costing and
pricing of contracts, the Board did not identify this as a particular problem with
respect to contractors that were subject to modified coverage. In fact, data
provided by DCAA shows that DCAA rarely cites noncompliances under CAS 406.

The FAR cost principles also require the identification and segregation of
unallowable costs.®2 In addition, the FAR provides that no proposal shall be
accepted and no agreement made to establish final indirect cost rates until the
costs have been certified by the contractor.3* This implements congressional
requirements that, since FASA, provide significant penalties for the failure to
segregate unallowable indirect costs under government contracts in excess of
$500,000.85 Specifically, a contractor that includes unallowable indirect costs in a
covered contract may be subject to a penalty of up to two times the amount of the
disallowed costs plus interest.®® These penalties are in addition to possible
penalties under the False Claims Act and False Statements Act for a contractor’s

falsely certifying its indirect cost rates.

Since requirements for certifications and the imposition of penalties have been
extended to civilian agencies, the Panel concludes that there is no longer a need to
include CAS 405 and CAS 406 in the definition of modified coverage.®” The
government’s interests in these areas are adequately protected by statute and the
FAR. Conversely, not requiring adherence to CAS 405 and CAS 406 as part of
modified coverage would greatly benefit new entrants to the government
marketplace and smaller commercial concerns that often rely upon commercial

8258 Fed. Reg. 58,798 (November 4, 1993).
8FAR 31.201-6.

84FAR 42.703-2.

85FASA, Section 2351, October 24, 1994. Prior to FASA, penalties were only provided for the failure to segregate unallowable costs under
defense contracts in excess of $100,000.

8510 U.S.C. 2324(b), 41 US.C. 256(b); see also FAR 42.709-1.

87The Panel acknowledges that GAO supported the addition of these two standards in 1993; however, additional legislative protection, as
discussed above, was enacted subsequent to GAO’s support for adding these two standards to the definition of modified coverage.




accounting systems that do not ordinarily track unallowable costs. The Panel
believes that although contractors that have been subject to full coverage find
little difficulty in complying with modified CAS coverage (including CAS 405 and
CAS 406), contractors that have not previously been subject to the CAS find even
modified CAS coverage to be burdensome and costly.

Disclosure Statement

The original disclosure statement was developed and promulgated in the early
1970s. No revisions to that document were made until after the Board was
reestablished. In 1992, some minor revisions were made, and subsequently a
project was initiated to revise and update the disclosure statement. The current
disclosure statement became effective February 28, 1996.

The CAS Board revised the disclosure statement with the goal of bringing it up to
date in light of two decades of experience. The Board believed that the revised
disclosure statement would improve the cost accounting practices followed by
contractors when estimating, accumulating, and reporting costs deemed allocable
to federal contracts. In the Board’s view, adequate disclosure of cost accounting
practices is essential to ensure consistency in cost measurement, assignment, and
allocation. The CAS Board believed that an updated disclosure statement would
facilitate interaction between contractors and government representatives when
dealing with contract costing matters. The CAS Board also believed that the
introduction of the revised statement would not impose any new burden on
contractors, as it merely replaced an existing form that required periodic updating
of disclosed practices. To further reduce the possibility of increased costs, the
extended dates for the submission of the new disclosure statement were designed
to provide an opportunity to delay submission until a time when, in most cases,
the contractors would have had to file an updated disclosure form, even if a new
disclosure statement had not been introduced.

Industry representatives state that the revised disclosure statement is far more
burdensome than the previous one and that the additional information requested
requires contractors to expend considerable additional time and costs. These
representatives question whether the government needs the requested additional
information or is obtaining commensurate benefits from this information that
offset the costs of completing the revised statement.

In justifying the new disclosure statement, the Executive Secretary for the CAS
Board estimated in December 1995 that it would take only about 35 hours for a
contractor to prepare and submit the revised form (the previous form was estimated
to take 40 hours). The Executive Secretary also estimated that the government’s
review of the revised statement would take only about 8 hours per statement
(review of the previous form took 40 hours). These estimates are disputed, however.




(review of the previous form took 40 hours). These estimates are disputed,
however. One company stated that the Board’s estimate grossly understates the
true burden and estimated that it took 2,437 hours to complete only Part VII of the

statement. '

While the new CAS Board did extensive theoretical analysis and obtained
comments from industry and government representatives before promulgating
the revised disclosure statement, it did not conduct any field testing.®® This is in
contrast to the original CAS Board, which conducted extensive field testing before
promulgating the first disclosure statement requirements. If the Board had
conducted field tests, it could have more accurately determined the time needed
to complete the disclosure statement and assessed the need for, or benefit from,
specific data requests. If such an analysis were performed in the future, the
Panel believes the CAS Board might identify ways to simplify and streamline the
disclosure statement. v

CONCLUSION

Although Congress originally directed the CAS Board to involve itself in contract
administration matters concerning the CAS, this may no longer be necessary, at
least with regard to granting waivers and specifying the cost impact process.
Rather, the Panel believes that allowing contracting agencies to handle contract
administration functions as part of their traditional role in administering
contracts, and thus allowing the CAS Board to focus on maintaining a system of
accounting standards, would be more efficient, expeditious, and consistent with
the goals of acquisition reform.

The Panel also believes that an overall review of the CAS and their attendant
requirements is warranted. There are also a number of standards involving
procurement policy and funding considerations that some commentators claim to
be inappropriate and should be reviewed. There are also areas in which the CAS
and GAAP overlap or differ and should be reviewed for possible streamlining.
The Panel also found that adherence to CAS 405 and CAS 406 as part of modified
coverage is no longer necessary, and that the recently revised disclosure
statement may be unnecessarily burdensome.

RECOMMENDATIONS

The Panel recommends that Congress ensure that contracting agencies, rather
than the CAS Board, have primary responsibility for administering individual
contracts with respect to applicable CAS requirements. With respect to waiver of

#In its final rule, the CAS Board stated that it tried to be responsive to suggestions made by commentators and that it undertook a careful
reevaluation of Part VII. For example, the Board pointed out that the instructions were revised to make clear that only relevant cost
accounting practices and applicable identifying data need be disclosed and that, therefore, submission of numeric data representing
accounting estimates is not required.




that the FAR establish criteria for the waivers. This authority should reside at a
senior policy level within the contracting agency and be exercised only when
necessary to meet the needs of the agency. The authority to grant waivers should
be limited to (1) the waiver of specific requirements or standards in an individual
contract or subcontract or (2) the waiver of a particular standard or part of a
standard for an individual contractor. The waivers should not serve as class
exemptions to circumvent any specific CAS requirement. The Panel recommends
that a public report of grants of waivers be made on an annual basis by
contracting agencies to the OFPP Administrator or the CAS Board, so that the
number and kinds of waivers being granted can be monitored.

The Panel also believes that the current standards and disclosure statement
should be reviewed to identify ways to simplify and streamline them in light of
acquisition reform and experience. Any such review should consider differences
and similarities with GAAP and reevaluate the standards in light of the expressed
concerns that the standards might reflect undue consideration of procurement
policy issues. The Panel also concludes that there is no longer any need to require
compliance with CAS 405 and CAS 406 under modified CAS coverage.




Chapter 5

NEED FOR AND ORGANIZATION OF THE CAS BOARD

In this chapter, the Panel responds to the congressional request for its views on
the need for the CAS and the CAS Board and on whether changes need to be
made to the Board’s organization. The Panel strongly believes there is a need for
an independent CAS Board to promulgate and amend the CAS as necessary. As
discussed below, the Panel recommends changes in the Board’s location, structure,
and staffing and other support.

CONTINUED NEED FOR A CAS BOARD

As indicated in chapter 1, Congress established the CAS Board in part because
negotiated cost-based contracts represented the majority of procurement dollars
and were likely to be significant in the foreseeable future and because there was a
perceived need to protect the government’s interests by establishing accounting
rules to uniformly and consistently account for contractors’ costs. The Panel’s
review discloses that negotiated cost-based contracts continue to represent the
majority of all federal contracting dollars.?® For this reason, the Panel believes that
the original purposes of the CAS--principally the need to protect the government
from the risk inherent in cost-based contracts and to improve communications
between the government and contractors with regard to these contracts--remain.
Thus, the Panel reached the firm conclusion that there is a continuing need for
standards to govern the measurement, assignment, and allocation of costs.

The Panel believes just as strongly that there is also a continuing need for a CAS
Board to promulgate, amend, and maintain the CAS. The standards issued by the
Board establish a framework for contractors to measure, assign, and allocate costs,
whereas other procurement regulations have much broader applications, such as
the establishment or implementation of government procurement policy objectives
and the determination of the allowability of particular costs. To achieve the overall
objectives of uniformity and consistency in accounting for costs, the CAS must take
precedence over other procurement regulations. As discussed in chapter 1, during
the period when there was no CAS Board, considerable controversy emerged over
the interpretation of 9 of the 19 standards, including alleged attempts by DOD to
meet procurement policy objectives through that agency’s interpretation and
proposed amendment of the CAS. These problems were the primary impetus
leading to the reestablishment of the Board, and the Panel believes that similar
concerns could reappear in the absence of a Board. Moreover, the CAS Board’s
accomplishments since 1990, such as revising the full coverage threshold for the
CAS, are indications of the continuing need for such an entity.

8See appendix XIV.




ORGANIZATION OF THE CAS BOARD

The original CAS Board was located in the legislative branch, whereas the current
Board is located in the executive branch in OFPP, and thus within OMB. (See
Table 5.1.) There were five members on the original CAS Board, the same number
as on the current CAS Board. The original CAS Board was chaired by the
Comptroller General, who appointed all other members, whereas the current
Board is chaired by the OFPP Administrator, who appoints two of the other
members.® The majority of the original Board members were from the private
sector (including two from the accounting profession), while the maj ority of the
current Board members are government employees.® The original CAS Board
received a separate appropriation, whereas the current’s Board’s funding is
supplied in OMB’s appropriation. Finally, the present Board has considerably less
staffing support than the original Board.

Table 5.1: Structure of Original and Current CAS Boards

Original Current
Location GAO OFPP/OMB
Funding Separate appropriation for Board’s | No separate appropriation for Board’s
operation. operation. Part of OMB appropriation.
Board Chair: Comptroller General Chair: OFPP Administrator.
membership of the United States.
Membership: One member from Membership: One member each from
a federal agency, one from DOD, GSA, industry, and the
industry, and two from the accounting profession.
accounting profession.
Total; three non-government and Total: two non-government
two government members. and three government members.
Staff Executive Secretary, appointed by | Executive Secretary, appointed
Comptroller General, and 25-30 by OFPP Administrator, and
staff members. three staff members.
Location

At the June 1998 public hearings, the Panel received several expressions of
concern regarding the Board’s placement. Some believe the Board’s current

placement in OFPP has led it into procurement policy considerations that are not
appropriate accounting concerns. The Panel heard virtually no support for keeping
the Board in OFPP.

While the CAS Board is characterized in its authorizing legislation as an
“independent board,” it is subordinate to OFPP and OMB. This affects the ability

%The Secretary of Defense and the Administrator of GSA appoint the other two members of the current CAS Board.
91Current members include the OFPP Administrator, the Director of DCAA, the Chief Financial Officer of GSA, an industry representative,

Comptroller General, the DOD Comptroller, two members from the accounting profession, and one industry representative.

and an individual “particularly knowledgeable about cost accounting problems and systems.” The original CAS Board consisted of the




of the Board to operate as an independent entity. The Administrator of OFPP is
the Chair of the CAS Board, and with the concurrence of OMB, the Administrator
appoints two of the Board members. OFPP/OMB hires, evaluates, and directs the
Board employees and provides the Board’s funding from OMB’s lump sum
appropriation. As discussed below, because of the CAS Board’s subordination to
OFPP/OMB, constitutional concerns have been raised that its placement and
structure may not allow the Board to issue binding regulations.

In terms of overall policy considerations, the Panel notes that OMB’s and the CAS
Board’s primary missions are significantly different. While the CAS Board
establishes accounting rules for government contractors, OMB provides budgetary
and other support to the President, often within the scope of the deliberative
process and executive privileges.”? To accomplish its primary mission, OMB
evaluates the effectiveness of agency programs, policies, and procedures; assesses
competing funding demands among agencies; and sets funding priorities. OMB
oversees and coordinates the Administration’s procurement, financial management,
information, and regulatory policies. Thus, OMB has a special relationship with
the President that often does not allow for open discussion of preliminary
Administration positions on issues until these positions are finalized.

With respect to OFPP, the Panel views as significant that OFPP’s procurement
policy mission is much broader than the maintenance of the CAS. OFPP provides
high-level direction and leadership of the government procurement system,
whereas the CAS Board’s primary mission is to establish and maintain appropriate
accounting rules for government contractors. The Board’s placement within the
federal government’s primary procurement policy setting organization may have
fostered the perception by some observers, discussed in chapter 4, that procurement
policy considerations may have unduly influenced certain Board pronouncements.

Current CAS Board’s Subordination to OMB/OFPP

Because of the CAS Board’s placement within OFPP and OMB, and since OMB
subjects the Board to its direction, there are concerns about the Board’s
independent authority. Though the Panel found no evidence that OMB has
materially changed any CAS Board rulings, OMB’s review and supervision create
at least the appearance of undercutting the Board’s independence. While the
Board’s authorizing legislation characterizes it as an independent board within
OFPP to promulgate, amend, and rescind standards, all Board pronouncements
and actions, including standards and public hearing announcements, must be
approved by OMB, even though the authorizing legislation does not so provide.

92Deliberative process privilege protects pre-decisional opinions, recommendations, and the like from public disclosure before a final decision
has been reached. Pre-decisional materials remain privileged even after the decision to which they pertain is made. Executive privilege
refers to a judicially recognized privilege flowing from the separation of powers doctrine of the Constitution that permits the President to
maintain the confidentiality of official communications with his advisers. The privilege is intended to promote candor in the presidential

deliberation and decision-making process.




In addition, the OFPP Administrator must obtain OMB’s concurrence to appoint
Board members, and conflict of interest waivers for proposed non-government
Board members and staff are approved by OMB.%

Since the CAS Board does not have a separate appropriation, OMB controls the
CAS Board’s funding. As with other OMB components, including OFPP, the
Board’s salaries and expenses are rolled up into the budget for OMB’s lump sum
appropriation. This makes the Board’s operations subject to OMB’s personnel and
budgetary constraints.

The requirement for OMB approval of all CAS Board actions is consistent with the
position taken by the Department of Justice while the legislation authorizing the
CAS Board was pending. At that time, Justice advised Congress that, in order for
the Board to promulgate binding rules, the Board must be subject to the OMB
Director’s, not the OFPP Administrator’s, control. In addition, the Section of Public
Contract Law of the American Bar Association (ABA) has questioned the CAS
Board’s ability to issue binding rules and standards on its own in view of its
subordination to OMB.% These analyses conclude that the OFPP Administrator,
while appointed by the President and confirmed by Congress, may not be a
“principal officer” of the government but rather an “inferior officer” under the
supervision and direction of the OMB Director, who is a principal officer.®* This
distinction is significant, according to the Public Contract Law Section of the ABA,
because inferior officers or employees may not have the authority to issue binding
regulations; it may be that only principal officers can do so under the Appointments
Clause of the Constitution.® Thus, it can be argued that neither the Board itself nor
its Chair have the requisite authority to issue binding regulations.®

OMB Control of the CAS Board’s Staffing and Support
Other concerns regarding the CAS Board’s placement within OFPP and OMB relate

to the control and sufficiency of staff and other support for the CAS Board. The CAS
Board’s enabling legislation permits the Board an Executive Secretary, two

Under 18 U.S.C. 208, officers and employees of the United States, including special government employees, are generally prohibited from
participating personally and substantially in rendering advice and rulemaking on matters in which the employee or any organization in which
the employee is serving as an officer has a financial interest, absent a written determination, referred to as a waiver, by the government official
responsible for the appointment that the interest is not so substantial as to be deemed likely to affect the integrity of the services which the
government may expect from such officer or employee.

9See appendix IX.
%5The other CAS Board members likewise are not principal officers, but are either inferior officers or employees.

%The Appointments Clause, Article II, section 2, clause 2 of the Constitution provides for the appointment of officers and inferior officers of the
United States. In Buckley v. Valeo, 424 US. 1(1975), the Supreme Court, in considering the constitutionality of the Federal Elections
Commission, discussed the distinction between principal and inferior officers under the Appointments Clause and found that the administra-
tive functions of an executive agency which represent the performance of a significant government duty exercised pursuant to a public law,
such as rulemaking, can be exercised only by principal officers.

9"Notwithstanding the arguments regarding the CAS Board’s lack of authority to issue binding regulations, OMB’s approval of CAS Board
promulgations may make the problem moot, even though such approval is not provided for in the CAS Board’s enabling legislation. Also, it
could be argued that the publication of the rules in the FAR may make them binding. See Boeing v. United States, 680 F.2d 132 (CL.Ct. 1982)
(publication of CAS standards in the government’s procurement regulations makes them binding whether or not their issuance by the CAS

Board, which at that time was located in GAO, was constitutional).




additional senior staff members, and such other staff that the Administrator of
OFPP may appoint.®® In fact, the CAS Board employs four permanent staff: the
Executive Secretary (an attorney with procurement experience); the Director of
Research and a Project Director/Accountant, both of whom are certified public
accountants (CPA); and a Management Analyst, who acts as the Administrative
Officer to the Board. This staff, as well as a fifth staff member (also a CPA), were
employed by OFPP/OMB to work for the Board shortly after it was reestablished.*®
Also, at least two employees of other agencies have at times been detailed to the
Board.' In 1994, GAO reported that the CAS Board may be understaffed, a
problem that did not allow the Board to make progress in resolving important cost
accounting issues.’®® The GAO report noted that the original CAS Board employed
25 staff members and that when the CAS Board was reestablished, 7 professional
staff were contemplated by the Board’s staffing plan. The suggestion has been
made, which the Panel finds has merit, that the Board’s staff would be enhanced by
adding individuals with different skills and experience, for example, industry or
contract pricing experience.

Also, since 1997, the Board has not allowed its members, including the industry
representative, to have individual staff support, even if paid by the member’s
organization. Instead, the only staff support is that supplied by the permanent
CAS Board staff, who are supervised by the OFPP Administrator. Until this
change in practice, individual Board members had been allowed to work with
their own support staff. Apparently, OMB is unwilling to be subject to possible
claims that it has waived its privileges concerning the protection of documents in
cases where individuals who are not OMB employees are made privy to the CAS
Board’s internal information.'> OMB apparently is also concerned about possible
conflicts of interest over the use of non-government staff, and is unwilling to
appoint such staff as special government employees, provide funds for them, or
accept volunteer staffing support. At least one observer has stated that since
actions can be taken to ensure that the deliberative process is protected, OMB’s
position regarding the staffing and other support issues is too conservative,
especially given the value to the system of allowing each Board member to utilize
his or her own staff, instead of relying upon the CAS Board’s permanent staff.

Moreover, even before 1997, when the Board allowed individual members to have
their own staff, the staff were generally barred from attending Board meetings.
In contrast, the original CAS Board allowed each member to have one staff
person present at Board meetings. Although non-government Board members

%41 U.S.C. 422(b), (c).
9The fifth staff member no longer works for the CAS Board and has not been replaced.

100The Panel understands that OMB has not recently authorized such detailees.

©1Cost Accounting Standards Board: Little Progress Made in Resolving Important Issues (GAO/AIMD-94-88, May 25, 1994).

1020MB reportedly directed this change in the CAS Board’s practice after a claimant in an Armed Services Board of Contract Appeals

(ASBCA) litigation requested certain documents from the Board, arguing that the requested documents were no longer protected by the
deliberative process privilege because the CAS Board or its staff had disclosed the documents to persons outside the government. See Gould
Inc., ASBCA No. 46749 (discovery motion to obtain CAS Board records in a claim dispute invelving the interpretation of a standard).




have expressed a preference for having staff assist them during meetings and feel
that their representation could be enhanced with such assistance, the Board has
barred all staff, except the permanent CAS Board staff, from attending meetings,
apparently again because OMB believes that the presence of other individuals
from outside government may create a potential conflict of interest or may
constitute a waiver of the deliberative process privilege.

The Panel finds merit in the contention that the Board process would be enhanced
if members were allowed to have their own staff to assist them. Given the
restraints that OMB has imposed on Board members in discussing pending Board
actions with persons not employed by OMB, the Panel believes that, because of the
absence of staff for individual members, legitimate questions have been raised
regarding the fairness and extent of consideration given to the viewpoint of
industry or represented agencies in Board determinations.

Finally, although the CAS Board’s authorizing legislation expressly allows the use of
advisory committees and task forces, the Board has not used advisory committees,
reportedly because such committees would be subject to the Federal Advisory
Committee Act (FACA), which generally requires open access by the public.’®
Apparently, this position flows, in part, from OMB’s concern about allowing public
access. The CAS Board has employed informal working groups (not subject to
FACA) to assist on Board projects for the revised disclosure statement and for the
pending cost accounting changes rule; however, one industry participant stated that
because they were prohibited from sharing their work with the rest of the industry,
the industry participants were unable to ensure that the industry’s viewpoint was
adequately presented. In 1994, a GAO report concluded that restricting the use of
advisory committees or task forces when staffing needs exist is likely to further
limit progress in resolving pressing cost accounting issues.’** The report stated that
with clearly defined safeguards concerning conflicts of interest and with limits on
the duration of assignments, detailees, advisory committees, and task forces could be
used to provide the Board with needed assistance.

In light of all of the reasons set out above, the Panel concludes that it would be best to
move the CAS Board out of OFPP/OMB. Although there is logic in placing the Board
within the office handling overall procurement policy, the Panel finds persuasive the
concerns that placement in OFPP/OMB has unduly constrained the Board’s work and
lent some credence to the contention that the Board’s pronouncements have been
unduly affected by procurement policy considerations. The Panel acknowledges that
although several commentators stated that they believe the reestablished CAS Board
has functioned well and that its pronouncements have been fair and soundly based,

1035 1J.S.C. App. 2 § 1. FACA provides that meetings of advisory committees shall be open to the public, that timely notice of each meeting must
be published in the Federal Register, that documents prepared for or by an advisory committee must be accessible for public inspection, and

104005t Accounting Standards Board: Little Progress Made in Resolving Important Issues (GAO/AIMD-94-88, May 25, 1994).

that minutes of each meeting shall be kept and made available to the public.




and while recognizing the legitimacy of OMB’s general concerns about protecting
internal discussions and documents, the Panel believes that shifting the Board
out of OFPP/OMB could reinforce its independence. This removal should
facilitate the use of advisory committees, task forces, and staff for individual
members, which would improve the CAS Board process and allow for greater
acceptance of its pronouncements.

Analysis of Alternative CAS Board Structures

Before analyzing possible options for the location, structure, and membership of a
future CAS Board, the Panel believes that it is important to identify the desirable
characteristics of such a Board, irrespective of its placement and membership.
The Panel has identified the following characteristics as necessary:

(1) The CAS Board should be an independent organization not subject to the
control of another agency. In particular, the Board should not be subject to the
control of any other government agency that may have conflicting procurement
policy/funding concerns which could inhibit the Board’s ability to promulgate
standards representing the most appropriate cost accounting practices.

(2) The Board’s members should represent both the government and the private
sector, but government members should remain the majority because the
Board’s underlying purpose is to protect the government’s interests through
the establishment and maintenance of cost accounting standards.

(8) The Board members should serve on a part-time basis. The Board’s workload
has demanded only part-time participation by its members, and the Panel
envisions similar circumstances in the future. Alternatively, the Chair of the
Board could be a full-time employee and perform many of the functions
currently performed by the Executive Secretary.

(4) The Board’s regulations should be binding and take precedence over other
regulations regarding the allocation, measurement, and assignment of costs.
In order to achieve uniformity and consistency in accounting for the costs of
CAS-covered contracts, the accounting rules promulgated by the CAS Board
to establish a framework for contractors to allocate, measure, and assign
costs logically should be given precedence over any other procurement rules

in this area.




With these characteristics in mind, the Panel reviewed alternative Board
structures, considering the characteristics of other selected boards and
commissions in an effort to determine a desired structure of the future CAS
 Board.!® The requirements for a permanent, independent, and balanced Board
comprised of government and non-government part-time members authorized to
issue binding regulations are rather unique, and the Panel was unable to identify
a comparable structure. However, certain characteristics of the statutory
authority of the Federal Energy Regulatory Commission (FERC), including one
that establishes it as an independent agency, could be adopted to ensure the CAS
Board’s independence if it were placed within a host agency as well as to address
in part the constitutional concerns raised about the present structure.'®® These
provisions state:

The Secretary [of Energy] shall provide to the Commission such support and
facilities as the Commission determines it needs to carry out its functions.'®’

In the performance of their functions, the members, employees, or other
personnel of the Commission shall not be responsible to or subject to the
supervision or direction of any officer, employee, or agent of any other part of
the Department.1

The Panel reviewed the possibility of placing the Board in GAO or making the
Board an advisory committee within a government agency. These options are not
recommended because they would not allow the Board to issue binding
regulations, a characteristic which the Panel has determined necessary. If the
CAS Board were to become an advisory committee, subject to the provisions of
FACA (unless exempted), in order for the Board’s rules and standards to become
legally binding, they would have to be adopted by an individual or organization
authorized to issue binding regulations (such as the OMB Director or the FAR
Secretariat), and such other organizations would have the option of not accepting
the recommendations of an advisory board. The necessity of approval by another
agency would also inhibit the Board’s independence. Moreover, additional
concerns would be raised if the CAS Board were to reside within GAO as an
independent agency because of GAO’s placement within the legislative branch.'”

15Appendix XV provides summary information on a number of boards and commissions reviewed by the Panel.

106The presidentially appointed FERC Commissioners are all considered principal officers, in part because FERC’s authorizing
legislation does not subordinate FERC to the Department of Energy.

10742 U.S.C. 7171(0).
10842 US.C. 7171(d).

1095ee Bowsher v. Synar, 478 U.S. 714 (1986) (GAO’s role under the Gramm-Rudman-Hollings Act held to be an executive function, and
given GAQ’s placement in the legislative branch, GAO’s role under the Act held to violate the doctrine of separation of powers).




RECOMMENDED CHANGES
Recommended CAS Board Locations and Structure

To ensure the CAS Board’s independence and to address the questions raised
regarding its rulemaking authority, changes need to be made to the CAS Board’s
enabling statute. For the reasons addressed above, the Panel recommends that
the CAS Board be removed from OFPP and OMB, and be established as an
independent agency (either within or independent of another executive branch
agency), operating with autonomy.

The Board’s placement must take into consideration its independence and ability
to continue to effectively regulate the standards. Maintaining the Board as a
separate entity independent of any other government agency is key. If the CAS
Board were placed in a host agency, FERC’s enabling legislation would provide a
model to follow to ensure that any agency providing administrative support
would not control or influence the CAS Board’s process or its members and staff,
and to ensure that the regulations issued by the Board would be binding and not
subject to constitutional challenge. The CAS Board should employ its own
permanent staff, who should not be subject to the direction of any other agency,
and should receive a separate appropriation for its operations. Any of the three
alternatives discussed below can, in the Panel’s view, achieve these goals.

GSA: The first option would place the CAS Board within GSA as an independent
agency with separately appropriated funding. As such, the Board would receive
administrative support from GSA, including payroll, personnel, legal, and
accounting functions, and, with an appropriate structure as discussed above,
would not be subject to the control of the host agency. GSA currently provides
government-wide support, including administrative support, to various
committees, boards, and advisory committees.

DOD: The second option would place the CAS Board within DOD as an
independent agency with separately appropriated funding. As with the GSA
option, the advantages of this option would be that it would maximize Board
independence while maintaining a relationship to the host agency (DOD). In
addition, it would place the Board in the agency with the majority of all CAS-
covered contracts. Placement of the CAS Board in DOD would have some
drawbacks, however, including the possible perception that the agency with the
most at stake in the CAS could unduly influence the promulgation of the CAS for
procurement policy reasons. In this regard, as discussed in chapter 1, DOD
absorbed some of the CAS Board functions between 1980-88, and during that
time a number of conflicts over the standards emerged. On the other hand, the
Panel notes that the ASBCA, which is in DOD, operates with independence.




Independent Agency: This option would structure the Board as a totally
independent agency. Given the Board’s relatively small size, and to minimize
costs, support could be provided under a memorandum of understanding with
another agency (such as GSA). The advantages of this model include total
independence in appearance and in reality, whereas disadvantages include
potentially higher costs to the government due to the location of the CAS Board
outside of a host agency.

Recommended Board Membership

The Panel believes that the current qualification criterion for membership should
be retained for the Board members—that is, all members “shall have experience in
government contract cost accounting.” In addition, the Panel believes that the
Chair should be a government officer of high standing appointed by the President.
Other members should include a representative of DOD, which continues to be
responsible for the majority of CAS-covered contracts, and a representative of a
civilian agency. Consistent with the present make-up, there should also be an
industry representative on the CAS Board as well as a member of the accounting
profession (not a government employee) particularly knowledgeable about cost
accounting problems and systems. Moreover, given the Comptroller General’s
independence and particular interest in the CAS, the Panel believes that there is
value in adding the Comptroller General as an ex officio, non-voting member of
the CAS Board. To address the constitutional concerns regarding the Board’s
structure, and because the Panel believes that the CAS Board should be
established in a manner that allows a majority of the Board to promulgate binding
regulations, the Panel also recommends that all members be the subject of
Presidential appointment.!1°

Recommended Board Staffing

The CAS Board and its Chair should employ permanent staff who would not be
subject to the direction of any other agency. Alternatively, the Chair could be a
full-time employee of the CAS Board, and take on the functions currently
performed by the Executive Secretary and hire and supervise the other Board
staff The Panel also believes that the Board’s staff would be enhanced by
including individuals with different skill mixes (e.g., individuals with industry or
contract pricing experience). The staff could be augmented when necessary by the
use of detailees from other government agencies. The Board members should also
be permitted their own staff, subject to appropriate safeguards concerning
conflicts of interest. In addition, the Board should employ advisory committees
and task forces to ensure that all necessary and relevant facts and opinions are

110 Another possible solution would be for the President to appoint only the Chair of the CAS Beard to a non-subordinate position to ensure
principal officer status, and for the other members to be appointed as they are presently. However, if the Chair were the only principal officer
on the Board and were to be outvoted by the other Board members, under the analysis of the Public Contracts Section of the ABA, any
resulting rule may be susceptible to challenge on the basis that it was not issued by a principal officer of the United States—unless the Chair

could be required to carry out the will of the majority of the Board in issuing rules.




fairly and reasonably considered in promulgating or amending standards or other
CAS requirements. Moreover, there should be a mechanism that is not subject to
the control of another agency for reviewing and approving conflict of interest
waivers for individuals employed by the Board—for example, a requirement for
financial disclosure or a process for waiving possible conflicts of interest by the
Chair of the CAS Board.
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THE CAS BOARD REVIEW PANEL
LIST OF PANEL MEMBERS

" Co-Chairs

Dr. Jacques S. Gansler, Under Secretary of Defense for Acquisition and Technology.
Dr. Gansler graduated from Yale University (BE), Northwestern University
(MSIEE), New School for Social Research (MA/Political Economy) and American
University (Ph.D./Economics). He is the author of several books on the defense
industry as well as numerous journal papers, articles, and congressional testimony.

Mr. Nelson F. Gibbs, Vice President and Controller, Northrop Grumman
Corporation. Mr. Gibbs received a BCE from Clarkson University and an MS in
industrial management from Purdue. He is a certified public accountant and a
member of the California Society of Certified Public Accountants and the
Financial Executives Institute.

Mr. James F. Hinchman, Principal Assistant Comptroller General, U. S. General
Accounting Office. Mr. Hinchman received his AB degree from Harvard College and
his JD degree from Harvard Law School. Prior to joining GAO, Mr. Hinchman
worked for 15 years in the executive branch in positions of increasing responsibility.

Panel Members

Mr. Larry L. Grow, Corporate Vice President and Director of Finance, Motorola
Systems Solutions Group. Mr. Grow is a graduate of Arizona State University
(Accounting) and holds an MBA from the University of Chicago.

Mr. Jack M. Hughes. Mr. Hughes has a degree in Economics and Business from
Frostburg State University and completed graduate studies in contract/
procurement law. At BTG, Mr. Hughes provided financial management and
strategic direction and was responsible for contracting and pricing strategies.

Major General Timothy P. Malishenko, USAF, Commander, Defense Contract
Management Command, Defense Logistics Agency (DLA). General Malishenko earned
a bachelor’s degree in business administration from Ohio State University, a master’s in
business from Michigan State University, and a master’s in systems management from
the University of Southern California. At DLA, General Malishenko oversees the
agency’s procurement operations and worldwide contract administration.

Dr. Louis I. Rosen, National Director for Government Contract Services, Ernst &
Young LLP. Mr. Rosen earned a BS in Accounting, an MBA in Management, and a
DBA in Accounting at the University of Maryland. In addition, he received a JD
from that university’s School of Law. He is a CPA and a member of the Bar of the
State of Maryland. At Ernst & Young, Dr. Rosen interprets, evaluates, and applies




government regulations to specific contract institutions, including claims
preparation and resolution of disputes.

Mr. Michael J. Thibault, Deputy Director, Defense Contract Audit Agency. Mr.
Thibault has a BA in Accounting from Southern Oregon State College and a Master’s
Degree in Management and Supervision from Central Michigan University Heisa
CPA and an active speaker and panel member of various professional organizations.

Rear Admiral Leonard Vincent, USN, Commandant, Defense Systems
Management College. Admiral Vincent is a graduate of Southeastern State
Teachers College in Oklahoma and received an MBA from the George Washington
University. He is the former Commander of the Defense Contract Administration
Services Region and the Defense Contract Management Command International.

Ms. Karen L. Wilson, Vice President, Government Finance and Process
Excellence, AlliedSignal, Inc. Ms. Wilson earned a BS in Philosophy from College
of William and Mary and a JD in Corporate Law from the American University.
In addition, she received a LLM in Government Contracts from George
Washington University. Ms. Wilson has responsibility for acquisition reform,
government financial management, and business practices. She leads several
joint government/Allied Signal teams to streamline government oversight in
various government accounting, contracting, and procurement areas.
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POTENTIAL BENEFITS OF THE CAS AS
IDENTIFIED BY THE COMPTROLLER GENERAL IN 1970

1.

10.

Uniform standards supply the guidance, support, and coordination
required to better understand cost estimates and subsequent reports of
actual costs.

Standards facilitate the preparation and reporting of cost information by
contractors and its audit and evaluation by the government.

Standards provide guidance in helping to ensure that items of costs on a
given contract are reported on a consistent basis and are comparable with
costs originally proposed or projected.

Standards provide guidance in helping to ensure that items of cost on a
given contract are reported on a consistent basis with costs in claims for
change orders, reimbursement, price redeterminations, and terminations.

Standards require that the basis upon which forecasts of costs are
predicated be disclosed.

Standards for use in government procurement operations improve
communications between the government, Congress, industry and the
general public.

Standards serve to identify for contractors, the type of authoritative
support for costs incurred that would be required to be accumulated by
them for all contract administration purposes, including audit. -

Standards establish criteria for the use of alte.rnative methods of cost
accounting or narrow the use of alternatives where criteria for their use
cannot be established. '

Standards, together with disclosure by the contractor of its cost acc()unting
practices, promote a common understanding as to the methods of cost
determination to be used consistently under the specific circumstances
and thereby minimize subsequent controversy in the administration and
settlement of the contract.

Standards provide underlying criteria for determining when certain
overhead cost allocation methods are appropriate and when they are not.

MReport on the Feasibility of Applying Uniform Cost-Accounting Standards to Negotiated Defense Contracts, January 1970.




11.

12.

13.

Standards eliminate, to a considerable extent, differences within the
government as to interpretations of acceptable cost accounting
practices.

Standards increase uniformity between contractors, which provides
increased comparability between bidders on the same contract.

Standards increase consistency, thereby providing comparability
between estimated and accumulated costs and safeguards against
windfall or increased profits due to changes in cost accounting

practices.
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THE CAS

The Standards are divided into three categories. Those dealing with (1) overall
cost accounting matters, (2) classes, categories, or elements of cost, and (3) pools of
indirect costs.

Overall cost accounting matters:

CAS 401 - Consistency in Estimating, Accumulating, and Reporting Costs.
Requires that costs estimated in proposals be developed consistently with the

practices used by the contractor in accumulating and reporting costs.

CAS 402 - Consistency in Allocating Costs Incurred for Same Purpose. Requires
that each type of cost be allocated only once and on one basis to any contract.

CAS 405 - Accounting for Unallowable Costs. Requires the identification of
specific costs at the time such costs are determined to be unallowable.

CAS 406 - Cost Accounting Period. Contract costing will be on the basis of the
same fiscal periods for which annual financial statements are prepared.

Classes, categories, or elements of cost:

CAS 404 - Capitalization of Tangible Assets. Establishes the beginning point for
fixed assets accounting.

CAS 407 - Use of Standard Costs for Direct Material and Direct Labor. Provides
guidance for establishment of direct labor and direct material in standard cost systems.

CAS 408 - Accounting for Costs of Compensated Personal Absence. Provides for
the assignment of costs to the proper cost accounting period.

CAS 409 - Depreciation of Tangible Capital Assets. Provides for consistent use of
current methods of depreciation and for reasonable estimates of asset service lives.

CAS 411 - Accounting for Acquisition Costs of Material. Provides criteria for
allocation of cost of a category of material directly to a cost objective and for the

use of inventory costing methods.

CAS 412 - Composition and Measurement of Pension Cost. Guidance for
determining and measuring the components of pension costs and establishing

which costs are to be assigned to a cost accounting period.




CAS 413 - Adjustment and Allocation of Pension Cost. Provides guidance for
assignment of pension costs to the cost accounting period and criteria for
allocation among the segments of the organization.

CAS 414 - Cost of Money as an Element of the Cost of Facilities Capital.

Provides technique for measuring and allocating to contracts costs based on
investment in facilities capital.

CAS 415 - Accounting for the Cost of Deferred Compensation. Guidance for the

measurement of the cost of deferred compensation and for the assignment of such
cost to cost accounting periods.

CAS 416 - Accounting for Insurance Costs. Provides criteria for distinguishing
between deposits and earned premiums.

CAS 417 - Cost of Money as an Element of the Cost of Capital Assets Under
Construction. Extension of CAS 414, provides that imputed cost of money be
included in the cost of capital assets.

Pools of Indirect Costs:

CAS 403 - Allocation of Home Office Expenses to Segments. Establishes criteria

for allocation of home office expenses directly to the segments of the organization
to the maximum extent practical.

CAS 410 - Allocation of Business Unit General and Administrative Expenses to

Final Cost Objectives. Provides criteria for the allocation of business unit general
and administrative expenses to contracts and other work.

CAS 418 - Allocation of Direct and Indirect Costs. Requires that costs be
consistently classified as direct or indirect and provides criteria for accumulating
indirect costs into homogeneous indirect cost pools.

CAS 420 - Accounting for Independent Research and Development Costs (IR&D)

and Bid and Proposal (B&P) Costs. Provides criteria for the accumulation and
allocation of IR&D and B&P costs among defense contractor segments.




Appendix IV

THE CAS EXEMPTIONS

The following categories of contracts and subcontracts are exempt from all the
CAS requirements:

1.

2.

10.

Sealed bid contracts.

Negotiated contracts and subcontracts not in excess of $500,000.
Contracts and subcontracts with small businesses.

Contracts and subcontracts with foreign governments or their agents.
Contracts and subcontracts in which the price is set by law or regulation.
Firm fixed-price and fixed-price with economic price adjustment (provided

that price adjustment is not based on actual costs incurred) contracts and
subcontracts for the acquisition of commercial items.

~Contracts and subcontracts awarded to a United Kingdom contractor for

performance substantially in the United Kingdom, provided that the
contractor has filed with the United Kingdom Ministry of Defense a
completed Disclosure Statement that adequately describes the contractor’s
cost accounting practices.

Subcontracts under the NATO PHM Ship program to be performed outside
the United States by a foreign concern.

Contracts and subcontracts to be executed and performed entirely outside the
United States, its territories, and possessions.

Firm-fixed-price contracts and subcontracts awarded without submission of
any cost data.




THE CAS APPLICABILITY AND COVERAGE DIAGRAM?

CAS Exemption - 48 CFR 9903.201-1
, -
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N:Defense Contract Audit Manual, January 1999.
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Sample Disclosure Statement Form

COST ACCOUNTING STANDARDS BOARD
DISCLOSURE STATEMENT INDEX
REQUIRED BY PUBLIC LAW 100-679
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COST ACCOUNTING STANDARDS BOARD
DISCLOSURE STATEMENT GENERAL INSTRUCTIONS
REQUIRED BY PUBLIC LAW 100-679

1. . This Disclosure Statement has been designed to meet the requirements of Public Law 100-
679, and persons completing it are to describe the contractor and its contract cost accounting practices.
For complete regulations, instructions and timing requirements concerning submission of the Disclosure
Statement, refer to Section 9903.202 of Chapter 99 Of Title 48 CFR (48 CFR 9903.202).

2. Part 1 of the Statement provides general information concerning each reporting unmit (e.g.,
segment, Corporate or other intermediate level home office, or a business unit). Parts II through VII
pertain to the types of costs generally incurred by the segment or business unit directly performing
Federal contracts or similar cost objectives. Part VIII pertains to the types of costs that are generally
incurred by a Home office and are allocated to one or more segments performing Federal contracts. For a
definition of the term “home office”, see 48 CFR 9904.403.

3. Each segment or husiness unit required to disclose its cost accounting practices should
complete the Cover Sheet, the Certification, and Parts 1 through VII.

4. Each home office required to disclose its cost accounting practices for measuring,
assigning and allocating its costs to segments performing Federal contracts or similar cost objectives
shall complete the Cover Sheet, the Certification, Part I and Part VIII of the Disclosure Statement.
Where a home office either establishes practices or procedures for the types of costs covered by Parts V,
VI and VILor incurs and then allocates these types of cost to its segments, the home office may complete
Parts V, VI and VII to be included in the Disclosure Statement submitted by its segments. While a home
office may have more than one segment submitting Disclosure Statements, only one Statement needs to
be submitted to cover the home office operations.

5. The Statement must be signed by an authorized signatory of the reporting unit.

6. The Disclosure Statement should be answered by marking the appropriate line or inserting
the applicable letter code which describes the segment's (reporting unit's) cost accounting practices.

7. A number of questions in this Statement may need narrative answers requiring more space
than is provided. In such Instances, the reporting unit should use the attached continuation sheet
provided. The continuation sheet may be reproduced locally as needed. The number of the question
involved should be indicated and the same coding required to answer the questions in the Statement
should be used in presenting the answer on the continuation sheet. Continuation sheets should be
inserted at the end of the pertinent Part of the Statement. On each continuation sheet, the reporting unit
should enter the next sequential page number for that Part and, on the last continuation sheet used, the
words "End of Part" should be inserted after the last entry.

8. Where the cost accounting practice being disclosed is clearly set forth in the contractor's
existing written accounting policies and procedures, such documents may be cited on a continuation
sheet and incorporated by reference at the option of the contractor. In such cases, the contractor should
provide the date of issuance and effective date for each accounting pelicy and/or procedures document
cited. Alternatively, copies of the relevant parts of such documents may be attached as appendices to the
pertinent Disclosure Statement Part. Such continuation sheets and appendices should be labeled and
cross-referenced with the applicable Disclosure Statement number and follow the page number specified
in paragraph 7. Any supplementary comments needed to adequately describe the cost accounting practice

being disclosed should also be provided.

9. Disclosure Statements must be amended when cost accounting practices are changed to
comply with a new CAS or when practices are changed with or without knowledge of the Government

(Also see 48 CFR 9903.202-3).




COST ACCOUNTING STANDARDS BOARD
DISCLOSURE STATEMENT GENERAL INSTRUCTIONS
REQUIRED BY PUBLIC LAW 100-679

10. Amendments shall be submitted to the same offices to which submission would have been
made were an original Disclosure Statement filed.

11, Each amendment, or set of amendments should be accompanied by an amended cover sheet
(indicating revision number and effective date of the change) and a signed certification. For all
resubmissions, on each page, insert "Revision Number ____" and "Effective Date " in the Item

Description block; and, insert a revision mark (e.g., "R') in the right hand margin of any line that is
revised. Completely resubmitted Disclosure Statements must be accompanied by similar notations
identifying the items which have been changed.

12. Use of this Disclosure Statement, amended February 1996, shall be phased in as follows:

A. New Contractors. This form shall be used by mew contractors when they are injtially
required to disclose thelr cost accounting practices pursuant to 9903.202-1.

B. Existing Contractors. If a contracter has disclosed its cost accounting practices on a
prior edition of the Disclosure Statement (CASB DS-1), snch disclosure shall remain In
effect untll the contractor amends or revises a significant portion of the Disclosure
Statement In accordance with CAS 9903.202-3. Minor amendments to an existing DS-1
may contlnue to be made using the prior form. However, when a substantive change is
made, a complete Disclosure Statement must be filed using this form. In any event, all
contractors and subcontractors must submit a new Disclosure Statement (this version of
the CASB DS-1) not later than the beginning of the contractor's next full fiscal year after
December 31, 1998.

ATTACHMENT - Blank Continuation Sheet

=




CONTINUATION SHEET
COST ACCOUNTING STANDARDS BOARD
DISCLOSURE STATEMENT NAM! RTIN g
REQUIRED BY PUBUC LAW 100-679 E OF REPO G UN

item
No. tem description




COST ACCOUNTING STANDARDS BOARD

DISCLOSURE STATEMENT COVER SHEET AND CERTIFICATION
REQUIRED BY PUBLIC LAW 100-679

0.1

0.2

0.3

0.4

0.5

Company gr Reporting Unit.
Name
Streat Address
City, State, & Zip Code
Division or Subsidiary of (if applicable)

Repgrting Unit: (Mark one.)

A. Business Unit comprising an entire business organization which is not divided
into segments.

B. Corporate Home Office

Intermediate Level Home Office

Segment or business unit reporting directly to a home office.

-

en

jcial onta rnir
Name and Title

Phone number (including area code and extension)

Statement Type ond Effective Date:

A. {Mark type of submission. If a revision, enter number)
(a) Original Statement
{b} Revised Statemant; Revision No.

B. Effective Date of this Statement/Revision:

Statement Submitted To (Provide office name, location and telephone number, include area code and
extension):

{a} Cognizant Federa! Agency:
(b Cognizant Federal Auditor:

CERTIFICATION

| certify that to the best of my knowledge and belief this Statement, as amended in the case of a
revision, is the complete and accurate disclosure as of the above date by the above-named
organization of its cost accounting practices, as required by the Disclosure Regulation (48 CFR
9903.202) of the Cost Accounting Standards Board under P.L. 100-678.

{Name)

(Title)

THE PENALTY FOR MAKING A FALSE STATEMENT IN THIS DISCLOSURE 1S PRESCRIBED IN 18 U.S.C. § 1001




COST ACCOUNTING STANDARDS BOARD PART | - GENERAL INFORMATION

DISCLOSURE STATEMENT

REQUIRED BY PUBLIC LAW 100-679 NAME OF REPORTING UNIT
ftem
No. Item description
IIn:
Sales data for this part should cover the most recently completed fiscal year of the reporting
unit. "Govemment CAS C d Sales™ includes sales under both prime contracts and
subcontracts. "Annual CAS Covered Sales™ includes intracorporate transactions.
1.1.0 | Yype of Business Entity of Which the Reporting Unit is a Part. (Mark one.)
A. Corporation
B. Partnership
C. Proprietorship
D. Not-for-profit organization
E. Joint Venturs
F. Federally Funded Research and Developmaent Center (FFRDC)
Y. Other (Specify)
1.2.0 | Predominant Type of Government Sales. (Mark one.} 1/
A. Manufacturing
B. Research and Development
C. Construction
D. Services
Y. Other (Specify)
1.3.0 | Annual CAS Covered Govermnm Per f Total Sal overnment and Comme:
{Mark one. An estimate is permitted for this section.) 1/
A. Less than 10%
B. 10%-50%
c. ___ 51%-80%
D. 81% - 95%
E. Over 95%
1.4.0 jon of Your Cost Accounti m for Govemment C: ' {Mark the
appropriate linels) and if more than one is marked, explain on a continuation sheet.) 1/
A. Standard costs - Job order
B. Standard costs - Process
C. Actual costs - Job order
D. Actual costs - Process
Y. Other(s) 2/

1/ Do not complete when Part | is fled in conjunction with Part VIIl.
2/ Describe on a Continuation Sheet.




COST ACCOUNTING STANDARDS BOARD PART | - GENERAL INFORMATION
DISCLOSURE STATEMENT
REQUIRED BY PUBLIC LAW 100-679 NAME OF REPORTING UNIT
Hem

No.

1.5.0
Unmnmﬁmuﬁmmmmmofcomdnmedtohdud that are supported by
memorandum records snd identify the mathod used to e with the enity’s financial accounting
records.

1.6.0 | Unallowable Costs. Costs that are not reimbursable as allowabls costs under the terms and
conditions of Federal swards are identified as follows: (Markdﬂm-pplymdifmonﬂmm'-
marked, describe on a continustion sheet the major cost groupings, organizaions, or other criteria for
using each marked technique.)

1.6.1 | lncurred costs.

A. Spacifically identified and recorded saparately in the formal financial
accounting records.
B. Identified in sep ly maintained sting wds or workp
C. Identifiable through use of lass formal accounting techniques that parmit audit
varificstion.
D. Dsterminable by other means. 1/
1.6.2 | Estimsted costs
A. By designation and description (in backup data, workpapers, etc) which have
specifically besn identified and recognized in making estimates.
B. By description of any other estimating technique smployed to provide
appropriate recognition of any unallowsble amourts pertinent to the estimates.
C. Other. 1/
1.7.0 | Fiscal Year: {Specify twelve month period used for financial accounting and

1749

reporting purposes, e.g.. 1/1 to 12/31.)

Cost Accounting Period: {Specify period. H the cost accounting period used for
the accumulation and reporting of costs under Federal contracts is other than ths fiscal year identified
in }tem 1.7.0, explain circumstances on a continuation sheet.)

1/ Describe on a Continuation Sheet.




COST ACCOUNTING STANDARDS BOARD PART Il - DIRECT COSTS

DISCLOSURE STATEMENT
REQUIRED BY PUBLIC LAW 100-679 NAME OF REPORTING UNIT

item
No.

Item description

2.20
2.2

222

Part U instructiony

This part cavers the three major categories of direct costs, I.e., Direct Material, Direct Labor,
and Other Direct Costs.

1t is not the intent hers to spell out or define the three elements of dirsct costs. Rather, each
contractor should disclose practices based on its own definitions of what costs are, or will be,
charged directly to Federal contracts or similar cost objectives as Direct Material, Direct Labor, or
Other Direct Costs. For example, a contractor may charge or clsssify purchased labor of a direct
nature as "Direct Material” for purposes of pricing proposals, requests for progress payments, clsims
for cost reimburssment, etc.; some other contractor may cisssify the same cost as “Direct Labor,”
and still ancther s "Other Direct Costs.” In thess circumstances, it is sxpected that esch contractor
wil disclose practices consistent with its own classifications of Direct Material, Direct Labor, and
Other Diract Costs.

Descrintion of Direct Material, Direct material ss used here is not limitsd to those items of materisl
actually incorporated into the end product; they also include material, consumable supplies, and other
costs when charged to Federal contracts or simllar cost objectives as Direct Matarial. (Describe on 8
continuation shest the principal clssses or types of metsrial and services which are charged ss direct
material; group the material and servics costs by those which sre incorporated in an end product and
those which are not.)

%

") : {Mark the sppropriate Iinsis) snd ¥ more then
one Is marked, sxplain on a continuation shest.)

A Stendard costs [Describe the type of stendsrds used.) 1/
B. Actusl Costs

Y. Otherls) 1/

Z. Not applicable

t: (Mark the appropriats line(s} and if

NILOTY SAtetald

r ‘L.t (St} .. *haaby l® 1 e
mare then one is marked, explain on 8 continuation sheest.)

A. Standard costs 1/
B. Averags Costs 1/
C. Flrst In, first out
D. Last in, first out
Y. Other{s) 1/

Z. Not spplicable

1/ Describe on a Continuation Sheet.




COST ACCOUNTING STANDARDS BOARD PART Il - DIRECT COSTS

DISCLOSURE STATEMENT
REQUIRED BY PUBLIC LAW 100-679 NAME OF REPORTING UNIT

ftem
No. Item description
2.3.0 | Timing of Charging Direct Material. {Mark the sppropriste line(s) to indicate the point in time at which
direct material are charged to Federal contracts or similar cost objectives, and # more than one line is
marked, expiain on a continuation sheet.)
A. When orders are placed
B. When both the material and invoice are received
C. When material is issued or released to a process, batch. or similar intermediate
cost objective
D. When material is issued or released to a final cost objective
E. When involces are paid
Y. Otheris) 1/
Z. Not applicable
240 | Vasi m osts for Di Material. (Do not complete this item unless you uss &
standard cost method, i.e., you have marked Line A of item 2.2.4, or 2.2.2. Mark the appropriste
Tinels) in Items 2.4.1. 2.4.2, and 2.4.4, and if more than one line is marked, explain on a continuation
sheet.)
2.4.1 | Type of Varonce.
A. Price
B. Usage
C. Combined (A and B)
Y. Other(s) 1/
24.2 | Level of Production Unit used to Accumulste Variance. Indicate which level of production unit s used
as a basis for accumulating material variances.
A. Plant-wide Basis
B. By Department
C. By Product or Product Line
Y. Other(s) 1/
2.4.3 | Method of Disposing of Variance. Describs on a continuation shest the basis for, and the frequancy
of, the disposition of the variance.
244 | Revisions. Standard costs for direct materials are revised:

A. Semiannually

B. Annually

C. Revised as needed, but at least once annually
Y. Otherls) 1/

1/ Describe on a Continuation Shest.




COST ACCOUNTING STANDARDS BOARD PART Il - DIRECT COSTS

DISCLOSURE STATEMENT

REQUIRED BY PUBLIC LAW 100-679 NAME OF REPORTING UNIT
Item
No. ftem description
250 | M f ing Dk r: (Mark the appropriate line(s) for each Direct Labor Category to
show how such labor is charged to Federal contracts or similar cost objectives, and if more than one
fine is marked, explain on a continuation sheet. Also describe on a continuation sheat the principal
classes of labor rates that are, or will be applied to Manufacturing Labor, Engineering Labor, and
Other Direct Labor, in order to develop direct labor costs.
—— DiectlsborCategory
Manufaching Engineering Other Direct
A. Individual/actual rates .
B. Average rates — uncompensated
overtime hours included in
computation 1/
C. Average rates ~ uncompensated
overtime hours excluded from
computation
D. Standard costs/rates 1/
Y. Otherls) 1/
Z. Labor category is not applicable
2.6.0 | Varances from Standard Costs for Direct Labor, (Do not complete this item unless you use a
standard costs/rate mathod, l.e., you have marked Line D of Item 2.5.0 for any diract labor catsgory.
Mark the appropriate line(s) in each column of ltems 2.6.1, 2.6.2, and 2.6.4. H more than one is
marked, expiain on a continuation sheet.)
2.6.1 | Type of Variance.
Diract Labor Category
Manutscturing Engineering Qther Direct
A. Rate
B. Efficiency
C. Combined (A and B)
Y. Otherls) 1/
Z. Labor category is — _
not applicable

3/ Describe on a Continuation Sheet.




COST ACCOUNTING STANDARDS BOARD PART I - DIRECT COSTS
DISCLOSURE STATEMENT
REQUIRED BY PUBLIC LAW 100-679 NAME OF REPORTING UNIT
Item

No. Item description

2.6.2 n late Vari indicate which level of production unit is used
as a basis for accumulating tha labor variances.

e DirectilghorCymgory
Manufpcting Engineedias Other Direct
A. Plant-wide basis
B. By department
C. By product or product line
Y. Otherls) 1/ . —_—
Z. Labor category is not applicable

2.6.3 | Mathod of Disposing of Varlance, Describe on a continuation shest the basls for, and the frequency
of, the disposition of the variancs.

2.6.4 | Revisions. Standard costs for direct labor are revised:

A. Ssmiannually

B. Annuslly

C. Revissd ss nesded, but at least once annually
Y. Otherls) 1/

2.7.0 anmmm Worummmammwmw
contracts or other final cost objectives. Describa on 8 continustion shest ths principsl classes of
othar costs that are always charged directly, that s, identified spacifically with finaf cost objectives,
¢.g.. frings bensfits, travel costs, services, subcontracts. otc.

2.7.1 | When Employee Tuﬁl Expsnses for lodging and subsistence are charged direct to Federal contracts
or similar cost objectives the charge ls based on:

A. Actusl Costs
B. Par Diem Ratas
C. Lodging at actusl costs and subsistence st per diem
Y. Other Mathod 1/
Z. Nat Applicable
2.8.0 When Federal contracts or similar cost objectives are credited for the

Cradits to Contract Costs,

{ollowing circumstances, sre ths rates of dirsct labor, direct materiale, other direct costs and
applicable Indirect costs always the same se thosa for the original charges? (Mark one line for each
circumstance, and for sach "No™ answer, sxplsin on » continustion shest how the cradit differs from

the original chargs.)
Croumetance A Xae | .1 Z. Net Acoliosble
{a) Transfers to other jobs/contracts — —— —_—
(b} Unused or excess matsrials remaining —_— - -
upon completion of contract

1/ Describe on a Continuation Sheet.




COST ACCOUNTING STANDARDS BOARD PART lll - DIRECT VS. INDIRECT COSTS

DISCLOSURE STATEMENT
REQUIRED BY PUBLIC LAW 100-679 NAME OF REPORTING UNIT

ftem
No.

Item description

3.2.0

3.2.1

riteria for D ining How 8 r Simi fectives.
Describe on a continuation sheet your criteria for determining when costs incurred for the same
purpose, in like circumstances, are treated either as direct costs only or as indirect costs only with

respect to final cost objectives.

Treatment of Costs of Specified Functions, Elements of Cost, or Transactions. (For each of the
functions, elements of cost or transactions fisted in Hems 3.2.1, 3.2.2, and 3.2.3, enter one of the
Codes A through F. or Y, to indicate how the item is treated. Enter Code Z in those lines that are not
applicable to you. Also, specify the name(s) of the indirect pool(s) (as listed in 4.1.0, 4.2.0 and
4.3.0} for each function, element of cost, or transaction coded E or F. If Code E, Sometimes
direct/Sometimes indirect, is used, explain on a continuation sheet the circumstances under which
both direct and indirect allocations are made.)

Ti nt

A. Direct material E. Somestimes direct/Sometimes indirect
B. Direct labor F. Indirect only

C. Direct material and labor Y. Otheris} 1/

D. Other direct costs Z. Not applicable

Functions, Elements of Cost,
- or Transactions Related to Trestment
Direct Materi Code N t Pool

{al  Cash Discounts on Purchases _

(b)  Freightin _

H

{c) Income from Sale of Scrap _
(d) Income from Sale of Salvage

(e) Incoming Material Inspection
{receiving)

) inventory adjustment
{9} Purchasing
th) Trade Discounts, Refunds,

Rebates, and Allowances
on Purchases

1/ Describe on a Continuation Sheet.




COST ACCOUNTING STANDARDS BOARD
DISCLOSURE STATEMENT

PART Hi - BIRECT V8. INDIRECT COSTS

REQUIRED BY PUBLIC LAW 100-679 NAME OF REPORTING UNIT
Item
No. Hem description
3.2.2 | Functions, Bements of Cost.
gr Transactions Related to Trestment
Direct Labor —Sade Mame of Poolls)
{a) incentive Compensstion _—
(b} Holiday Differential (Priemium Pay) -
fe Vacation Pey — »
(d} Overtime Premium Pay —
(e} Shift Premium Pay -
n Pension Costs _
(f)} Post Retirement Benefits Other —
Than Pensions
M) Health insursnce .
@ Life insurance o
o Other Deferred Compensation 1/ —_— —
)  Traning ' . o |
1] Sick Leave o '.

1/ Describe on 8 Continustion Sheet.




COST ACCOUNTING STANDARDS BOARD PART Hl - DIRECT VS. INDIRECT COSTS

DISCLOSURE STATEMENT
REQUIRED BY PUBLIC LAW 100-679 NAME OF REPORTING UNIT
ftem
No. Item description
3.2.3 | Fuactions, Elements of Cost. Treatment
¢ Tr. iong - M _Code Name of Pool(s)

(s) Design Engineering (in-house) -
) Drafting (in-house) N
{c) Computer Operstions (in-house) S
d) Contract Administration e
{e} Subcontract Administration Costs —_
[} Freight Qut (finished product) .
(@) Line (or production) Inspection _
(h) Packaging and Preservation R
(11} Preproduction Costs and Start-up Costs i
[ Departmental Supervision _—
(k) Professional Services (consultant fees) _

[11] Purchased Labor of Direct Nature
{on premises)

{m) Purchased Labor of Direct Nature
{off premises)

n) Rearrangement Costs —
(o) Rework Costs .
{p) Royalties L
(@) Scrap Work L
) Special Test Equipment S
{s) Special Tooling —
{t) Wairanty Costs _
() Rental Costs _
tv) Travel and Subsistence -
{w) Employee Severance Pay .
{x) Security Guards _




COST ACCOUNTING STANDARDS BOARD PART IV - INDIRECT COSTS
DISCLOSURE STATEMENT
REQUIRED BY PUBLIC LAW 100-679 NAME OF REPORTING UNIT
Hem
No. ftem description
Bary IV Instructions
Fumowpuaofﬂismmmhnobmdwd-dmﬁu catogories: {i) manufacturing,

- and able indirect costs, (i) o i and istrative (G&A) exp and (i) ice center
mdnxpms-poolm as defined in ftam £.3.0. The term “overhead,” as used in this part, refers only to the
first category of indirect costs.

The following Alocation Base Codes are provided for use in connaction with kems 4.1.0, 4.2.0 and

4.3.0.

A Sales H. Divect {abor doliars

B. Cost of salas L Disect labor hours

C. Tatal Cost input (direct material, J. Machine hours
dicact labor, other direct costs K. Usage
and applicable overhead) L. Unit of production

D. Valus-added cost input (total cost M. Direct material cost
input less diract material and N. Total payroll dollars {direct
subcontract costs) and indirect smployses)

E. Total cost incurrad {totsl cost 0. Headcount or number of employses
input plus G&A exponses) {direct and Indirect smployses)

F. Prime cost {direct material, direct P. Square fest
labor and other diwect cost} Y. Other(s), or mors than one basis

G. Processing or conversion cost {Describe on a continuation sheet.}
{direct Isbor and applicable Z. Pool not applicahls
overhead)

410 List all the overhead pools, l.e., pools of indirect costs, other than gensral and administrative

(GRA) expenses, that ars allocated to final cost objectives without any intermadiats allocations. A ssgment or
buslnmunltmayhcvcmlylllndopoolmpmdofmnvmmudumadvdykmutho
several pools such as st rhoad, material handling overhead, etc. For each
pool Ested indicate the baomdfudocmmmwmeudmmumm
objectives. Also, for each of tha pools indicste (a) the major functions, activitios, and elaments of cost included,
and [b) the make up of the allocation base. Uss a continuation sheat if additional spacs Is required.

ABocstion
Bass Code

(a) Mdorﬁncﬁuu.uuvlﬁumd
of cost included

) Description/Make up of the
allocation bese:




COST ACCOUNTING STANDARDS BOARD PART IV - INDIRECT COSTS

DISCLOSURE STATEMENT
REQUIRED BY PUBLIC LAW 100-679 NAME OF REPORTING UNIT

Item

No. ftem description
4.1.0 | Continued.
Allocation
Base Code
2.
(a) Major functions, activities, and
elements of cost included:
(b) Description/Make up of the
allocation base:
4.2.0 Select among the thres categories of pools bslow

General and Administrative (G&A] Exoense Poollsl,

that describa(s) the manner in which G&A expenses are allocated. For each category of pool(s)
selected indicats the base(s) used for sllocsting such pooled expensss to Federal contracts or simllar
cost objectives. Also, for each category of poolis} selected, indicate (a) the major functions,
activities, and elements of cost included, and (b} the make up of the aflocstion base(s). For exampls,
it direct labor dollars are used, ars fringe bensfits Included? H a total cost input base Is used, Is the
imputed cost of capital included? Use 8 continustion sheet if sdditional spacs Is required.

Allocation
Sinale Pool Containing G&A Excensas Qnly Base Code

(s) Major functions, sctivities, and
slaments of cost included:

{b) Description/Make up of ths allocation base:




COST ACCOUNTING STANDARDS BOARD PART {V - INDIRECT COSTS

DISCLOSURE STATEMENT

REQUIRED BY PUBLIC LAW 100-679 NAME OF REPORTING UNIT
item
No. Item description
4.2.0 | Continued.
Allocation
P inin G&A and Non-G&A Ex Base Code
{a) Major functions, activities, and
elements of cost included:
{b) Description/Make up of the allocation base:
ABocation
Special Allocats Base Cod
1. JU—
(2} Major functions, activities, and
elements of cost included:
(b) Description/Make up of the allocation base:
2.

{a)

{b)

Major functions, activities, and
elements of cost included:

Description/Make up of the allocation base:




COST ACCOUNTING STANDARDS BOARD PART IV - INDIRECT COSTS

DISCLOSURE STATEMENT

REQUIRED BY PUBLIC LAW 100-679 NAME OF REPORTING UNIT
tem
No. Itam description
4.3.0 | Service Conter and Expense Pool Allocation Bases.

Mum“-owummm-mmmwwu
stive services pris ‘fuﬂnMdﬁ.uﬂuwmlmuﬁ.mMnMd
mmmqm“mmdmwmmm.wm.wdmmn

data pr op and ions services. E of axpx poocls are uss
and occupancy pools and frings benafit pools.
Category Code
Generally, costs d by such of pools sre, or can be, ged or al d (i) partially to

wﬂcﬁummnummwmumwmm(m&--m
wuhudpod”ummnmdmmwdﬂmoﬁ.cﬂvu,-dmwm-cm'A'.

and (i) only to several othar indirsct cost pools (such as » pool, engis
poal and G&A axp pool} for sub rasilocation to sevaral final cost objectives, referred to hersin as
Cstegory “B”.
Rzte Code
Some servics conters or expense pools mey use prad ined billing or costing rates to charge or

m-u»m(m.cw.mmm-mmauow-mmmwlmw-m.

unlﬂu:menmn-dmcpﬁ-dm-hwhmlllconvlulndiuu!n
enewyolpod.&mhcm&)mdmmmcnaskmmP,wY.lstPlp____.lo
imtombu-mdlmmwdmgmwnuwmmm.mhcmﬂlm
Code A or B to describs the costh thod used. Also, for each of the centers and pools indicats (s) the major
functions. activities, and elements of cost inckuded, snd (b) the make up of the sllacation bass. Usea

shoet if jonal spece is required.
Aloca-
tion
Csategory Basa Rats
Service Center or Code Code Code
A 2 3

{a) Major functions, activites,
and elements of cost inchaded:

[13] Description/Maks up of the allocation bass:




COST ACCOUNTING STANDARDS BOARD PART IV - INDRECT COSTS

DISCLOSURE STATEMENT
REQUIRED BY PUBLIC LAW 100-679 NAME OF REPORTING UNIT

ftem description

440

450

V from A tion). Whars predaterminad billing or
mﬁmmsnu.dmdwmmofmmm-\dmpoobtohddmumﬁm
cost pools {Rate Code A in Column {3) of tem 4.3.0}, variances from actual costs are: {(Mark the sppropriste
Bnels) and i more than one is marked, expisin on 8 continuation sheet.)

A. Prorated to users on the basis of charges made, st laast onca snnually
Al charged or cradited to Indirect cost pool(s) at least once annwally
Other(s) 1/

y A Servics center Is not applicabls to reporting unit

This item is drscted to sscertaining your practics In special situati whers, in Bau of
nubﬁdi\gowhdbmeonpod.lloclﬁmknudcfmnmumbiﬂwdovarhude&Apodnlmo
other than the normal full rate for that pool. In the case of such a spacial allocation, the terms “less than bl
rats” or "more than full rate” should be used to dascribs the practice. The terms do not apply to situstions
whers, s in soms casas of off-site activities, etc., 8 ssparats indirect cost pool and base are used and the rats
for such activities is lowar than the "in-house” rate.

For sach of the transactions or costs Gstad below, enter one of the following codes to
Indicats your indirsct cost allocation practice with respect to that ction or cost. if Code A, full rate, is
enterad, identify on a continuation sheet the pool(s) reportad under items 4.1.0, 4.2.0, snd 4.3.0, which sre
spplicable. i Codes B or C, less than or more than the full rate, is sntered, describ on 8 continuation sheet the
major types of sxp that sre d by such a rate.

Rate Code

A. Full rate C. Special allocation at more than full rate
B. Special sllocation st less than full rate D. No overhead or G&A Is spplied
Z. Transaction or cost is not applicable to reporting unit

Transsction or Cost to Which
Indicect Costs May be ASocated

(a) Subcontract costs

b} Purchased Labor

(e} G riahad ead,

(1] Self-constructad depreciable assets
(o) Labor on installation of assets

k¥

NRERRN

U] Off-site work
{9 interorganizational fers out
th) interorganizational fers in (Also indicate on a

continustion shaet the basis used by you as transferse
to charge the cost or price of interogranizational
transfars to Fedaral contracts or similar cost
abjectives. If the charge is based on cost, indicate
whether the transferor’'s GSA expensas srs included.)
4] Other transactions or costs {Enter Code B or C on this
Ene i there are other transactions or costs to which
aither less than full rate or more then full rate is
pled. List such ctions or costs on 8
continuation shest, snd for sach describe the major
typas of axpenses covared by such a rate. If thare
are no other such transactions or costs. sater code 2.} —_—

|

31/ Describe on a Continuation Sheet.




cosT ACCOUWNG STANDARDS BOARD PART IV - INDIRECT COSTS

DISCLOSURE STATEMENT
REQUIRED BY PUBLIC LAW 100-679 NAME OF REPORTING UNIT

ftem
No. item description
460 | In R D IR&D i &P Definitions of and
requirements for the allocation of IR&D and B&P costs are contained in 48 CFR 9904.420. The full
rate of i allocable manufacturing, engineering, and/or other overhead is applied to IR&D and BEP
costs as if IR&D and B&P projects were under contract, and the "burdened” IR&D and B&P costs are:
{Mark appropriate line{s).)
A. Allocated to Federal contracts or similar cost objectives by means of a
compaosite pool with G&A expenses.
B. Allocated 1o Federal contracts or similar cost objectives by means of &
separste pool.
C. Transferred to the corporats or home office level for reallocation to the
benefiting segments.
Y. Other 1/
Z. Not applicable
4.7.0 of Cap mmf Facilities. In accordance with instructions for Form CASB-CMF,
undistributed facilities capital items are allocated to overhead and G&A expense pools: (Mark one.)
A. On a basis identical to that used to absorb the actual deprecistion or
amortization from these facilities; is assi in m
facilities to which it selates.
B. On a basis not identical to that used to absorb the actual depreciation or

amortization from these faclities. {Describe on a continuation sheat the
ditference for each step of the allocation process.)

C. By the "altemative allocation process™ described in instructions for Form
CASB-CMF.
2. Not applicable.

1/ Describe on a Continuation Sheet.




PART V - DEPRECIATION AND
COST ACCOUNTING STANDARDS BOARD CAPITALIZATION PRACTICES

DISCLOSURE STATEMENT
REQUIRED BY PUBLIC LAW 100-679 NAME OF REPORTING UNIT

Item
No. Item description
Port V Instructions
Whers 8 home office sither establishes practices or procadures for the types of costs
covered in this Part or incurs and then allocates these costs to its segments, the home office may
complete this Part to be included in the submission by the segment as indicated on page (i) 4.,
5.1.0 iati ) (For each of the asset categories

Depreciating Tanaible Assets for Govemment Contract Costing.

listed on Page __, enter a code from A through H in Column (1) describing the method of
depreciation (Code F for assets that are expensed); a code from A througt: C in Column (2} describing
the basis for determining useful life; a code from A through C in Column (3} describing how
depreciation methods or use charges are applied to property units; and a Code A, B or C in Column
(4) indicating whether or not residual value is deducted from the total cost of depreciable assets.
Enter Code Y in each column of an asset category where another or more than one method applies.
Enter Code Z in Column (1} only, if an asset category is not applicable.)

Column (1}-Depreciation Method Cods Colunm {2)-Useful Life
A. Straight Line A. Rept xpori adjusted by
8. Declining balance Xp d changes in periods of
C. Sum-of-the ysars digits usefulness
D. Machine hours B. Term of Leass
E. Unit of production C. Estimsated on the basis of Asset
F. Expensed at acquisition Guidelines undor intemal Revenue
G. Use charge Procedures
H. Method of depraciation used under the Y. Other, or more than one mathod 1/
Y. Other or more than one method 1/
Z. Asset category is not applicable
Column (3)-Property Units Code Column {4)--Residual Valus Code
A. Individual units are accounted for A. Residual value is esti d snd
soparately deducted
B. Applied to groups of assets with similar B. Residual value is covered by the
servica ives deprociatil ethod (e.g., declining
C. Applied to groups of assets with varying balance)
service lives C. Residual value is d but not
Y. Other or mors than one method 1/ deducted in accordance with the

provisions of 48 CFR 9504.409 1/
Y. Other or mors than one method 1/

1/ Describe on a Continuation Sheet.




PART V - DEPRECIATION AND

COST ACCOUNTING STANDARDS BOARD CAPITALIZATION PRACTICES
DISCLOSURE STATEMENT
REQUIRED BY PUBLIC LAW 100-679 NAME OF REPORTING UNIT
Item
No. ttem description

5.1.0 | Continued.
Depraciation  Ussful Property  Residual
Method Life Units Value

Asset Cateqory Code Code  Code Cods

=
B
B
B

{a) Land improvements

{b) Building

{c) Buiding improvements

{d} Leaschold improvements

{e) Machinery and equipment

{f) Fumiture and fixtures

{g) A biles and h

{h) Data processing equipment

i) Programming/reprogramming costs

i) Pattems and dies

{k} Tools

i) Other depreciable asset categories
{Enter Code Y on this line if other
asset categories are used and
enumerate on a continuation sheet
each such asset category and the
applicable codes. Otherwise enter
Code 2.}

NRRRRRRERRE
NERRRERRREN
NERRRRRRRAN
NRRRRRERREN

5.2.0 | Depreciation Practices for Costing, Financial Accounting, and Income Tax. Are depreciation practices
the same for costing Federal contracts as for financial accounting and income tax? (Mark either (A}
or (B) on each line under Financial Accounting and Income Tax. Not-for-profit organizations need not
complete this item.)

Financial Accounting A. Yes B. No

(a} Methods .
{b) Useful lives

{c) Property units
{d} Residual values

come T A. Yes B. No

{e) Methods o —
n Useful lives - .
{g) Property units - S
th) Residual values _ I




PART V - DEPRECIATION AND
COST ACCOUNTING STANDARDS BOARD CAPITALIZATION PRACTICES
DISCLOSURE STATEMENT
REQUIRED BY PUBLIC LAW 100-679 NAME OF REPORTING UNTT
ftem
No. Htom description
5.3.0 | Fully Deprecisted Assets. Is a usage charge for fully depreciated assets charged to Federal contracts?
(Mark one.}
A. Yes 1/
B. No
Z. Not applicable
5.4.0 n Di i Gains and losses are: (Mark
the appropriate line(s} and if more than one is marked. explain on » continuation sheet.)
A. Credited or charged currently to the same overhead or GEA pools to which the
depreciation of the assets was charged
B. Taken into consideration in the depreciation cost basis of the new items,
where trade-in is involved
C. Not accounted for separately, but reflected in the depreciation reserve account
Y. Otherls) 1/
Z. Not spplicable
5.5.0 ifi {Mark one ine on each itam to indicate your practices

Cophtalizati E . f Specified Cost
regarding capitalization or expensing of specified costs incurred in connection with capital assets. i
the same spacified cost is sometimes expensed and sometimes capitalized, mark both lines and
describe on a continuation sheet the circumstances when sach method is used.)

Cost A. Expensed B. Capitalized
{a) Freight-in
{b) Sales taxes o
{c) Excise taxes
d) Architect-engineer foes

{e}  Overhauls (extraardinary repairs)

3/ Describe on a Continuation Sheet.




PART V - DEPRECIATION AND
COST ACCOUNTING STANDARDS BOARD CAPITALIZATION PRACTICES

DISCLOSURE STATEMENT
REQUIRED BY PUBLIC LAW 100-679 NAME OF REPORTING UNIT

tem
No.

tem description

5.6.0

5.7.0

Criterip for Cppitalization. Enter (a) the minimum dollar amount of scquisition cost or expenditures for
addition, siteration and improvement of depreciable assets capitalized, and (b) the minimum number
of expected life years of capitalized assets.

If more than ons dollar amount or number applies, show the information for the majority of

your deprecisbls assets, and enumersts on a continustion sheet the dollar amounts and/or
mntuolymfuud:megonwwbcmmofmhvdndwhldrdﬂermm

for the majority of assets.
{a) Minimum doflar amount capitalized
{b} Minimum service life years

Group or Mass Purchase. Ars group or mass purchases {original complement) of low cost equipment,
which individually are less than the capitalization smount indicatad above, capitalized? (Mark one. Hf
Yos is merked, pravide the minimum aggregate dolftar amount capitalized.}

A. Yes

Minimum aggregate dollar amount capitalized




COST ACCOUNTING STANDARDS BOARD PART V1 - OTHER COSTS AND CREDITS
DISCLOSURE STATEMENT
REQUIRED BY PUBLIC LAW 100-679 NAME OF REPORTING UNIT
Item
No. Htem description
Part V1 Instructions
Whers a home office either establishes practices or procedures for tha types of costs covered
n this Part or i and then allocates these costs to its segments, the home office may complete
this Part to be included in the submission by the segment as indicated on page (W) 4., General
Instructions.
6.1.0 in Vacation, Holid ) (Mark the appropriate line(s) in
each column of itams 6.1.1, 6.1.2, 6.1.3 and 6.1.4 to indicats the method used to charge, or credit
any unused or unpaid vacation, holiday, or sick pay. i more than one method is marked, explain on a
continuation sheet.)
Salaried
Non-
6.1.1 | Charges for Vacation Pay Hourly exempt 1/ Exemptl/
: [(4}) (2) 3)
A. When Accrued (eamed)
B. When Taken ‘ .
Y. Other(s) 2/
' 6.1.2 | Charges for Holiday Pay
A. When Accrued {eamed)
B. When Taken T
Y. Other(s) 2/
6.1.3 | Charges for Sick Pay
A When Accrued {eamed)
B. When Taken
Y. Otheris) 2/
6.1.4 | Credits for Unused or Unpaid

Vacation, Holiday, or Sick Pay

A. Credited to Accounts Originally
charged at Least Once Annually

B. Credited to Indirect Cost Pools
at Least Once Annually

C. Carried Over to Future Cost
Accounting Periods 2/ I [ —

Y. Otherls) 2/ S — .

Z. Not Applicable . _— _

1 For the definition of Non-exempt and Exempt salaries, see the Fair Labor Standards Act. 29
U.S.C. 206.

2/ Describs on a Continuation Sheet.




COST ACCOUNTING STANDARDS BOARD PART V1-OTHER COSTS AND CREDITS

DISCLOSURE STATEMENT
REQUIRED BY PUBLIC LAW 100-679 NAME OF REPORTING UNIT

Item

No. tem description
6.2.0 | Supplemental Unemployment {Extended Layoff) Benefit Plans. Costs of such plans are charged to
Federal contracts: (Mark the appropriate line(s) and if more thas one is marked, explain on a
continuation sheet.}
A. When actual payments are made directly to employees
B. When accrued (book accrual or funds sst aside but no trust fund involved)
C. When contributions are made to a nonfarfeitable trust fund
D. Not charged
Y. Other{s) 1/
2. Not applicable
6.3.0 | Severance Pay and Esrly Retirement. Costs of normal fumover severance pay and early retirement
incentive plans, as defined in FAR 31.2 or other pertinent proasement regulations, which are charged
directly or indirectly to Federal contracts, are based on: (Mark the appropriate line(s) and if more than
one is marked, explain on a continuation sheet.)
A Actual payments made
B. Accrued amounts on the basis of past experience
C. Not charged
Y. Other(s) 1/
z. Not applicable
6.4.0 | Incidental Receipts. (Mark the appropriate line(s) to indicate the method used to account for

incidental or miscellansous receipts, such as revenues from remting real and personal property or
selling services, when related costs have been alflocated to Federal contracts. if more than one is
marked, explain on a continuation sheet.)

A. The entire amount of the receipt is credited to the same indirect cost pools to
which related costs have been charged

B. Where the amount of the receipt includes an allowance for profit, the cost-
related part of the receipt is credited to the same indirect cost pools to which
related costs have been charged; the profits are credited to Other
{Miscellaneous) Income

C. The entire amount of the receipt is crediisd directly to Other (Miscellaneous)}
Income

Y. Other{s) 1/

Z. Not applicable

1/ Describe on a Continuation Sheet.




COST ACCOUNTING STANDARDS BOARD PART VI - OTHER COSTS AND CREDITS
DISCLOSURE STATEMENT
REQUIRED BY PUBLIC LAW 100-679 NAME OF REPORTING UNIT
em
No. ltem description
6.5.0 jviti Employee welfars activities include all of those activities

Proceeds from Employee Welfare Activities.
set forth in FAR 31.2 . (Mark the appropriate line(s) to indicate the practice followed in accounting for
the proceeds from such activities. if more than ons is marked, explain on a continustion shest.)

A Proceeds are tumed over to an employse-welfare organization or fund; such
proceeds are reduced by all applicable costs such as depreciation, hest, light
and power

B. Same as abave, except the proceeds ars not reduced by all applicable costs

c. Proceeds are credited at least once annually to the approprists cost pools to
which costs have been charged

D. Proceeds are credited to Other (Miscellaneous) Income

Y. Otheris) 1/

Z. Not applicabla

1/ Describe on a Continuation Sheet.




PART VII - DEFERRED COMPENSATION
COST ACCOUNTING STANDARDS BOARD AND INSURANCE COST

DISCLOSURE STATEMENT
REQUIRED BY PUBLIC LAW 100-679 NAME OF REPORTING UNIT

Item
No.

Item description

Part VIl instructions

This part covers the measurement and sssignment of costs for employee pensions, post
retirement benefits other than pensions (including post retirement health benefits), certain other types
of deferred compensation, and insurance. Some organizations may incur all of these costs at the
corporate or home office level, while others may incur them at subordinate organizational levels. Sti!
othars may incur 3 portion of these costs at the corporate level and the balance at subordinate
organizational levels.

Where the segment (reporting unit) does not directly incur such costs, the segment should, on
a continuation sheet, identify the organizational entity that incurs and records such costs, and should
require that entity to compiete the applicable portions of this Part VII. Each such entity is to fully
disciose the methods and techniques used to measure, assign, and allocste such costs to the
segment(s) performing Federal contracts or similar cost objectives. Necessary explanations required
to achieve that objective should be provided by the entity on a continuation sheet.

Where a home office either establishes practices or procedures for the types of costs
covered in this Part VIl or incurs and then allocates those costs to its segments, the home office may
complete this Part to be included in the submission by the segment as indicated on page (i} 4.,

General Instructions.
Pension Plans with Costs Charged to Federal Contracts. Identify the types and number of pension

plans whose costs are charged to Federal contracts or similar cost objectives: (Mark spplicable line(s)
and enter number of plans.)

Number of
Type of Pension Plan Plang

A. Defined-Contribution Plan (Other than ESOPs {ses 7.5.0))

1. Non-Oualified R
2. . Qualified

B. Defined-Benefit Plan

1. Non-Qualified
a. Costs are messured and assigned on accrual basis —
b. Costs are measured and assigned on cash
(pay-8s-you-go) basis _
2. Qualified
8. Trusteed {Subject to ERISA’s minimum funding requirements) I
b. Fully-insured plan (Exempt from ERISA’s minimum funding
requirements) treated as a defined-contribution plan .
¢. Collectively bargained plan treated as a defined-
contribution plan N

Y. Other 1/ o

N

Not Applicable (Proceed to em 7.2.0)

1/ Describe on a Continuation Sheet.




PART Vi - DEFERRED COMPENSATION
COST ACCOUNTING STANDARDS BOARD AND INSURANCE COST
DISCLOSURE STATEMENT
REQUIRED BY PUBLIC LAW 100-679 NAME OF REPORTING UNIT

tem
No.

item description

71.2

Genaral Plan Information. OnnemtbmaﬁoanuadlplmldmﬁﬁdMMILO.pmﬂdlﬂnfm
Information:
A The plan nama
B. mqumW(m)dmmWSWMMFMBSM.H
any
c. moummhsrmmIRSFmssoo.llmy
D. 1s thers & funding agency established for the plan?
E Indicate where costs are accumulsted:
m Home Office
) Segment
F. I the plan pravides supplemental benefits to any othar plan, identify the other plan(s).
Defined-Contribution Plan(s) and Certsin Defined-Banefit Plans d as Defined-Contribution Plans. Whers
numerous plans are Bstad under 7.1.0.A., 7.1.0.82b., or 7.1.0.B2.c., for those plans which represent the
I-oestdolar-mumddetoFdﬂmm,ummMa,anmﬁmuﬁm
shest the basis for the ribution {inchuding of Gvidends, csedits, and forfeitures) required for sach
fiscal yaar. mmﬂuonmmmmm.mvﬂcwmaﬁmhdﬂnm. H thers are more than
dmphm.an.ﬁmdnuidbopmvid-dfwmunplmmuhﬂnwomiunmaowcem
of those defined ibution plan costs sRocable to this segr or busk unit.}

Z. Not applicable. (Proceed to item 7.1.3}

Definad-Benafit Plan(s]. Where numerous plans are Ksted under 7.1.0.B. (um’ certaln defined-benefit plans
d as defined plans reported under 7.1.0.8.2.b. and 7.1.0.B.2.c.), for those plans which

regr the largest dollar of costs ch d to Federal provide the inf jon requested
below on a continuation sheet. nlﬂnronmmaommlhum.wid-hfumaﬁmfwdduplms. H
there are more than three plans, inf jon should be pr ided for those plans that in the aggregate account for

nmﬂomﬁﬂmaﬁwﬂmﬁtplmmdoed)lotowssogmorbushssuit.):

A. Actuarial Cost Method. identify the vial cost method used, inchuding the cost methodis)
used to value ancillary benefits, for each plan. Inciude the method used to determine the

actusrial value of sssets. Also, if applicable, includs wheth d cost is daveloped as @ level
dollar amount or as 8 Jevel porcent of salary. For plans listed under 7.1.0.B.1.5,, enter “pay-ss-
you-go©.

8. Actusrisl Agsumptions. Describe the evants or conditions for which significant actuarial
sssumptions sre made for each plan. Do not include the ic values of the
mﬁuu.hnpmvidendesu’mimoﬂhcbshusdlu' ining these sic values.
Also, describe the criteria usad to eval the vakdity of an actuarial assumgtion. For plans
Ested under 7.1.0.B.1.b., enter “not spplicable”.

c. Miarket Vaius of Funding Agency Assets. Indicate i all assets of the funding sgency sre valued

on the basis of 3 readly detarminable market price. if yes, indicate the basis for the market
value. lm.duerlnhowmm-idvduasndﬂmﬁdfuﬂmmﬂmdomthau-
readily daterminable market price. For plans ksted under 7.1.0.8.1.b., enter "not applicable”.

D. Bagis for Cost Computation. Indicate whether the cost for the segment is determined as:
1. An sBocated portion of the total pension plan cost.

2. A sep y cost for one or more segments. If so, identify those
segmants.
Z. Not applicable, proceed to item 7.2.0.




PART Vii - DEFERRED COMPENSATION
COST ACCOUNTING STANDARDS BOARD AND INSURANCE COST

DISCLOSURE STATEMENT

REQUIRED BY PUBLIC LAW 100-679 NAME OF REPORTING UNIT
Hem
No. Item description
7.20 ¢ than Pengions (i stirome 2 are benefits
Charged tp Federnl Contracts, ldentify the accounting method used to determine the costs and the
number of PRB plans whose costs are charged to Federal contracts or simiar cost objectives. Where
retiree benefits are provided as an integral part of an employee group insurance plan that covers
active employees, report that plan under 7.3.0. (Mark applicable ineis) and enter number of plans.)
Method Used to Determine Costs Number of Plane
A. Accrual Accounting —
B. Cash (pay-as-you-go) Accounting
C. Purchased Insurance from unreisted Insures I
D. Purchased Insurance from Captive Insurer
E. Selfdnsurance (including insurance
obtained through Captive Insurer)
F. Terminal Funding
Y. Other 1/ S
Z. Not Applicable (Proceed to item 7.3.0}
7.2.1 | General PRB Plan Information. On a continustion sheet for each plan identified in item 7.2.0, provide

the following information grouped by method used to determine costs:
A. The plan name

B. The Employer Identification Number (EIN) of the glan sponsor as reported on IRS Form
5500, if any

C. The plan number as reported on IRS Form 5500, ¥ any

D. Is there a funding agency or funded reserve established for the plan?
E. Indicate where costs are accumulated:

(1) Home Office

(2) Segment

F. Ars benefits provided pursuant to a written plan or an established practice? i
established practice, briefly describe.

G. If this PRB plan is listed under 7.2.0.C., 7.2.0.D., or 7.2.0.E., indicate whether the
plan is opersted as an employee group insurance grogram. If this PRB plan is listed
under 7.2.0.Y., indicate whether the pian is operated as 8 group insurance program.
If the plan is operated as an employee group insurance program, report this plan under
7.3.0. and 7.3.1., as appropriate. H no, report the plan under 7.2.2.

1/ Describe on a Continuation Sheet.




PART VIl - DEFERRED COMPENSATION
COST ACCOUNTING STANDARDS BOARD AND INSURANCE COST
DISCLOSURE STATEMENT
REQUIRED BY PUBLIC LAW 100-679 NAME OF REPORTING UNIT
Item
No. Htem description
7.2.2 | PRB Planis). Where numerous plans are listed under 7.2.0, for those plans which represent the

largest doliar amounts of costs charged to Federal contracts, or other similar cost objectives, provide
the information balow on a continuation sheet. {If there are not more than three plans, provide
information for ail the plans. If there are more than three plans, information should be provided for
those plans that in the aggregate account for at least 80 percent of those PRAB costs allocable to this
segment or business unit.)

A.

E.

Actuprial Cost Method. Identify the actuarial cost method used for each plan or each
benefit. as appropriate. include the method used to determine the actuarial value of
assets. ldentify the amortization methods and periods used, if any. For plans listed
under 7.2.0.B., enter "cash accounting”. For plans listed under 7.2.0.F., enter
"tarminal funding™ and identity the amortization methods and periods used, if any.

Actuarial Assumptions. Describe the events or conditions for which significant
actuarial assumptions are made for esch plan. Do not include the current numeric
values of the assumptions, but provide a description of the basis used for determining
these numeric values. Also, describe the criteria used to evaluats the validity of an
actusrial assumption. For plans under 7.2.0.B. or 7.2.0.F., enter “not applicable”.

Funding, Provide the following information on the funding practice for the costs of the
plan: {For plans under 7.2.0.8. or 7.2.0.F., enter "not applicable”.)

1. Describe the criteria for or practice of funding the measured and assigned cost;
e.g.. full funding of the accrual, funding is made pursuant to VEBA or 401(h)
rules.

2. Briefly describe the funding arrangement.

3. Are all assets valued on the basis of a readily determinable market price? If
yes. indicate the basis used for the market value. If no, describe how the
market value is determined for those assets that are not valued on the basis of
a readily determinable market price.

Basis for Cost Computation. Indicate whether the cost for the segment is determined
as:

1. An allocated portion of the total PRB plan cost
2. A separately computed PRB cost for one or more segments. If so, identify
those segments.

Forfeitsbility. Does each participant have a non-forfsitable contractual right to their
benefit or account balance? Hf no, explain.

Not applicable, proceed to item 7.3.0.




PART Vil - DEFERRED COMPENSATION
COST ACCOUNTING STANDARDS BOARD AND INSURANCE COST

DISCLOSURE STATEMENT
REQUIRED BY PUBLIC LAW 100-679 NAME OF REPORTING UNIT

item
No. ltem description
7.3.0 | Employee Group Insurance Charged to Federal Contracts or Simllar Cost Obiectives. Does your
organization provide group insurance coverage to its employees? {includes coverage for iife, hospital,
surgical, medical, disability, accident, and simiar plans for both active and retired employees, even if
the coverage was previously described in 7.2.0.)
A. Yes {Complete ltem 7.3.1)
B. No {Proceed to Item 7.4.0)
7.3.1 | Employee Group Insurance Programs. For each pragram that covers a cstegory of insured risk (e.g..

life, hospital, surgical, medical, disability, accident, and similar programs for both active and retired
employees), provide the information below on a continuation sheet, using the codes described balow:
{If there ars not more than thres policies or self-insurance plans that comprise the program, provide
information for all the policies and self-insurance plans. If there are more that three policies or seif-
insurance plans, information should be provided for those policies and self-insurance plans that in the
aggregate account for at lesst 80 percent of the costs allocable to this segment or business unit for
the program that covers each category of insured risk identified.}

Description of Employee Group Insurance Program:

Purchased Seltdnsurance
Policy or Self- Cont Cost includes Rating Ave A
Josursnce Plan Accumulstion  Basie Batirees —Basis  _loes . Expenees
) 2 3 - (3] 16}

Column (1) — Cost Accumuylation
Enter Code A, B, or Y, as sppropriate.
A. Costs are accumulated at the Home Office.
B. Costs are sccumulated at Segment
Y. Other 1/
Column (2) — Cost Basis

Enter code A, B, C, or Y, ss appropriste.

A. Purchased insurance from unrelated third party
B. Self-insurance

C. Purchased Insurance from a captive insurer

Y. Other 1/

Vv Describe on a Continuation Sheet.




PART VA - DEFERRED COMPENSATION

COST ACCOUNTING STANDARDS BOARD AND INSURANCE COST
DISCLOSURE STATEMENT
REQUIRED BY PUBLIC LAW 100-679 NAME OF REPORTING UNIT
tem
No. ftem description
7.3.1 | Continued.

v&n-eodok.l,c.uv,-wopdﬂo.

Column (3} ~ Includes Retirees

A. No, does not Include benefits for rstirees.

B. Yu.mm-ﬂnfun&uumnlmd-pdcywwmmbmhnﬂnmuonu
and retiress are reported here instead of 7.2.0.

C. Vu.l’ﬁlbmdbfumnapﬂd-?ﬂlplmwubuﬂywmlz.o.

Y. Other 1/

Column {4) ~ Purchased Insurance Reting Basis
For each plan Ested enter code A, B, C, Y, or Z, a8 sppropriste.

A. mexﬁoma(ﬁodhdwﬁmmwummﬁm plan).
B. Manually Rated

c. Community Rated

Y. Other, or more than ons type 1/

Z. Not applicable

Column (5) — Prolected Aversge Loss

Farududl—hnndgapplm.wmsdfmdporﬂmdpudlud insurance, enter code A, B, C,
Y, or Z. as approprists.

A. Self-k costs repr ﬂtaptoieﬂedmmhsﬂorhpuloduﬁmtedmhbﬁs
of the cost of comparshle purchased insurance.

B. Mmm-.udmmomdaw.wmmmmu
snticipated conditions in d: with pted sctuarial principles.

C. Amdpaymmmeonmmrwmﬂuprojeﬂdwmbufahw.

Y. Other, or more than one method 1/

Z. Not spplicsble

Colre 161 - § Administration E

Fumwwmum.wmwmwmmdwmmm.mumn.n,c.
n.v,cz.-m.mmmm.ammmmnw.

A, wwmmwhmmwl.

B. s»mdyw.mm.mmmmousﬁvumnﬂusmm-ﬂu
home office level {Describe allocation method on 8 Continuation Sheet).

C. mwwx,mwmwumn. {Describe poolis) on 8
Continuation Sheet)

D. Incurred by an Insurance canfor or third party {Describe accumulstion and allocation process on
a Continustion Sheet).

Y. Other 1/

2. Not applicable

Describe on a Continuation Sheet.




PART VIl - DEFERRED COMPENSATION

COST ACCOUNTING STANDARDS BOARD AND INSURANCE COST
DISCLOSURE STATEMENT
REQUIRED BY PUBLIC LAW 100-679 NAME OF REPORTING UNIT
Kem
No. ltem description
7.4.0 | Deferred Compensation, as defined in CAS 9904.415. Does your organization award deferred
compensation, other than ESOPs, which is charged to Federal contracts or similar cost objectives?
{Mark one.)
A. Yes (Complete Item 7.4.1.)
B. No (Proceed to Item 7.5.0.)
7.4.1 | General Plan information. On a continuation sheet for ali deferred compensation plans, as defined by
CAS 9904.415, provide the following information:
A. The plan name
B. The Employer Identification Number (EIN) of the plan sponsor as reported on IRS Form
5500, if any
C. The pian number as reported on IRS Form 5500, if any
indicate where costs are accumulated:
(1) Home office
(2) Segment
E. Are benefits provided pursuant to a written plan or an established practice? B
established practice, briefly describe .
742 | peferred © tion Plans. Where numerous plans are listed under 7.4.1, for those plans which

(u

represent the largest dollar amounts of costs charged to Federal contracts, or other simlar cost
objectives, provide the information below on a continuation sheet. (If there are not more than three
plans, provide information for all the plans. H thera are more than three plans, information should be
provided for those plans that in the aggregate account for at least 80% of these deferred

i unit):

" =

compensation costs.allocable to this seg or

A. Description of Plan.

1. Stock Options
2. Stock Appreciation Rights
3. Cash Incentive
4. Other {explain)

B. Method of Charging Costs to Federal Contracts or Simiar Cost Objectives.

Costs charged when accrued and the accrual is fully funded

Costs charged when accrued and the accrual is partially funded or not funded
Costs charged when paid to employee {pay-as-you-go)

Other (explain)

PN~




PART VIl - DEFERRED COMPENSATION
COST ACCOUNTING STANDARDS BOARD AND INSURANCE COST
DISCLOSURE STATEMENT
REQUIRED BY PUBLIC LAW 100-679 NAME OF REPORTING UNIT
item
No. item description

7.5.0 | Employee Stock Qwnership Piang (ESQPs]. Does your organization make contributions to fund ESOPs
that are charged directly or indirectly to Federal contracts or similar cost objectives? (Mark one)

Al Yes (Proceed to ltem 7.5.1)
B. No (Proceed to item 7.6.0)

7.5.1 | General Plan Information. On a contlnuation sheet, for all ESOPs provide the following information:

A. The plan name
B. The Employar Identification Number (EIN) of the plan sponsor ss reported on IRS Form
6500, if any

C. The plan number as reported on IRS Form 6600, If sny

D. Indicats where costs are accumulated:
{1) Home office
(2) Segment
E. Ars banefits provided pursusnt to 8 written plan or an established practice? If

sstablished practice, briefly describe.

F. Indicate whather the ESOP plan Is a defined-contribution pisn subject to CAS
9904.412. (Answer Yes or No).

G. Indicate whether the ESOP Is leveraged or nonlsveraged.

H. Valuation ot Stock or Non-Cash Assets, Are the plan assets velued on the basis of 8
readily determinable market price? If yes, Indicate the basls for the market velue. if
no. indicate how the market value Is determined for those assets that do not have a
readily determinable market price.

1. Forfeitures and Dividends, Describe the accounting treastment for forfeitures and
dividends, on both sliccated and unaliocated shares, in the measurement of ESOP
costs charged directly or indirectly to Federal contracts or similar cost objectives for
each plan identified.

J. Administrative Costs. Describs how tha costs of administration of each pian listed are
identified, grouped, and accumulated.




100

PART Vil - DEFERRED COMPENSATION
COST ACCOUNTING STANDARDS BOARD AND INSURANCE COST
DISCLOSURE STATEMENT
REQUIRED BY PUBLIC LAW 100-679 NAME OF REPORTING UNIT
Item
No. Item description
7.6.0 | Worker's Compensation, Lisbility, and Property insurance. Does your organization have insurance
coverage regarding worker's compensation, liabiity and property insurance?
A. Yes (Complate tem 7.6.1.)
B. _____ No (Proceed to Part VIIl)
7.6.1 | Worker’s Compensation, Liability and Property Insurance Coverage.

For each line of insurance that covers a category of insured risk (e.9., worker's compensation,
fire and simiar peridls, automobie lability and property damage, general liability). provide the
information below on a continuation sheat using the codes described below: (if there are not mors
than three policies or self-insurance plans that are applicable to the line of insurance, provide
information for all the policies and self-insurance plans. If there are more than three policies or
insurance plans, information should be provided for those policies and self-insurance plans that in the
aggregats account for at least 80 percent of the costs allocable to this segment or business unit for
each line of insurance identified.)

Description of Line of Insurance Coverage:

Craditing e Seltdnsurance
of Dividends Projectad Insurance
Cost Cost and Emmed Aversge Administrative
Accumulation . Basis _Refunde _loss  _Cxpenses
mn 2) ] (2] 8

Policy or Salf-

Column {1) - Cost Accumulation
Enter code A, B, or Y, as appropriate.
A. Costs are accumulated at the Home Office.
B. Costs are accumulated st Segment
Y. Other 1/
Column (2) —~ Cost Basis

Enter code A, B, C, or Y, as appropriate.

A. Purchased Insurance from unrelated third party
B. Self-insurance

C. Purchased lnsurance from a captive insurer

Y.

Other 1/

1/ Describe on a Continuation Sheet.




PART Vii - DEFERRED COMPENSATION
COST ACCOUNTING STANDARDS BOARD AND INSURANCE COST

DISCLOSURE STATEMENT
REQUIRED BY PUBLIC LAW 100-679 NAME OF REPORTING UNIT

Item
No. Hem description

7.6.1 Continued.
Column (3) - i t Divi R
For each line of coverage listed, enter code A, B, C, D, E, Y, or 2, as appropriste.

A. Credited directly or indirectly to Federal contracts or similar cost objectives in the year
samed

8. Credited directly or indirectly to Federal contracts or simdar cost objectives in the year
received, not necessarlly in the year eamed

C. Accrued each year, as applicable, to currently reflect the net annual cost of the
insurance

D. Not credited or refunded to the contractor but retained by the carriers as reserves in
sccordance with 48 CFR 9304.416-50{al{1{iv)

E. Manually Rated - not applicable

Y. Other, or more than ona 1/

2. Not applicable

mn — Proi A

For each self-nsured group plan, or the self-insured portion of purchased insurance, enter
code A. B, C, Y, or Z, as appropriate.

A Costs that represent the projected average loss for the period estimated on the basis
of the cost of comparable purchased insurance.

B. Costs that are based on the contractor’s experience, relevant industry experience, and
anticipated conditions in accordance with generally acceptsd actuarial principles and
practices.

C. The actual amount of losses are considered to represent the projected average loss for
the period.

Y. Other. or more than one method. 1/

Z. Not spplicable

Column [5) — Ingurance Administration Expenses

For each self-insured group plan, or the self-insured portion of purchased insurance, anter
code A, B, C, D, ¥, or Z. as appropriate, to indicate how administrative costs sre treated.

A. Separately identified and accumulated in indirect cost pool(s).

B. Separately identified, accumulated, and allocated to cost objectives either at the
segment and/or home office level {Describe alfocation method on 8 Continuation
Sheet).

C. Not separately identified, but included in indirect cost pool(s). (Describa poolis) on a
Continuation Sheet).

D. Incurred by an insurance carrier or third party. {Describe accumuiation and allocation
process on a Continuation Sheet).
Y. Other 1/

Z. Not spplicable

bl Describe on a Continuation Sheet.
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COST ACCOUNTING STANDARDS BOARD PART Vill - HOME OFFICE EXPENSES

DISCLOSURE STATEMENT

REQUIRED BY PUBLIC LAW 100-679 NAME OF REPORTING UNIT
Item
No. Item description
Part VIl instructions
DR HQ DFFICE, AS APPLICABLE (Includ

joint ventures, partnerships, etc.}. 1/

This part should be completed only by the office of a corporation or other business entity
where such an office is responsible for administering two or more segments, where it allocates its
costs to such segments and where at least one of the segments is required to fie Parts | through Vil
of the Disclosura Statement.

Data for this part should cover the reporting unit’s {corporate or other intermediate level home
office’s) most recently completed fiscal year. For a corporate (home) office, such data should cover
the entire corporation. For a intermediate level home office, they should cover the subordinate
organizations administered by that group office.

8.1.0 rganizati re.

On a continuation shest, provide the following information:

1. in column {1) list segments and other intermadiats level home offices reporting to this

home office,

2. In column (2] insert “yes” or “no” to indicate if reporting units have recorded sny

CAS-covered Government Sales, and
3. In column (3) provide the percentage of annual CAS-covered Govemment Sales as a
Percentage of Total Sales (Government and Commercial), if applicable, as follows:
A. Less than 10%
B. 10%-50%
C. 51%-80%
D. 81%-95%
E. Over 95%
Ssgment or CAS Covered Govemnment Selcs as a
Othar Intermediary Home Office Gavernment Sales Percantage of Total Seles
) 2 ]

8.2.0 | Other Applicable Disclosure Statement Parts. (Refer to page {i} 4., General Instructions. and Parts V,
VI and VIl of the Disclosure Statement. Indicate below the parts that the reporting unit has
completed concurrently with Parts | and VIII.)

A. Part V - Depraciation and Capitalization Practices

B. Part V1 - Other Costs and Credits

C. Part VI - Deferred Compensation and insurance Costs

z Not Applicable
1/ For definition of home office see 48 CFR 9904.403.




COST ACCOUNTING STANDARDS BOARD PART Vill - HOME OFFICE EXPENSES

DISCLOSURE STATEMENT
REQUIRED BY PUBLIC LAW 100-879 NAME OF REPORTING UNIT

Item
No. Item description
8.3.0 | Expen: P M f All jon.

For classification purposes, three methods of allocation, defined as follows, are to be used:

11} Directly Allocated—those expenses that are charged to specific corporate segments or
other intermediats level home offices based on 3 specific identification of costs
incurred, as described in 9904.403;

) Homogeneous Expense Pools—those individual or groups of expenses which are
allocated using a base which reflects beneficial or causal relationships, as described in
9904.403; and

() Residual Expenss—the remaining expenses which are sllocated to all segments by
means of a base representative of the total activity of such sepments.

Allocati

Sales

Cost of Sales

Total Cost Input (Direct Material, Direct Labor, Other Direct Costs, and Applicable
QOverhead)

Total Cost Incurred (Total Cost Input Plus G&A Expenses)

Prime Cost (Direct Material, Direct Labor, and Other Direct Costs
Three factor formula (CAS 9904.403-50(c))

Processing or Conversion Cost (Direct Labor and Applicable Overhead)
Direct Labor Doliars

Direct Labor Hours

Machine Hours

Usage

Unit of Production

Direct Material Cost

Total Payroll Doflars {Direct and Indirect Employees)

Headcount or Number of employees (Direct and Indirect Employees)
Square Feet

Value Added

Y. Other, or More than One Basis 1/

o omp

Tomm

vozZErX&T

P

({On a continuation sheet, under each of the headings 8.3.1, 8.3.2, and 8.3.3 enter the type
of expenses or the name of the expense pool(s). For sach of the types of expense or expenss pools
listed, slso indicate as item (3) the major functions, activities, and slements of cost included. In
sddition, for items listed under 8.3.2 and B.3.3 enter one of the Allocation Base Codes A through Q.
or Y, to indicate the basis of allocstion and describe as item (b) the make up of the basels). For
example, if dicect labor doliars are used, are ovetime premiums, fringe benefits, stc. included? For
items Jisted under 8.3.2 and 8.3.3, if a pool is not allocated to all reporting units listed under 8.1.0,
then list those reporting units sither jving or not iving an allocation. Also identify special
sllocations of residual expenses and/or fixed mangement charges (see 9904.403-40(c}{3)).

1/ Describe on a Continuation Sheet.
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COST ACCOUNTING STANDARDS BOARD PART Vil - HOME OFAICE EXPENSES

DISCLOSURE STATEMENT
REQUIRED BY PUBLIC LAW 100-679 NAME OF REPORTING UNIT
tem
No. Item description
8.3.3 | Residual Expenses Alipcstion Base Code
(a) Major functions, activities, and el of cost includ
b Description/Make up of the aliocation base:
8.4.0 | Transfer of Expenses. If there are normally transfars of expenses from reporting units to this home

office, identity on a continuation sheet the classification of the expense and the name of the reporting
unit incurring the expenss.




Appendix VII

COMPARISON OF THE CAS AND FAR COST PRINCIPLES

Adjusting the CAS applicability criteria could result in a larger number of contracts
being exempt from CAS coverage. Generally, these non-CAS-covered, cost-based

_contracts would continue to be subject to FAR Part 31 and would still be required to
comply with the three standards concerning deferred compensation and pensions,
since these standards are incorporated by reference into FAR Part 31. In addition,
contractors would still be entitled to recover the cost of money on these non-CAS-
covered contracts, since the cost of money standards are also incorporated by
reference into FAR Part 31. These non-CAS-covered contracts would also continue to
be subject to the basic concepts embodied in four of the standards, including direct/
indirect charging, segregation of unallowable costs, self-insurance, and B&P/IR&D
costs. By relying on GAAP, these non-CAS-covered contracts would also continue to
be subject to the fundamental concepts embodied in the standards that address
compensated personal absence and purchased insurance.

In addition, non-CAS-covered contracts of any contract type would not be subject to the
specific CAS requirements regarding cost allocations, asset capitalization and
depreciation, cost accounting period, standard costs, and material costs. In addition,
there would be no price adjustments for non-CAS-covered contracts for changes in
accounting practice. Furthermore, the non-CAS-covered fixed-price contracts would not
be subject to price adjustment for failure to comply with the FAR Part 31 requirements.

The following summary compares the CAS with related FAR provisions.

Number of

Comparison attribute standards
Incorporation by reference (CAS 412, 413, 414, 415,417) 5
Substantial duplication (CAS 402, 405, 416, 420) 4
Reliance on GAAP (CAS 408) 1
Significant differences with FAR providing only general guidelines 8

(CAS 403, 404, 406, 407, 409, 410, 411, 418)
No related FAR Part 31 (CAS 401) 1

The five standards that are incorporated by reference into FAR Part 31 address
deferred compensation, pensions, and cost of money. The four standards that have
FAR Part 31 provisions that duplicate the requirements contained in the standards
address consistency in direct/indirect charging, segregation of unallowable costs, self-
insurance, and IR&D/B&P costs excluding allocation provisions. The eight standards
for which the FAR Part 31 requirements differ significantly address cost allocation,
asset capitalization/depreciation, cost accounting period, standard costs, and material
costs. In addition, CAS 401, which addresses consistency in estimating and
accumulating costs, has no related FAR Part 31 requirement.
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The results of the comparison by standard are as follows:

CAS Related FAR provision | Results of comparison

401 None No related FAR requirements

402 31.202 and 31.203 Substantial duplication

403 31.201-4 and 31.203 FAR provides only general guidelines

404 31.205-11, 31.205-24, and | FAR provides general guidelines/

31.205-52 some duplication

405 31.201-6 Substantial duplication

406 31.203 FAR provides general guidelines

407 31.201-1 FAR provides only general guidelines

408 None Reliance on GAAP

409 31.205-11 and 31.205-16 FAR provides some general

' .| guidelines/some duplication

410 31.201-4 and 31.203 FAR provides only general guidelines

411 31.205-26 FAR provides general guidelines

412 31.205-6(j) Incorporation by reference

413 31.205-6(j) Incorporation by reference

414 31.205-10 Incorporation by reference

415 31.205-6(k) Incorporation by reference

416 31.205-19 Reliance on GAAP for purchased
insurance/incorporates CAS 416
for self-insurance

417 31.205-10 Incorporation by reference

418 31.201-4 and 31.203 FAR provides only general
guidelines

420 31.205-18 Substantial duplication, incorporates
CAS 420 for all provisions except
420.50(e)(2) and (f)(2). Where
differences exist, FAR provides only
general guidelines

COMPARISON OF THE CAS AND FAR PART 31.2

CAS 401: Consistency in Estimating, Accumulating, and Reporting Costs:

The requirements of this standard are not covered in FAR Part 31.2. CAS 401
requires consistency in the estimating, accumulating, and reporting of costs. FAR
Part 31.2 contains no similar or related requirements. -




CAS 402: Consistency in Allocating Costs Incurred for the Same Purpose:

The requirements of CAS 402 are duplicated in FAR 31.202, “Direct Costs,” and
FAR 31.203, “Indirect Costs.” CAS 402 requires that each type of cost be allocated
only once and on only one basis to each contract. FAR 31.202 and 31.203 provide
the same basic requirements.

CAS 403: Allocation of Home Office Expenses:

The specific requirements of CAS 403 are not addressed. However, general
guidelines on allocation principles are provided at FAR 31.201-4, “Determining
Allocability” and FAR 31.203, “Indirect Costs.”

CAS 403 establishes criteria for allocating home office expenses to segments. The
standard requires that such allocations be made on a beneficial or causal
relationship. It also provides a hierarchy of allocation practices: (1) direct
identification whenever possible, if not (2) indirect cost pools allocated on a
beneficial or causal relationship, and if that is not possible, (3) allocation of
residual expenses using a three-factor formula.

FAR 31.201-4 states that a cost is allocable if it is assignable or chargeable to one
or more cost objectives on the basis of relative benefits received or other equitable
relationship. Under FAR 31.201-4, a cost is allocable to a government contract if
it (1) is incurred specifically for the contract, (2) benefits both the contract and
other work and can be distributed to them in reasonable proportion to the
benefits received, or (3) is necessary for the overall operation of the business.

FAR 31.203 requires that indirect costs be grouped in logical cost groupings, that
cost groupings be determined so as to distribute costs on the basis of benefits
accruing to cost objectives, that the base for allocating these costs not be
fragmented by removing individual elements, and that the method of allocating
costs be in accordance with GAAP.

CAS 404: Capitalization of Tangible Capital Assets:

For the most part, the specific requirements of this standard are not addressed in
the FAR. However, general guidelines for depreciation are provided at FAR
31.205-11, “Depreciation,” and FAR 31.205-24, “Maintenance and Repair Costs,”
requires that expenditures for plant and equipment be capitalized in accordance
with GAAP.

CAS 404 provides criteria for capitalization. The standard requires capitalization
if the asset benefits more than one period and the cost of the asset exceeds the
minimum capitalization threshold. The standard also includes a “no step-up, no
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step-down” rule for establishing values of certain assets acquired in a
business combination.

FAR 31.205-11 considers contractor capitalization practices to be reasonable if
the contractor follows policies and procedures that are (1) consistent with those
followed in the same cost center for business other than government, (2) reflected
in the contractor’s books of accounts and financial statements, and (3) both used
and acceptable for federal income tax purposes. In addition, FAR 31.205-11(m)
incorporates CAS 404 for assets acquired under capital leases.

FAR 310.205-24 requires capitalization and depreciation of expenditures for plant
and equipment according to the contractor’s established policy in conformance with
GAAP. In addition, the cost principle requires that extraordinary maintenance and
repair be capitalized and assigned to applicable cost accounting periods.

The cost principle also provides for a “no step-up, no step-dowh” rule at FAR
31.205-52, which is substantially the same as that provided for under CAS 404.

CAS 405: Accounting for Unallowable Costs:

FAR 31.201-6, “Accounting for unallowable costs,” duplicates the requirements of
CAS 405 through text and incorporation. CAS 405 and FAR 31.201-6 require
contractors to segregate unallowable costs.

CAS 406: Accounting Period:
The requirements of CAS 406 are addressed generally at FAR 31.203.

CAS 406 provides specific criteria on what constitutes an accounting period. The
standard defines the fiscal year as the normal accounting period and provides
specific instances in which a period other than the fiscal year may be used. CAS
406 also provides guidance on the measurement, assignment, and allocation of

restructuring costs.

FAR 31.203, “Indirect Costs,” requires that the base period for allocating indirect
costs be the contractor’s fiscal year but permits use of a shorter period (1) for
contracts in which performance involves only a minor portion of the fiscal year, or
(2) when there is general practice in the industry to use a shorter period.

CAS 407: Use of Standard Costs for Direct Material and Direct Labor:

The specific requirements of this standard are not addressed in the FAR.
However, the concept of standard costs is mentioned at FAR 31.201-1,
“Composition of Total Cost.” FAR Part 31.201-1 includes a general requirement
regarding standard costs, while CAS 407 has detailed criteria.




CAS 407 permits use of standard costs if (1) the standard costs are entered into
the books of account, (2) the standard costs and related variances are
appropriately accounted for at the level of the production unit, and (3) the
practices regarding the use of standard costs, revisions to standard costs, and
disposition of variances is stated in writing and consistently followed. In
addition, CAS 407 requires that variances be allocated to cost objectives at least
annually and on the same basis as the standard costs.

'FAR 31.201-1 permits the use of standard costs in determining the composition of
total cost if the standard costs are properly adjusted for applicable variances.

CAS 408: Accounting for the Costs of Compensated Personal Absence:

FAR Part 31.2 does not specifically address accounting for the costs of compensated
personal absences and thus relies on GAAP in this area. As noted in the CAS
versus GAAP analysis, the CAS and GAAP have overlap/duplication in this area.

CAS 408 requires costs of personal absences to be assigned to the period in which
they are earned and to be allocated pro-rata to all final cost objectives of that period.

GAAP (Financial Accounting Standards Board (FASB) 43), and thus by default
FAR Part 31.2, requires an employer to accrue a liability for employee’s rights to
receive compensation for future absences when an obligation exists. For example,
GAAP requires a liability to be accrued for vacation benefits that employees have
earned but have not yet taken; however, it generally does not require a liability to
be accrued for future sick pay benefits, holidays, and similar compensated
absences. This requirement is similar to the requirement at CAS 408.

CAS 409: Depreciation of Tangible Capital Assets:

The specific requirements of this standard are not incorporated in the FAR.
However, general guidelines are provided in FAR 31.205-11, “Depreciation.” In
addition, there is duplication in the requirements for treatment of gains or losses
on disposition of assets at FAR 31.205-16, “Gains and Losses on Disposition or
Impairment of Depreciable Property or Capital Assets.”

CAS 409 (1) provides specific criteria for determining when an asset is placed in
use, (2) requires that expected periods of usefulness be used in determining
depreciation periods, (3) requires that the contractor maintain records of past
retirement of similar assets used in similar circumstances, (4) requires that the
records of past retirement be adequate to show the age at retirement for a sample
of assets for each significant category, (5) requires that the depreciation method
used for financial accounting also be used for contract costing (unless the method
is unacceptable for income tax purposes or does not reasonably reflect the
expected consumption of services), (5) limits the direct allocation of costs to those
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allocated on the basis of usage, and (6) requires that any sale gain/loss be
allocated in the same manner as the asset was depreciated.

FAR 31.205-11 considers contractor depreciation practices to be reasonable if the
contractor follows policies and procedures that are (1) consistent with those
followed in the same cost center for business other than government, (2) reflected
in the contractor’s books of accounts and financial statements, and (3) both used
and acceptable for federal income tax purposes. FAR 31.205-11 also states that
depreciation should usually be allocated as an indirect cost (but there is no
prohibition against allocating deprecation as a direct cost).

In addition, FAR 31.205-16 contains criteria for allocating gains/losses similar to
that contained in CAS 409.

CAS 410: Allocation of Business Unit General and Administrative
Expenses (G&A) to Final Cost Objectives:

The specific requirements of CAS 410 are not addressed in the FAR. However,
general guidelines on allocation principles are provided at FAR 31.201-4,
“Determining Allocability,” and FAR 31.203, “Indirect Costs.”

CAS 410 provides criteria for the allocation of business unit G&A to final cost
objectives based on their beneficial or causal relationship. This standard requires use
of a single business unit G&A pool allocated over a total activity base. The total
activity base can be one of three: total cost input, value added, or single element.

FAR 31.201-4 states that a cost is allocable if it is assignable or chargeable to one
or more cost objectives on the basis of relative benefits received or other equitable
relationship. Under FAR 31.201-4, a cost is allocable to a government contract if
it (1) is incurred specifically for the contract, (2) benefits both the contract and
other work and can be distributed to them in reasonable proportion to the
benefits received, or (3) is necessary for the overall operation of the business.

FAR 31.203 requires that indirect costs be grouped in logical cost groupings, that
cost groupings be determined so as to distribute costs on the basis of benefits
accruing to cost objectives, that the base for allocating these costs not be
fragmented by removing individual elements, and that the method of allocating

costs be in accordance with GAAP.
CAS 411: Accounting for Acquisition Costs of Material:

Most of the specific requirements of CAS 411 are not addressed in the FAR.
However, general guidelines and a few specific requlrements are incorporated at
FAR 31.205-26, “Material Costs.”




CAS 411 (1) requires consistent contractor policies for accumulating and allocating
material costs, (2) permits direct allocation of material costs to cost objectives if the
cost objective was specifically identified at the time of purchase or production of the
units, (3) states that indirect material not consumed by the end of the period
cannot be charged in that period but must instead be established as an asset, and
(4) provides for five acceptable inventory costing methods: first-in-first-out (FIFO),
moving average, weighted average, standard cost, and last-in-first-out (LIFO).

FAR 31.205-26 states that when materials are purchased solely for and are
identifiable with a contract, the actual purchase cost of those materials shall be
charged directly to that contract. FAR 31.205-26 also states that, for materials
issued from stores, any generally recognized method of pricing such material is
acceptable if that method is consistently applied and the results are equitable.

CAS 412: Composition and Measurement of Pension Costs:

FAR 31.205-6(j), “Pension Costs,” incorporates the requirements of CAS 412 by
reference, and thus the FAR duplicates the CAS for this issue.

CAS 412 and FAR 31.205-6(j) (through incorporation of CAS 412) (1) define the
four components of pension cost for defined benefit pension plans, (2) measure
defined contribution pension plan costs as the net contribution for the period, (3)
require the use of an immediate gain actuarial cost method for measuring defined
benefit pension plan costs other than those accounted for on a pay-as-you-go
method, (4) provide requirements for determining actuarial assumptions/
estimates, and (5) provide criteria for reassignment of pension costs.

CAS 413: Adjustment and Allocation of Pension Costs:

FAR 31.205-6(j), “Pension Costs,” incorporates the requirements of CAS 413 by
reference, and thus the FAR duplicates the CAS for this issue.

CAS 413 and FAR 31.205-6(j) (through incorporation of CAS 412) (1) provide
criteria for computing/assigning gains and losses, (2) provide criteria for actuarial
assumptions, (3) requires allocation of pension costs to all segments having
participants in the pension plan, (4) require segment accounting when certain
conditions exist, (5) provide for the concept of an assignable cost deficit, and (6)
require an adjustment for segment closings and plan terminations.

CAS 414: Cost of Money as an Element of the Cost of Facilities Capital:

FAR 31.205-10, “Cost of money,” incorporates the requirements of CAS 414 by
reference, thus duplicating the CAS for this issue.

)




CAS 414 and FAR 31.205-10 (through incorporation of CAS 414) provide criteria
for the measurement and allocation of the costs of facilities capital.

CAS 415: Accounting for the Cost of Deferred Compensation:

FAR 31.205-6(k), “Deferred compensation,” incorporates the requirements of CAS
415 by reference, and thus the FAR duplicates the CAS for this issue.

CAS 415 and FAR 31.205-6(k) (through incorporation of CAS 415) provide criteria
for measuring and assigning the costs of deferred compensation, including (1)
requirements that deferred compensation be assigned to the period in which the
contractor incurs an obligation to the employee, and (2) that the costs be
measured as the present value of the future benefits.

CAS 416: Accounting for Insurance Costs:

For contractors that establish self-insurance programs, FAR 31.205-19,
“Insurance and Indemnification,” incorporates the requirements of CAS 416, and
thus the FAR duplicates the CAS for this issue. For purchased insurance, CAS
416 and FAR 31.2 (through the use of GAAP) have similar requirements.

For self-insurance charges, CAS 416 (and thus FAR 31.2 for contractors that
establish self-insurance programs) requires that (1) insurance costs be assigned
to a cost accounting period using a projected average loss, and (2) insurance costs
be allocated based on the beneficial and causal relationship between the
insurance costs and the benefiting/causing cost objectives.

For purchased insurance costs, CAS 416 requires that (1) the premium costs
applicable to a given policy term be assigned pro rata among the cost accounting
periods covered by the policy term and (2) a refund become an adjustment to the
pro rata premium costs for the earliest cost accounting period in which the refund
is received. FAR 31.205-19 does not address the treatment of purchased
insurance and thus would follow the GAAP requirements. The GAAP
requirements for the various types of insurance policies that can be purchased are
too numerous to list. However, the general principle that underlies the specific
accounting treatment for each of these policies is similar to the CAS 416
requirement, i.e., the premium cost should be assigned among the accounting

periods covered by the policy term.

CAS 417: Cost of Money as an Element of the Cost of Capital Assets
Under Construction:

FAR 31.205-10, “Cost of money,” incorporates the requirements of CAS 417 by
reference and thus duplicates the CAS for this issue.




CAS 417 and FAR 31.205-10 (through incorporation of CAS 417) provide criteria for
measuring the cost of money attributable to capital assets under construction,
including the requirement that the cost of money applicable to investment in
tangible and intangible capital assets being constructed, fabricated, or developed for
a contractor’s own use be included in the capitalized acquisition cost of such assets.

CAS 418: Allocation of Direct and Indirect Costs:

The specific requirements of this standard are not addressed in the FAR. However,
general guidelines on allocation principles are provided at FAR 31.201-4,
“Determining Allocability,” and FAR 31.203, “Indirect Costs.”

CAS 418 requires the contractor to (1) have written policies for classifying costs as
direct or indirect, (2) accumulate the indirect costs in homogeneous cost pools, and 3)
allocate the cost pools in reasonable proportion to the beneficial or causal relationship.

FAR 31.201-4 states that a cost is allocable if it is assignable or chargeable to one
or more cost objectives on the basis of relative benefits received or other equitable
relationship. Under FAR 31.201-4, a cost is allocable to a government contract if
it (1) is incurred specifically for the contract, (2) benefits both the contract and
other work and can be distributed to them in reasonable proportion to the
benefits received, or (3) is necessary for the overall operation of the business.

FAR 31.203 requires that indirect costs be grouped in logical cost groupings, that
cost groupings be determined so as to distribute costs on the basis of benefits
accruing to cost objectives, that the base for allocating these costs not be
fragmented by removing individual elements, and that the method of allocating
costs be in accordance with GAAP.

CAS 420: Accounting for IR&D and B&P Costs:

FAR 31.205-18, “Independent Research and Development and Bid and Proposal
Costs,” incorporates the requirements of CAS 420, except for paragraphs (e)(2)
and (£)(2). Thus the FAR duplicates the CAS by reference for most of this area.

CAS 420 and FAR 31.205-18 (through incorporation of CAS 420) require that
IR&D/B&P costs be (1) accumulated by project, (2) allocated on a beneficial or
causal relationship, and (3) assigned only in the period in which they are incurred
(except that IR&D costs may be assigned to other periods if permitted by existing
laws or regulations).

CAS 420, but not FAR 31.205-18, requires that IR&D/B&P costs be allocated
among segments by means of the same base used by the company to allocate
residual expenses under CAS 403 and that IR&D/B&P costs be allocated to final
cost objectives using the same base used to allocate G&A expenses under CAS 410.
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FAR 31.2 does not incorporate CAS 403 or CAS 410 and thus relies upon the
general allocability criteria at FAR 31.201-4 for allocating IR&D/B&P costs. This
criteria states that a cost is allocable if it is assignable or chargeable to one or
more cost objectives on the basis of relative benefits received or other equitable
relationship. Under FAR 31.201-4, a cost is allocable to a government contract if
it (1) is incurred specifically for the contract, (2) benefits both the contract and
other work and can be distributed to them in reasonable proportion to the
benefits received, or (3) is necessary for the overall operation of the business.




Appendix VIII

LIST OF SURVEYED CONTRACTORS
AND IDCC FIRMS

Listing of Department of Defense contractors surveyed:

1. Aergjet General Corporation
* GenCorp Aerojet
* Aerojet - Sacramento

2. Alegany Teledyne
* Brown Engineering
* Ryan Aeronautical
+ Wahchang Albany

3. Alliant Techsystems
» Commercial Propellent Segment
* Defense Systems -
- Space and Strategic Systems Group

4. Allied Signal
» Technical Services
* Electronics and Avionics Systems
+ Aerospace Equipment Systems

5. Ball Corporation
- Ball Aerospace and Technical Corporation

6. BDM
- Enterprising Management Systems
* Federal Systems

7. Boeing
* Boeing Commercial Airplanes Group
» Defense & Space Segment
- Aircraft & Missiles Segment
*+ C-17 Segment

8. Eaton Corporation
* Pressure Sensors Division
» Specific Industry Controls Division
« Valve Actuator Division




9. General Electric Company
« GE Aircraft Engines - Evendale
* GE Aircraft Engines - Lynn
* GE Power Systems

10. Harris Corporation
» Information Systems Division
» Government Aerospace Systems Division

11. Honeywell
- Honeywell Technology Center
- Solid State Electronics Center

12. L-3
- Explosive Detection System
* Medical Systems

13. Lockheed Martin Corporation
« LM Tactical Aircraft Systems
« LM Aeronautical Systems
- LM Missiles and Space
« LM Federal Systems

14. Lockheed Martin Sanders
- MED
+ Telecommunications

15. MeDermott Incorporated
+ Naval Nuclear Fuels Division
* Nuclear Equipment Division
+ Contract Research Division

16. Orbital Sciences Corporation
» Space Systems Group
« Electronic Sensor Systems Group
« Launch Systems Group

17. Scott Technologies
+ Interstate Electronics Corporation

* Scott Aviation

18. Sundstrand
« Sundstrand Aerospace Electric Systems
« Aerospace Mechanical Systems
+ Aerospace Power Systems
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19. Textron, Inc.
- Bell Helicopter Textron
* Textron Systems Division
* Fuel Systems Textron

List of IDCC firms:

Corning Incorporated
Cummins Engine Company
Dow Chemical Company
Dow Corning Company
Eastman Kodak Company
Hoechst

Honeywell

IBM

. Motorola

10. W. L. Gore and Associates, Inc.
11. 3M Company
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Appendix IX

TESTIMONIES AND OTHER STATEMENTS

PERSON AND ORGANIZATION

Ms. Danielle Brian, Executive Director,
Project on Government Oversight

Mr. Alan Brown, Attorney, McKenna &
Cuneo

Mr. Bert M. Concklin, President,
Professional Services Council

Mr. Tim Foster, President, TAF, Inc.

Mr. Stanley Fry, Manager of Contracts for
Commercial and Government Systems,
Eastman Kodak

Mr. Stephen W. Gammarino, Senior Vice
President, Federal Employee Program,
Blue Cross-Blue Shield Association;

Mr. Nelson Shapiro, Consultant,;

Mr. Bill Preskin, Attorney

Mr. Sanders P. Gerson, Deputy Assistant
Inspector General for Audits, Office of the
Inspector General, U.S. Office of Personnel

Mr. Patrick Gnazzo, Vice President of

Business Practices, and
Mr. Joel Marsh, United Technology

Corporation
Ms. Helaine Gregory, Compliance Officer,
Government Operations, United

Health Care Insurance Company

Mr. Alfred King, Chairman, Management

Accounting Committee, Institute of
Management Accountants

TOPIC

Government oversight

Staffing support and
communications with industry

Application of the CAS for the
service industry

Vital role of the CAS in
government today - with a
historical perspective

The CAS application for
predominately
commercial companies

The CAS application for the
Blue Cross-Blue Shield Federal
Employee Program

Application of the CAS to the
Federal Employee Health Care
Program

Corporate perspective of the CAS

The CAS application to Medicare
contractors

Management accounting for
government cost accounting
purposes




Mr. Paul Lindahl, Manager, Government
Controllers Department, 3M Corporation

Mr. John Lordon, Vice President for
Business Affairs, Johns Hopkins
University

Mr. Merritt Marquardt, Chairman,

Integrated Dual-use Commercial Companies

Mr. Rodney Mateer, National Partner,
Deloitte & Touche

Ms. Eileen Morrissey, Director, Advanced
Cost Management, AlliedSignal, Inc.
Chairperson, Consortium for Advanced
Manufacturing - International

Mr. Anthony O’Falt, Resident Auditor,
Defense Contract Audit Agency, United
Technology Corporation

Mr. Charles Ream, Executive

Vice President for Finance, and

Mr. Robert Morales, Director,
Government Accounting, The Raytheon
Corporation

Mr. William Romenius, Assistant
Comptroller for Finance, The Boeing
Company

Mr. Ronald D. Sabado, Resident Auditor,
Defense Contract Audit Agency, Boeing
Corporation Resident Office

Mr. Bernard Sacks, President, Sacks
Bonuccelli, Inc., Certified Public
Accountants

Mr. Lynn Saylor, Corporate Director of
Finance, General Electric Company

The CAS application for
predominately commercial
companies

The CAS application for
universities and colleges

Predominately commercial
companies with small
government market

The CAS and GAAP: overlap,
duplication and conflict

The importance of advanced
cost and management in today’s
complex environment

Resident DCAA auditor’s
perspective on the CAS

Corporate perspective on the CAS

Corporate perspective on the CAS

Resident DCAA auditor’s
perspective on the CAS

Organizational placement of
the CAS

Corporate perspective on the CAS
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Mr. Charles Tiefer, Associate Professor,
University of Baltimore School of Law

Mr. Alan Tinti, Defense Corporate
Executive, Defense Contract Management
Command, United Technology Corporation

Mr. Frank D. Titus, Assistant Director for
Insurance Programs, United States Office
of Personnel Management

Ms. Margaret Worthington, Partner, Price
Waterhouse

Academic perspective on the CAS

Defense Corporate Executive’s
perspective on the CAS

The CAS in the Federal Employee
Health Care Program

The CAS and Cost Principles:
overlap, duplication and conflict

The following individuals did not appear at the hearing but submitted statements

for the record:

Mr. Bertold Bodenheimer, Partner, Caldwell
and Bodenheimer, CPA

Mr. Dan C. Heinemeier, President,
Government Electronics and
Information Technology Association

Ms. Eleanor Hill, Inspector General,
Department of Defense

Mr. Gordon Shillinglaw, Professor of
Accounting Emeritus, Columbia University,
and former member of the Cost Accounting
Standards Board

Need for the CAS

Applicability of the CAS

Need for the CAS

The CAS versus the GAAP
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Testimonies and Other Statements
A e e

Tim Foster, President, TAF, Inc.
6370 Brampton Court, Alexandria, VA 22304
703-461-0855

Vital Role of Cost Accounting
Standards in Government
Procurement Today—with
Historical Perspective

Statement to the Cost Accounting Standards
Board Review Panel

June 16, 1998
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Main Points regarding Cost Accounting Board Review

1. In recent years, Govemment contracior lobbyists have been axploiting federal
budget reduction inltiatives in an effort to dismantle long-established
procurement safeguards. This panel Is meeting today, at the request of two
Congressional Commitiee chairmen, as part of this effort. The question before
e e e o At oo o0, POl o
accounting standards, exemption of special inferest groups,
function to another forum such as the Financial Accounting Standards Board,

2. | was Admiral Rickover's point man for the accounting standards effort in the
years leading up 10 the cost accounting standards legisiation. | helped the new
Cost Accounting Standards Board staff focus on problem areas. | watched
helplessiy as contractor lobbyists later succeeded in cutting off all funding for
the original Board.

3. | know why the Cost Accounting Standards Board came to be. | know how
persistently cortractor lobbyists have worked to avoid the uandardg. 1 am very
aware of the business climate that has eccompanied the downtum in defense
spanding. From this perspeciive, | strongly urge the panel to resist pressures
to weaken the Cost Accounting Standards Board or to naimow its application.

4. Upon amiving at Naval Reactors, in March 1963, one of my first assignments
was 10 review noarly a dozen General Accounting Office “Biue Boak Reports”,
Each described excessive profits made by naval nuclear component
manufecturers under firm-fixad-priced, competitively awarded contracts. The
GAO had also issusd reports of this nature regarding other defense programs.

5. After calculating the profits reallzed on thesa orders, the GAO recommended
that we seek voluntary price reductions from the contractors. We daciined on
the basis that "a contract is @ contract”,

6. Dealing with the GAQ reports, however, taught us how difficult it was to
determine how much our equipment cost to manufacture and how much profit
our contractors were making in producing it. One GAO report resutted in 7
subsequent audits, 11 different results, a 50 percent variance in cost
estimates, and estimated prefits ranging between 10 and 100 percent.

7. The GAO reports also undemined our confidence that competitive bids from
four or five experienced contractors woukd autometically ensure reasonabie
prices. We began requiring certified contractor cost and pricing data that we
zauld examine before contract award,

TIM FOSTER, TAF, INC. 703-481.0885 1




. We shifted from firm-fixed-priced contracts to fixed-priced-incentive contracts.
8 Fl:edﬂﬂcod-lnoenﬁve contracts help mitigate both contracior and Govemment

pricing risks. Final prices depend on actual incurred cost.

9. As we began examining more contracior cost dsta, we gained a better
understanding of the work. We also discovered how eontradom'woro able to
expioit the lack of cost accounting standards to the Government's detriment ~

all within generally accepied accounting principles.

10. Among the abuses we discovered:

a. Propose and sccount for costs on different bases, One contractor
repealedly certified cost braakdowns that showed a 25% G&A rate and &
13% loss. Defense auditors found thet this was really a 12 % G&A rete

and a 13% profit

ing for indlyidual ._Onelarge, sole source
contractor quoled a price four timas highar than previousty. The firm
insisted that its accounting system did not sagregate cosis by individual
contract. We therefore had no reasonable basis for evaluating the

proposed price.

rgi t I commerc One large
contractor redefined more than $100 million in commercial losses as
“manufacturing process development costs®. Supported by a prestigious
acoounting firm and sttomeys, the company litigated for the right to
amortize thess so-called costs over future Govemment work.

b B
reimb overhead cost fo fixed-priced. competitiv

B act d as X . 8
contrects Several large contractors did this extensively with administrative
suppont costs and warehousing sarvices. The effect is that cost
reimburssment contracts subsidize fixed-pricod contracts, sole source
contracts subsidize competitive contrects, or Govemment contracls
subsidize commercial work.

.
ACCOLTING DORCY CBNGN

contractor facing a cost overrun could lessen the impact by changing
retroactively its accounting policy to reduca the depreciation costs charged
lo current contracts. Conversely, a contractor might change its accounting
policy to charge off assets quickly on current contracts and therefore
improve future profits. Contractors could later reverse the process.

f. ilings, One large contractor, on paper, charged
stores inventories to contracts at the end of the month snd included these
amounts as coet incurred for progress billings. Several days later, the
company would reverse the charges and take the material back up on its
books as inventory. This wes a paper entry. No matorial ieft the shef,
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Jg._n: r‘!‘;‘v v .a 0Qr'e ;;:n ;e 08 ance 1ing .
to stockholders, This was a significant factor in the large claims that, during
the 1670's, virtually stopped Navy shipbuilding programs. Under )
percentage-of-completion accounting, annual profit figures published in
financial reports are largely management estimates that even the best of
public accourtants cannot actually validate.

11. For seven years, the defense Industry, Department of Defense officials, and
the aecoun)t':\z profession dismissed Admiral Rickover's axamples of the need
for cost accounting standards. Not until the GAO documented cver _’.{00 chses
of similar accounting abuses, were we able 1o overcome this opposition.

12, Although originally opposed to cost aocounting standards, the Defensa
Contract Audit Agency subsequently Issued a May 1969 report confirming
that:

a. There was no authoritative coda of definitive cost accounting principles.

b. in the absence of cost accounting standards, accounting disputes had to
be settied through other meana.

¢. Forty-sight judicial or quasi-judicial decisions in the past ten years had
been directed specifically to cost accounting principles and practices.

d. Thase forty-eight decisions represented *an infinitesimal portion of the
controversias in this area”.

13. Even after Congress enacted the cost accounting standards legislation,
contractor lobbyists continued their efforts to move standard-setting function to
a more favorabie forum. As a result of these efforts, they:

a. Failed to convince the courts that it was unconstitutional for the Cost
Accounting Standards Board to be in the legislative branch under the
Comptroller General.

b. Succeeded in terminating congressiona! funding for the Board.

¢ Later resurected the Cost Accounting Standards Board in the executive
branch o provids a mechanism for modifying the standards.

14. The reasons for sustaining a strong Cost Accounting Standards Board are as
valld today as they were over thirty years ago.

a. Thereis even less compglition for specialized govemment needs. in the
defense business, ~ lower quantities, fower suppliers.

b. The financial prassures on managers and corporate executives 16 portray
their performance in the best possible light are no less today than they
weare then.

¢. The vigor with which contractors pursue ,ovemmer : contracts belles
claims that they are scared away by Go emment [ rocurement policies.
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d. Public servants can no more afford to waste their time today on
unnecessary accounting disputes then they could thirty years ago.

15, The pressures on management to apply creative accounting are substantiad.
Porfgrrmmoe and executive compensation frequently depend on reponed
resuits. The temptation to charge higher prices, o to present financial figures in
their most favorable light, or to exploit accounting loopholes can be grest.
Moreover, managers can achieve thess improvements w.ith.only apen
Achieving equivalent resuits through workforce productivity improvements tends
1o be more difficult Cost accounting standards heip to mitigate these pressures

to manipulate cost figures.

16. Contractor labbyists have advocated transferring some or all of the Cost
Accounting Standards Board functions to the Financial Accounting Standards
Board. That is not & good idea.

a. The Financial Accounting Standards Board is to set standards pertaining to
periodic reporting on the overall financial condition of businesses. The Cost
Accounting Standards Board sets standards for measuring and assigning
costs to individual contracts that may take years to perform.

b. The primary interest of the Financial Accounting Standards Board Is to
maintain public confidance in financial reports relied upon by investors,
lenders, buyers, and sellers. it is not concemed with how companies charge
their customers.

¢ Even in the executive branch, the Cost Accounting Standards Board enjoys
8 measurs of visibility and independence from contractor prassure. One
could not reasonably expect to achieva equivalent results at the Financial
Accounting Standards Board.

d. The Govemnment, not the private sactor, should set and administer
standards for measuring and allocating costs to Government contracts,

17. The accounting profession established the Financis! Accounting Standards
Board o blurt public and congressional criticism of its generally accepled
accounting practices. The profession was hard-hit by widely publicized
instances of large companies declaring bankruplcy in the face of audited
financial reports that gave no hint of problems. Today, accountants and
companies seem to appreciate the Importance of the Financial Accounting
Standards Board In sustaining public confidence. Companies that value their
reputation wouid not dare to sgak exemption from financial accounting
stendards. The same should be true with respect to cost accounting standerds.

TIM FOSTER, TAF, INC. 703-401-0855 .
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18, Congress and the Executive Branch are repeatedly asking public servants to do
more with lass. k makes no sense to deny them use of cost accounting
standards that make their jobs easier.

19. Historical cost data is an important consideration In requirements-datermination,
cost estimating, budgeting, and management of Government programs.
Consistent, reliable cost collection and reporting are critical lo these processas.

Summary:

s Congress established the Cost Accounting Standards Bogrd 1o curb aeoomum
abuses and to reduce time-consuming and costly contract and accounting

dispites.

o Contractor lobbyists and the public accounting profession have not besn
objective in their advice In Government procurement policy matters due to their
self-intorest.

¢ The reasons for sustsining a strong Cost Accounting Standards Board are as
valid tocay as they were over thirty years ago.

¢ Contractor argumeants against the Cost Accounting Standards Board and in
favor of broader exemptions are essentially the same as thirty years ago, and
no more valid.

» Confractors or government agencies that advocate weakening procurement
safeguards such as cost accounting standards should carefully consider the
long-term ramifications of doing so.

¢ The Cost Accounting Standards Board should keep abreast of Financial
Accounting Standards Board ectivities, and vice versa. However, the Cost
Accounting Standards Board must remain separate and independent
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Ronald D. Sabado
Resident Auditor, DCAA
Boeing Corporation Resident Office
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Cost Accounting Standards Board Review Panel
Washington, D.C., 20548

In response to your Notice of Public Mccting, I provide the following comments
on the Cost Accounting Standards Board (CASB). My name is Ron Sabado and I am an
auditor with the Defense Contract Audit Agency (DCAA). 1 graduated from the
University of Washington in 1973 with a BA in accounting. Currently, I am enrolled in a
graduate program at Central Michigan University. 1 am a certified public accountant
(CPA) and a certified management accountant (CMA). 1 am a member of the American
Institute of Certified Public Accountants (AICPA), Institute of Management Accountants
(IMA), and National Contract Management Association (NCMA). During my 25 year
DCAA career, 1 have performed, supervised, and managed contract audits at small,
medium and large contractors and 1 have been exposed to a variety of accounting
practices. Currently, I manage a resident office covering a large contraclor with a
significant amount of commercial and government work. Prior to my current assignment
I managed 2 branch office covering small and medium contractors some of which were
CAS covered. -1 have taught financial and managerial accounting classes at a community
college over the past 20 years. The financial accounting class includes coverage of
measurement and assignment of costs and the managerial accounting class includes

coverage of measurement, assignment and allocation of costs.

My currcnt assignment covers a large multi-scgment contractor with operations
throughout the world. The contractor employs about 235,000 people worldwide and has
sales of about $45 billion. My responsibility is limited to one geographical area that has
four major contractor organizations. The organizations arc a home office, a service
organization, a commercial organization, and a govemment organization. All of these
organizations are CAS covered and file a disclosure statement. My day-to-day interaction
on CAS issues depends on which organization I'm interacting with but the government
organization represents the greatest dollar risk. For the past few years 1 have been

periodically meeting with the vice president of finance of the government organization




and his accounting staff. The purpose of the meeting is to share current items of interest.
At these meetings, the company has discussed future accounting issues prior to formal
disclosure. The company will provide additional briefings on issues that we identify as
particularly important. In addition, recently we have been using an integrated product
tcam (IPT) approach to auditing the contractor’s disclosure statement. Under this
approach we work together to try to resolve all issues before we publish our audit report.
This resolves most disclosure statement adequacy issues hefore the audit report is issued
to the contracting officer. This new process requires cooperation among all parties and a
willingness to improve the process as barriers are confronted. Over the past two years
my office spent about 3.2 staff years, or about six percent of available audit resources, on
cost accounting standards disclosure statements, compliance audits, and reviews of cost
impacl slatements. In my opinion, if cost accounting standards did not exist we would
spend the 3.2 staff years doing equivalent work. For example, our audit scope on any
particular audit is driven by risk assessment. The risk assessment is partly determined by
the system of intemnal controls. ‘We audit the contractor’s systems, including the
accounting system, compensation system, and materials and labor systems, to ensure
adequate policies and procedures are in place and are operating. Our audit coverage of
cosl accounting standards is supplemented by our audit work on intcrnal controls systems
and our audit work on internal controls systems is supplemented by our audit work on
cost accounting standards. Accordingly, strong internal controls do not eliminate the

need for cost accounting standards.

As’ a profcssional accountant, auditor, and teacher, 1 believe that accounting
standards, in general, are essential because decisions about the use and allocation of
resources, in a constantly changing environment, rely heavily on credible, concise, and
understandablc financial information. The CASB's work on both concepts and standards
is based on research aimed at gaining new insights and ideas and has made significant

contributions to the body of accounting knowledge.

The accounting profession has long been concemed with the differences in

accounting practices and techniques and the problems associated with those differences.
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In its preface to an accounting research bulletin issued in 1953, the Committee on
Accounting Procedure wrote, “Since its organization the American Institute of
Accountants, aware of divergences in accounﬁng procedures and of an increasing interest
by the public in financial reporting, has given consideration to problems raised by these
divergences”. The primary objective of the CASB is to achieve increased degree of
uniformity and consistency in cost. Increased uniformity and consistency improve
understanding and communication, reduce the incidence of disputes and disagreements,
and facilitate contract scttlements. Cost accounting standards cover the measurement of
costs, assignment of costs to cost accounting periods and the allocation of costs to cost
objectives. In addition, part of the CASB role is to keep standards current to reflect
changes in methods of doing business and changes in the economic environment and
consider promptly any significant areas of deficiency that might be improved through the

standard-setting process.

In my opinion, standards are desirable. Standards provide a framework that
organizations use to measure performance and, as noted by the American Institute of
Accountants, to narrow the divergent procedures in the interest of users. In my opinion,
the move to commercial practices, does not diminish, and may even strengihcn, the need
for some fundamental standards. Commercial practices whether manufacturing
processes, human processes, or accounting procedures, require some standards to
measure against the outcome. Standards ensures some consistency, uniformity, and
quality of expected output. Without standards, whether process standards or accounting
standards, an undesirable outcome may occur. For example, the government has
purchased commercial items that were subsequently modified to government
requirements. During production the contractor allocated certain tooling costs to each
unit. However, believing that it had not fully recovered the cost of certain program
equipment, the contractor developed an allowance factor to add to the government
purchased items after completion. The allowance factor included costs already allocated
as tooling costs and resulted in double recovery of the same costs. This practice was not
compliant with CAS 402, Consistency in Allocating Costs Incurred for the Same

Purpose. The contractor did not initially agree with the noncompliance but after




discussions the contractor agreed to remove the tooling costs from the allowance factor

resulting in savings to the government of about $4 million.

The alterative to promulgated cost accounting standards is to rely on the Federal
Acquisition Regulations (FAR) or generally accepted accounting principles (GAAP).
FAR Part 31 has concentrated primarily on the allowability of costs. FAR Part 31 does
not provide for specific guidelines for measurement, assignment, and allocation of costs
except where incorporated from duly promulgated cost accounting standards.
Accordingly, the FAR alone is not adequate to address complex cost accounting issues in
a dynamic busin?ss environment. For example, during the late 1960s and early 1970s a
contractor was allocating state tax costs over a headcount allocation base when specific
identification of tax costs to cost objectives provided a better causal or beneficial
relationship. The contraclor's allocation practice resulted in the government absorbing
more tax costs than it would on an allocation base reflecting a causal or beneficial
relationship. Nevertheless, the contractor prevailed because FAR or GAAP did not
adequately address allocation of costs based on casual or beneficial relationships. The
very broad allocation concepts in FAR and GAAP did not narrow the diversity of
allocation methods that could be used. Shortly after this dispute, CAS 403, Allocation of
Home Office Expenses o Segments, was promulgated. Nevertheless, the contractor
continued to dispute any noncompliance with its allocation method. The government
successfully challenged the contractor’s practice at the ASBCA and subsequent appeals.
Ultimately the contractor changed its cost accounting practices to 2 method that was
compliant with the Standard. The change resulted in several million-dollar savings to the
government to correct prior practices and more equitable annual tax costs being allocated

to government cost objectives.

GAAP has some application to allocation of costs but the principle purpose of
. promulgating GAAP was not to address allocation of costs to cost objectives. The
mission of the Financial Accounting Standards Board is to establish and improve
standards of financial accounting and reporting for the guidance and education of the

public, including issuers, audilors, and users of financial information.




To accomplish its mission, the FASB acts to:

1. Improve the usefulness of financial reporting by focusing on the primary
characteristics of relevance and reliability and on the qualities of comparability

and consistency;

2. Keep standards current to reflect changes in methods of doing business and

changes in the economic environment;

3. Consider promptly any signiﬁcani areas of deficiency in financial reporting that
might be improved through the standard-setting process;

4. Promote the international comparability of accounting standards concurrent with

improving the quality of financial reporting; and

5. Improve the common understanding of the nature and purposes of information

contained in financial reports:

The FASB develops broad accounting concepts as well as standards for financial
reporting. Concepts arc uscful in guiding the FASB in establishing standards and in
providing a frame of reference, or conceptual framework, for resolving accounting issues.
The framework will help to establish reasonable bounds for judgment in preparing
financial information and to increase understanding of, and confidence in, financial
information on the part of users of financial reports. It also will help the public to

understand the nature and limitations of information supplied by financial reporting.

The CASB’s mission is similar to the FASB’s mission except that the FASB

concentrates on improving standards of financial accounting and reporting while the

CASB concentrates on improving cost accounting standards. Their activities are




generally complementary. Without the CASB, divergent cost accounting practices would

continue to exist.

The CASB has long been committed to promulgating standards only when the
expected benefits exceed the perceived costs. While reliable quantitative cost-benefit
calculations are seldom possible, the Board strives 1o determine that a proposed standard
will fill a significant need and that the costs it imposes, compared with possible
alternatives, are justified in relation to the overall benefits. DCAA takes a similar
pragmatic view of cost and benefit when its auditors perform cost accounting standards
compliance audits, The DCAA contract audit manual states that auditors should report
only major violations with cost accounting standards, regardless of the effect on contract
costs, or the noncompliance has a significant cffect on covered contracts either now or in
the future. In my experiences, the pursuit of trivial or immaterial noncompliance is an
inappropriate use of government and contractor resources and is discouraged. For
example, prior to beginning an audit DCAA performs a risk assessment of the subject
area. The risk assessment considers, among other things, cost materiality and ability of
the contractor’s internal controls to détgct problems. ‘The assessment of internal controls
includes whether the contractor has a system to ensure compliance with applicable laws
and regulations. During DCAA’s annual planning cycle and during planning for a
specific audit, we perform a risk assessment, which drives the audit resources committed
to the audit. If the contractor’s systems are adequate and comply with polices and
procedures and laws and regulations we will reduce our audit scope resulting in savings

of contractor and government resources.

The CASB has stated that one of the principal purposes of setting Standards is to
measure the full cost of supplies and services acquired by the Government in a way that
is fair to both buyer and seller; that is, the cost accounting standard shows neither bias
nor prejudice to eithef party. The CASB recognized that a fair cost accounting standard
might result in a shift of cost either to or from government contracts. In formulating
standards, shifis of costs should not be determinative. My experience shows that the

promulgated cost accounting standards have achieved the CASB’s goal of faimness,
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because they are based on extensive research of the pertinent issues, considered
comments from the affected parties, have theoretically sound basis, and reflect generally
accepted accounting practices,. For example, during the early 1980s, when CAS 416,
Accounting for Insurance Costs, bhecame applicable to a particular contractor, the
contractor and 1 worked on present value concepts for a self-insured worker
compensation program. Both parties agreed that the time value of money should provide
a fair measurement of the cost and should be reflected in the cost measurement. This
resulted in saving the government about $250,000 annually. The results of contract
pricing, however, may be regarded as fair or unfair by either or both partics to a specific
contract because faimess is viewed from the personal point of the particular party.
Without cost accounting standards the contracting parties will price specific contracts by
relying on interpretation of the cost measurement, assignment, and allocation principles
in FAR or GAAP. The results on a case-by-case basis, or overall basis, to either the
government or the contractor will be decided on without benefit of the exhaustive
research or public comment and, as a result, may be unfair. In addition, there may bc
some unintended costs of each contracting action dealing with similar issues. The
standards provide the framework within which the contracting parties can negotiate the
contract. The cost accounting standards have placed the contracting parties, in general, on

a more equal basis.

In summary, the CASB has developed standards that have narrowed the divergent
accounting practices and has resulted in savings to the government far in excess of the

implementation costs. I appreciate the opportunity to express my views. Thank you.




Written Statement to General Accounting Office Panel on Cost
Accounting Standards Board - June 16, 1998

My name is Bill Romenius. | am the Assistant Controller - Cost Accounting
at Company Offices for The Boeing Company and | welcome the opportunity
to speak before this panel on issues related to the Cost Accounting
Standards Board (CASB). This panel's review of the CASB mission is of
particular interest to me due to the fact that my present position’s
responsibilities include Cost Accounting Standards (CAS) compliance of
company-wide policies as well as Company Office costs and centralized
payments. In addition, | provided staff support to the first industry
representative to the reestablished CASB, Arnt Lowell.

Another perspective | have of the CASB is gained by virtue of Boeing's
significant participation in both commercial and govemment markets. This
is particularly relevant in light of recent Government initiatives such as the
Federal Acquisition Streamlining Act (FASA) and the Clinger-Cohen Act with
their emphasis on streamlining the acquisition process through, among
other things, encouraging the procurement of commercial items and the
adoption of commercial practices. Also, with the majority of Boeing
business still in commercial aircraft sales, the DOD’s focus on Civil/Military
Integration is of particular interest in this era of downsizing and increased

emphasis on more efficient use of commercial facilities and personnel.

It is from all of these perspectives that | offer my personal thoughts and
suggestions for your consideration related to the CASB mission, process

and location.

CASB Written Statement ~ WPR
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However, before providing those thoughts and comments it might be
beneficial to discuss the structure of The Boeing Company. Boeing is
currently divided into four principal segments, Commercial Airplane Group,
Information Systems Defense and Space (ISDS), Shared Services Group
and Company Offices. Utilizing sales dollars over the last five years
adjusted for the mergers with Boeing North American and McDonnell
Douglas, the split between Commercial and Government business has been

approximately 60% Commercial and 40% Govemment.

For further breakdown, less than 1% of Commercial Airplane Group’s
business base is Government prime work. Furthermore, concerning
Civil/Military Integration, Boeing in Puget Sound has for many years been
able to shift work between its commercial and government segments. This
has allowed for maintaining core competencies in key technical areas to

offset cyclical changes in the commercial versus govemment business mix.

But taking advantage of these efficiencies has been difficult due to the
administrative burden of complying with both CAS and the Federal
Acquisition Regulation (FAR). For example, although the prime business
base of Commercial Airplane Group is more than 99% commercial, its
Govermnment business has exceeded CAS coverage thresholds which
requires completing CAS Disclosure Statements, complying with all the CAS
Standards and filing an incurred cost overhead claim. In addition, when
Commercial Airplane Group supports an ISDS activity, ISDS flows many
Government terms and conditions onto Commercial Airplane Group.
Because Commercial Airplane Group procured commercial off the shelf

2
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software to run its accounting systems, it has become increasingly difficult
for them to provide ISDS the cost information at the fevel required for ISDS
to satisfy government procurement regulations. Taken in their entirety these
. factors can lead to results counter to FASA, Clinger-Cohen and Civil/Military

Integration initiatives.

The CASB was established to provide uniformity and consistency in cost
accounting so that the Govemment would be able to assess the
comparability of bids on procurements that were based upon cost rather
than price. This was especially the case for long term Govemment
Research and Development Contracts. In theory, cost based pricing
protects both the Govemment’s and its contractors’ interests by reimbursing
contractors on the actual costs of providing the product with a calculated
profit or fixed fee. In short, the Govemment was assured that contractors
would not receive excess profits, while the contractor was comforted by the
fact that it would be reimbursed for the costs of undertaking long term
Research and Development contracts.

But there are costs associated with this system. Contractors are required to
disclose in detail their accounting practices for the determination of direct
versus indirect costs and the measurement, assignment and allocation of
costs to cost objectives. Contractors are also required to comply with CAS
as well as the FAR. Compliance with the CAS and FAR requires
contractors to develop elaborate cost accounting systems to ensure direct
costs are charged to benefiting contracts and indirect costs are allocated
over a base that is reflective of the beneficial or causal relationship between
the cost incurrence and benefiting cost objective. This is a key objective of

3
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CAS, i.e., to detail the methodology of allocating indirect costs to
intermediate or final cost objectives. The FAR cost allowability provisions
also impact the contractor's accounting systems. The accounting system
required to comply with the CAS and FAR, is complex and labor intensive.

These complex accounting rules have led to disputes related to issues of
measurement, assignment, allocation and allowability and the focus has
often shifted away from the actual services or products to cost accounting
issues. Rather than centering on whether the cost of the product is fair and
reasonable, efforts are focused on whether the base used to allocate a cost
is CAS compliant, whether a particular cost element is unallowable per the
FAR or whether a cost should be recognized when the liability is incurred or
when it is paid. It seems that if all the boxes are checked, to verify that the
accounting is CAS compliant, and unallowable costs are not charged to the
contract, then we are to assume that the product’s cost is reasonable.

But is that really the case? Accounting for costs on Government contracts is
not a science. Uniformity between contractors is not required in most cases.
Further, different interpretations of the CAS and the FAR can lead to
different accounting treatments of costs. For example, one company may
charge life-cycle cost estimating direct while another charges the function to
an indirect cost pool. One company might use a base of hours to allocate
an overhead pool expense, while another a labor dollar base. One
company could assign a cost element to a manufacturing pool, while
another company could assign the same cost to its General &
Administrative cost pool. All of these practices could be CAS compliant.
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Furthermore, if a contractor funds its supplemental pension plan costs to a
certain level it can recognize the entire actuarially derived cost in that period
and allocate that amount to contracts. On the other hand, if the
supplemental pension plan costs are not funded, only the amount paid will
be allocated to contract. Consequently, while both companies are CAS
compliant, the costs of the same product couid be significantly different. My
point is that while CAS provides detailed instructions and acknowledged
administrative burdens, it is not mathematics or physics - interpretations can
and do lead to different costs of the same product. Accordingly, is such a
level of detail required to determine whether the cost of the productis
reasonable or are there other alternatives?

FASA and Clinger-Cohen evidenced recognition by the Govemment that
efficiencies in the pfocurement process can be gained through the
expansion of the commercial product definition as well as adoption of
commercial practices. Pricing of Government work should be consistent
with these initiatives to the greatest extent possible.

1 would suggest for your consideration that we should first encourage pricing
of the product utilizing market based pricing. This would include catalogue
price for the product, bench marking of outside vendor cost or parametrics.
For example, Commercial Airplane Group previously negotiated its
subcontract work after auditing its subcontractor's cost data. Now, however,
the baseline for these negotiations is parametric modeling. This
methodology could include internal estimates of the cost of the product

" and/or reviewing the cost of similar products and applying complexity factors
to these costs to parametrically estimate the cost.

5
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Even if the price of the product cannot be determined on market price, cost
based pricing is not required if the procurement is competitively bid. It would
seem that cost base pricing should only be considered if the price of the
product is not determined by either market factors and/or competitive
pricing. But here again, how detailed should the requirements associated
with determining the “cost” of the product be? | would offer that thresholds
for determining CAS and FAR coverage could be raised and such
requirements could be less specific, while continuing to protect the

Government'’s interests.

Evaluations in determining thresholds for CAS and FAR should be based
upon risk. One suggestion is adoption of a risk mitigation process. Under
this process, risks should be identified and their significance calibrated.
Consideration should be given to the adequacy of existing accounting
systems and percentage of commercial and other competitive based sales.
If flexibility is built into the CAS and FAR, through more general
requirements and calibration of risks, it may be possible to streamline the

procurement process for cost based contracting.

in summary, | believe that in identifying the CASB mission, consideration
should be given to such factors as: encouraging market based pricing
(inciuding commercial items, bench marking and pararmetric models),
increasing CAS and FAR thresholds in terms of dollars and adding percent
of Government business (excluding market based pricing and competitive
awards in the Government business definition), and making the regulations
more flexible to streamline the cost based pricing process.

6
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Once the Panel determines the CASB mission, it is important to evaluate
whether the present CASB structure and location will allow for meeting that
mission statement. In my opinion the CASB should be independent of the
procurement process and thus able to focus on the development of sound
accounting rules and regulations. It would be helpful if the staff would
include individuals with experience in industry. This would allow for different
perspectives and allow for incorporation of industry initiatives in the CASB
deliberations. The location of the CASB should be such that it can act
independently of the procurement process and allow more not less
discussion and involvement with interested parties.

In conclusion, the CASB can play a pivotal role in determining the ultimate
success of FASA, Clinger-Cohen and Civil/Military Integration initiatives. I
these initiatives are to succeed, then there is the need to shift from a cost
based to a priced based approach. This may be achieved by the expansion
of the commercial product definition, use of parametric modeling, and

~ competitive bids. For cost based pricing the raising of CAS/ FAR thresholds
(including consideration of market and competitive based pricing as a
percentage of total business) and a movement towards more general CAS
and FAR would allow for the fiexibility that could streamline that pricing
process. Maintaining independence from the procurement policy process,
infusing industry experience into the staff support function and allowing for
greater communication in the promulgation process are further suggested

means by which the CASB may meet this mission.
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Summary of Presentation to the
Cost Accounting Standards Board Revise Panel

My name is Anthony O'Falt, and | have been employed by DCAA
since June 1966. | have spent my entire career in the field. Since 1983
| have worked as an FAO (Field Audit Office) Chief at a branch office and
four different resident offices. It is from this perspective (a field auditor)
that | address you today.

I am advocating the retention of CAS on those negotiated contracts
where it is appropriate. This advocacy is based on CAS as an effective
deterrent to the misallocation of costs to cost objectives and as an
equalizer when costs have been misallocated.

CAS as a deterrent is a difficult concept to demonstrate, but 1 feel
that a review of current DCAA, contractor, and DCMC practices makes this
clearer. Particularly when you consider what would happen to these
practices and disclosures without CAS. It is hard to monetize the effect of
CAS as a deterrent, but one measure is the amounts contractors
voluntarily exclude from certified incurred cost claims in compliance with
CAS 405. At one major multi-segment company, the contractor voluntarily
deleted over $805 million dollars for a three-year period.

CAS provides a very effective means of recovering the impacts of
misallocations and cost accounting changes. This is easily demonstrated
by reviewing four actual cases which were settled administratively without
recourse to the ASBCA or federal courts. The first concerns a voluntary
cost accounting change in the method of reporting income for State
Franchise Tax purposes. The others deal with CAS noncompliance issues
related to material handling (CAS 418), home office allocations (CAS 403)
and workers compensation insurance (CAS 416). The effectiveness of this
aspect of CAS is made even clearer when contrasted with the FAR

allocability cost principle.

CAS and FARA/FASA do not conflict. if contracts are awarded under
any of the means, other than cost data, outlined in these acts, then those
contracts are simply not CAS covered. However, as long as companies




have a variety of contract types, including CAS covered contacts, we need
CAS to protect the Government from misallocations of costs between CAS
covered and commercial contracts.
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Good day. My name is Anthony O'Falt and I've been with DCAA
since June 1966 with two years off in 1968 — 1970 for the military. | have
spent my entire career in the field. Since 1983, I've worked as an FAO
(Field Audit Office) chief, as a Branch Manager, and a Resident Auditor at
~ four major defense contractors and also as a Contract Audit Coordinator
for a top ten Department of Defense multi-segment contractor. I've been
stationed at locations which manufactured major weapons systems, from
nuclear submarines to jet engines and from helicopters to tank engines.
Most of my experience, especially as a manager, has been at resident
offices.

At DCAA, a branch office covers a specific territory where we audit,
on a mobile basis, all contractors within that area that do not have a
resident staff. DCAA has resident offices (our auditors actually reside
within the contractor's facilities) at contractor locations, which do a
substantial amount of flexibly priced and/or negotiated government work.
We also have suboffices, where government business is less than a
resident office, but still substantial enough to warrant a full time DCAA
presence. Suboffices for unaffiliated contractors are organized under a
branch office, while suboffices of affiliated contractors are generally
organized under an affiliated resident office.

In terms of CAS, there can be a world of difference between branch
and resident operations. Contractors at all of the resident offices where
I've worked, have been fully CAS covered and most of the cost accounting
standards are applicable. While at the branch offices, more and more of
our contractors are not covered by CAS or subject to only modified
coverage primarily because of the increased thresholds for CAS
applicability and perhaps due to the declining value of CAS covered
contracts. At branches, we have to constantly be alert to the award of a
contract which triggers CAS coverage, while at all the residencies, where
I've worked, that was not a concern. Another difference, which I have
noticed, is that all of the residencies within my experience have undergone
significant system changes, including the cost accounting system. These
have involved changes from job order to standard costs, expansion of the
number of overhead pools, and changes in the composition of allocation
bases. Basically, the difference between CAS at branches and residencies
is one of materiality. While | have experienced substantial issues
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(monetary value) at branch contractors, the largest cost impacts have
occurred at resident offices.

Through the years, I've grown up with Cost Accounting Standards,
from the promulgation of the first standard, through the initial Disclosure
Statement adequacy reviews; from implementation of CAS 410 and 418,
and review of related cost impact statements through determinations over
what constitutes a change in cost accounting practices. In those early
years, most companies had CAS experts, as did DCAA. These people
were groomed, primarily through continual training and exposure, as the
office’s CAS monitors. At DCAA, a CAS monitor was the office’s CAS
expert; someone you could confer with on CAS-related problems.
Particularly during the early years of standard promulgation, we needed
someone to concentrate on this area. Through the gradual processes of
training, exposure and auditing, and the cessation of new standards, CAS
became as familiar to most auditors as FAR. Today, you will be hard
pressed to find a CAS monitor in a field audit office. You may find auditors
whom once occupied that position, but they no longer concentrate solely
on CAS. Much the same can be said for industry. Over the past 5-10
years, | can not think of one contractor representative whose job is only
related to CAS. Like DCAA, contractor government accounting/liaison
personnel have become familiar and used to CAS.

All of the major defense contractors that | have audited now have
cost accounting systems in place to accommodate the requirements of
Public Law 87-653. For the most part, these systems are integrated into
their normal financial systems and require no more off-book records, than

does tax accounting.

I'm here before you to be an advocate for the retention of the CAS
Board and Cost Accounting Standards. I'm not advocating an expansion
of CAS to currently exempted contracts, but only for its continuation on
those negotiated contracts where it's appropriate. | believe that CAS
serves as both a deterrent to the misallocation of cost to contracts and an
equalizer when costs have been misallocated.

I'll attempt to tackle the hardest of these concepts, CAS as a
deterrent, first. Since the promulgation of CAS, we have not had a period




without CAS. Therefore, a before and after CAS comparison is not
feasible to determine the impact of CAS as a deterrent. Maybe by
discussing some of the practices industry and DCAA now use, you may get
a feel for this concept. It's rare, in recent times, that when a major
contractor makes significant changes to its cost accounting practices, that
DCAA finds out about these changes through a Disclosure Statement
Submission after the changes have been made. My experience is that
contractors discuss their contemplated changes with DCAA openly prior to
implementing them. Many times after periods of discussion, we come to
some basic agreement concerning the change. Generally, this results in
the elimination of potential noncompliances, before they actually become
noncompliant practices. If there's an issue over whether or not a practice
is compliant, generally the parties can identify the appropriate cost
accounting.

" I'll use the change of including fringe benefits in the direct labor
allocation bases as opposed to overhead pools as an example. Fringe
benefits, such as health insurance, life insurance, payroll taxes, and
worker compensation are normally included in indirect cost pools and
allocated to cost objectives over a direct labor dollar base. This change,
which many companies have adopted, deletes benefits from the overhead
pools and adds them to the direct labor base by means of a fringe benefit
factor. If done properly, the cost per direct labor hour (labor, fringes and
overhead) will not change. The contractor, in my example, wanted to use
one overall factor far engineering and manufacturing labor. DCAA pointed
out that while the benefits for both the engineer and the factory worker may
not be significantly different, the relationship to direct labor may vary
significantly because of the higher pay scale of the engineer. The use of
an overall factor for engineering, where most of the labor on flexibly priced
contracts is incurred, will be overstated, while the use of an overall factor
for manufacturing, where most of the labor on fixed price contracts is
incurred, will be understated. The company responds that they don't
accumulate benefits by engineering and manufacturing. However, they do
accumulate them by hourly and salary and it turns out that hourly and
salary and manufacturing and engineering are virtually synonymous. A
solution was found and a noncompliance avoided.
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After the practice is agreed to, the company prepares a draft
disclosure statement revision for DCAA’s review. Here the issue is the
adequacy of the description of the proposed change. DCAA and the
contractor don't always agree, but through the same open process of
candid fact-finding, the parties iron out their differences. Not surprisingly,
these early discussions and drafts, lead to a better understanding of the
change and its cost impact on CAS covered contracts, at least in terms of
whether or not it's material. But you may say, and | have said, since
companies have systems in place to handle CAS, why would anything
need to change if CAS were abolished or significantly weakened? First off,
remember | said CAS was a deterrent. Without formal Disclosure '
Statement requirements and procedures, why would companies engage in
the above discussed practices? By what other vehicle would the '
government be aware of cost accounting changes? If there were no CAS,
what would require the contractor to make the disclosure? And if you
would have to add a new law or regulation to accomplish this, why bother?

Simply keep CAS. o

So we'll keep the Disclosure Statement requirements and get rid of
the Standards. Go back to my discussion on how the fringe benefit issue
was resolved, but now attempt to do it without CAS 418. Without CAS, we
would have to rely on FAR, in particular FAR 31.201-4 - Determining -
allocability. A reading of this cost principle discloses that it is very general.
It states: A cost is allocable if it is assignable or chargeable to one or more
cost objectives on the basis of relative benefits received or other equitable
relationship. A cost is allocable to a Government contract itis:

(a) incurred specifically for the contract,

(b) benefits both the contract and other work and can be
distributed in reasonable proportion to benefits received, or

(c) is necessary for the overall operation of the business.

That's it! FAR lacks the specificity, criteria and examples of the Cost
Accounting Standards. For example, CAS 418 provides for: (i) consistent
determination of direct and indirect costs, (i) criteria for the accumulation
of indirect costs in indirect cost pools and (i) guidance relating to the
selection of allocation measures based on the beneficial or causal
relationship between an indirect cost pool and cost objectives.




Admittedly, misallocations or noncompliances with CAS are the
exception rather than the rule. But when these exceptions occur, without
CAS, we are left with the FAR allocability cost principle. As | stated above,
| do not believe that this cost principle has the teeth or specificity of CAS.
I'l illustrate by citing a few actual cases without reference to the
companies involved. All of these cases were settled administratively
without recourse to the courts or ASBCA, although prior court or ASBCA
rulings may have eased the administrative settlements.

Back in the early 1980s, many companies changed from a
percentage of completion to a completed contract method of recognizing
income for state franchise tax (SFT) purposes. This practice was
eventually recognized as a cost accounting change and resuited in the
government recovering millions of dollars on previously negotiated firm
fixed price contracts. Companies would have estimated SFT using the
percentage of completion method for determining income and recovered
these estimates in their negotiated firm fixed prices, without paying the
taxes until the contracts were completed, thereby recognizing windfall
gains. Further, in their suhsequent estimates for future contracts, they
would include the SFT based on the completed contract method, thereby,
recovering part of the total tax again. | don’t have statistics on how much
the government recovered as a result of this change, but at the one
company | was involved with, the government recovered close to $5
million. Since this was a popular accounting practice change in industry,
the total recovery was probably many times that amount. Without CAS,
what would have been the vehicle for recovery of these amounts? Unlike a
lot of other accounting practice changes, whether voluntary or to resolve a
noncompliance, these savings were a one-time occurrence. After recovery
of the overstatements, franchise taxes were estimated and costed on the
same basis ~ the completed contract method.

My next example involves a subsidiary of a major defense contractor.
This company’s business was primarily cost-type design, development and
prototype manufacturing of one of-a-kind high tech items. It recovered its
material handling expenses over manufacturing and engineering direct
labor dollars. It received a huge firm fixed price contract for thousands of
production items, which almost doubled its sales, but the company did not
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revise its cost accounting practices. The vast majority of its direct material
was now purchased for the production contract, but cost-type engineering
contracts with little or no direct material absorbed over half of the material
handling expenses. The answer was a material handling pool with direct
material cost as the allocation base and it took a CAS 418 noncompliance
to achieve this end. This change saved the government almost $1 million
dollars of misallocated costs on flexibly priced contracts. In terms of
avoidance, there was no continuing impact, because virtually all of the
company's business was with the government. Once the misallocation
was corrected, the government's various contracts received their allocable
share of material handling expenses. But imagine if all flexibily priced
contracts are government R&D contracts, while all production contracts are
commercial work. Without CAS 418, the government could continue to be
charged with inequitable material handling costs.

Another example pertains to CAS 403, allocation of home office
expenses. A company was allocating some of its home office expenses
over bases consisting of only a portion of its commercial segments, but all
of its government segments, thereby disproportionately charging its
government operations tens of millions of dollars which should have been
absorbed by its commercial operations. Perhaps this situation could have
been remedied through the FAR allocability cost principle, which | doubt for
reasons previously explained, but thanks to CAS 403, there’s no doubt it
was corrected. The government recovered over $16 million as a result of
the overpricing of CAS-covered contracts. Further, unlike the previous
examples, these savings continue every year from the corrected
allocations.

CAS 416 requires the discounting of self-insurance estimates. Thus,
the government pays for the estimates of current year's claims up front on
a discounted basis. Intrinsic in this method of calculating and paying
claims is that once the government pays the present value of the claims, it
is off the hook unless there's a change in the liability or payment stream.
Through its reforecast adjustment, a company was claiming the difference
between the discounted liability and the cash payments. Therefore, aver
time it was actually charging the government for the actual payments made
on claims despite the government having paid for the discounted value of

the claims in prior years.




This case also represents an excellent example of the three parties
(DCAA, DCMC and the contractor) working to resolve a CAS problem.
DCAA identified the problem and convinced the ACO that immediate
corrective action was needed. The ACO, without a noncompliance report,
issued an initial finding of noncompliance and within a week, the contractor
ceased its practice. Thereafter, the parties worked together with the
company’s actuaries to develop a compliant practice and to determine the
impact. A methodology for the cost impact was developed among the
parties and a Memorandum of Agreement was executed. The company
identified over $41 million of excess pavments which were excluded trom
incurred cost submissions resulting in savings of $3.3 million on flexibly
priced contracts. The parties are still working on the impact applicable to
fixed price CAS covered contracts using the agreed-to procedures. Also,
like the prior example, these costs continue to be avoided, saving the
government millions of dollars annually.

These are but a few examples that show that CAS is an excellent
vehicle for correcting the affects of inequitable charging practices. But
they represent only the very tip of the iceberg when measured against the

~amounts that have been avoided by compliance with CAS. For example,
at one major multi-segment company, the contractor voluntarily excluded,
in accordance with CAS 405, in excess of $256, $237, and $312 million

" from its final overhead submissions for the last three fiscal years for which

it submitted certified claims.

Before closing, I'd like to offer a few comments concerning CAS and
the Federal Acquisition Reform and Streamlining Acts. In my opinion, the
two do not conflict. If a company is awarded a contract through any of the
many means introduced and encouraged by FASA and FARA, that don't
involve contractor submission of any cost data, that contract is simply not
CAS covered. And if that same contractor successfully wins all of its
business on a non-CAS-covered basis, such as commercial pricing, CAS is
not a factor. However, in my experience, | haven't come across many
contractors whose business is all of cne kind. There’s usually a mix and
‘included in that mix are cost type contracts, negotiated fixed price
contracts, as well as commercial contracts. This is where CAS is most
needed. CAS deals with allocability and ensures that one contract or class




of contracts, such as negotiated fixed price contracts, are not bearing an
unallocable share of costs that rightfully should be charged to commercial
contracts. The commercial contracts are not CAS-covered, but some of
the government contracts are, and those CAS-covered contracts require
an equitable allocation of costs. As | said in starting, I'm not advocating an
expansion of CAS to exempted contracts, but | strongly urge you to keep it
in place for those contracts that currently warrant it to protect American

taxpayers.

In closing, | would like to remind you of a few points that hopefully
I've made:

e First, CAS is an effective deterrent to misallocations;

e Second, in those cases when it is not effective, it provides an
excellent means of recovery;

e Third, it is a vehicle which keeps the government appraised of
contractor cost accounting changes;

e Fourth, it does not conflict with FARA or FASA;

e And lastly, try to answer the following questions before you make any
recommendations regarding CAS. How will we enforce consistency
in estimating anc costing without CAS 401? What would happen to
pension costs governed by CAS 412 and 413 and deferred
compensation and insurance without CAS 415 and 4167

Thank you for your time and patience. | will be happy to try to
answer any questions you may have.




REMARKS FOR COST ACCOUNTING STANDARDS BOARD REVIEW PANEL
JUNE 16, 1998
ALAN R. TINT], DEFENSE CORPORATE EXECUTIVE
DEFENSE CONTRACT MANAGEMENT COMMAND

Thank you for this opportunity to address the CAS Board Review Panel. My
name is Alan Tinti. I work for Defense Contract Management Command. 1 am currently
the Defense Corporate Executive for United Technologies Corporation, the parent
company of Pratt & Whitney (which manufactures aircraft engines), Sikorsky Aircraft
(helicopters), Ofis (elevators), Carrier (air conditioners), and a variety of other units
producing both commercial and military products and services. I have worked asa
contract administrator and contracting officer for the Air Force and DLA for 26 years,
starting in 1972 (the same year CAS 401 was promulgated). Over those 26 years, I have
administered contracts with literally hundreds of different contractors of all sizes,
providing everything from burial services to jet engines. In all cases, the responsibility
for resolution of any cost accounting standards issucs with these contractors was mine as
the contract administrator or contracting officer.

In my current position as DCE for United Technologies, 1 not only have the
responsibility for resolution of any CAS issues that arise on UTC Corporate Headquarters
expenses and corporate-wide costs such as insurance and pension plans, but also to
provide advice and assistance to administrative contracting officers at UTC’s operating
units to ensure consistent approaches 10 CAS and other business issues involving
Government contracting throughout the Corporation. In this role, I have been directly or
indirectly involved in numerous issues involving CAS disclosure statements, accounting
changes, and noncompliances.

As you can probably tell by my listing of UTC’s major operating unit products,
the company I deal with now is heavily involved in commercial as well as government
business. In fact, out of $24.7 billion in total sales on a consolidated basis in 1997, oy
$3.3 billion, cr about 14%, were to the U.S. Government. While $3.3 billion is a lage
figure in absolute terms, and the U.S. Government is still UTC’s largest single customer,
this is an organization that is primarily designed to succeed in highly competitive
domestic and international commercial marketplaces. Moreover, the operating units of
UTC which have the largest amount of government business (Pratt & Whitney, Sikorsky,
and Hamilton Standard) all develop and manufacture products for the government in the
same facilities and on the same production lines in which commercial products are
developed and manufactured. They all have standard cost-type accounting systems,
which do not differentiate between military and commercial costs prior to output. Put
another way, United Technologies and its aerospace operating units have been practicing
real civil-military integration out of necessity long before it became a topic of interest for
our acquisition reform initiatives.

Based on 13 years of experience dealing with UTC in this mixed environment, [
believe I am in a good position to comment on the Panel’s stated interest in the role of
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Cost Accounting Standards and the CAS Board in an evolving integrated civil-military
industry; so I would like to focus my remarks in that area. In general, it is my feeling that
experience instructs us that CAS requirements for disclosure of accounting practices,
mechanisms for handling accounting changes, a :d at least certain of the CAS Standards,
remain key tools for protecting the Government’s interests where we continue to use
cost-based contract forms, and in some instances of price-based contracting, in dealing
with civil-military integrated organizations.

I suspect most commentators will agree that disclosure requirements and
standards involving basic consistency in accounting (401,402) are needed to at least
maintain a “level playing field” in the Government-contractor relationship. A
sophisticated and knowledgeable contractor like UTC will rarely have difficulties in these
areas. However, of the three aspects of cost that CAS governs; measurement, assignment,
and allocation of costs; the vast preponderance of CAS issues that have in the end had
significant impact on costs at UTC have jnvolved allocation, or how overhead costs are
shared across a contractor’s business. It should be fairly obvious why this is true; when
making decisions about how to account for costs in an integrated facility, the method that
allocates more costs to Government cost-based contracts makes commercial products
more competitive and Government price-based contracts more profitable. The CAS
standards that establish the general rules for equitable allocation of costs across a ’
contractor’s business (403, 410, 418, and 420) also happen to be those that are least
intrusive in terms of requiring specific accounting treatments that may be at variance with
a contractor’s commercial practices. '

1 would like to describe a matter to you on which a hearing was held in April of
this year before the Armed Services Board of Contract Appeals that illustrates the risk of
eliminating or radically modifying CAS in integrated facilities. In the early 1980’s, Pratt
& Whitney started acquiring components for commercial jet engines from some foreign
suppliers under arrangements the company termed collaboration agreements. These
arrangements differed from normal purchase orders in that the “collaborators” received a
percentage share of the revenue from the ultimate sale of the engines as payment for their
parts. Now I am fairl, ccrtain this practice was initially conceived without consideration
1o its effect on the Government’s business at P&W:; it was primarily intended as a method
of sharing the risk of selling commercial jet engines during a difficult period in the
passenger airline business. However, the powers that be in government accounting at
P&W at some point made a decision to adopt the practice of not allocating any overhead
costs or G&A to collaborator components; whereas similar components purchased for
government engines received full material overhead, G&A, and IR&D. Since the
government and commercjal work at P&W share common overhead cost peols, this
practice reduces the allocation base for the pool costs, drives rates up, and increases costs
on U.S. Government production engine programs. The Divisional ACO at P&W cited
the company for CAS 410, 418, and 420 noncompliances; and calculated that this
accounting practice has resulted in increased costs to government programs to the tune of
more than $260 million (inclusive of interest).




1t is not my intention to try this case before this Panel. Pratt & Whitney has
appealed the ACO’s decision and presented a number of arguments at length to the
Armed Services Board as to why their practice is appropriate and compliant. They may
prevail in the Bo.. "s decision or "_.ugh a subsequent appeal. Nor do [ want to portray
P&W or UTC as “bad guys™: there are no allegations of fraud, and UTC has a strong
internal ethics progtam. This is an honest differcnce of opinion and a matter of public
record. YetI think it is indisputable that it is the existence of an integrated civil-military
facility and accounting system that created an incentive for the collaboration accounting
adopted by P&W. And it was only the existence of CAS that gives the government a
remedy should we be proven correct in court.

There is no doubt that civil-military integration, where feasible, can have huge
benefits for both sides of the business. “Aviation Week & Space Technology” recently
quoted Carl Meece, the Director of Pratt’s turbine component center, as crediting the
military ATEGG (Advanccd Turbine Engine Gas Generator Program) with providing the
technology that made the radically advanced PW8000 geared fan commercial engine
possible. “We finally realized—again—that leveraging our military technology into our
commercial products makes sense”. Likewise, many developments on commercial
engine components and manufacturing tcchniques have found their way into goverament
programs over the years. It is this sharing of technology, and of R&D expenses and other
overhead costs, that makes integration so attractive to us. But to have the maximum
benefit to government programs, this sharing must be done fairly and equitably, and it is
CAS that gives auditors and administeative contracting officers the rules and tools to
assure that it is.

None of this is to say that CAS should be retained in its entirety. Other
commentators have already pointed out standards, originally promulgated in the name of
uniformity, which cover issues adequately addressed in commereial accounting
standards. CAS 404 and 409, the capitalization and depreciation standards, are often
offered as examples of standards which could looked at for elimination. I would not
argue with that conclusion. There may be other standards, or sections of standards, that
fall into the same category.

1 have tried to make an argument that CAS, particularly its general consistency
and allocation provisions, is an important tool to assure that the full benefits of
integration are achieved by the government when contracting in an integrated civil-
military environment. A real opportunity for acquisition reform in an integrated business
environment may lie in the area of cost reasonableness vs. cost allocations. Some of the
rules governing allowability of costs in FAR Part 31 are designed to establish criteria for
reasonableness of costs. The definition of a reasonable cost in FAR; i.e., a cost which
“_..in its nature and amount, does not exceed that which would be incurred by a prudent
person in the conduct of competitive business”™; itself recognizes market forces as the
benchmark for determining reasonableness. Certainly, at a company like UTC, investor
pressures and the competitive marketplace do a far better and more finely calibrated job
of controlling costs than our regulations can do. Yet the current regulations allow for no
presumption of reasonableness for costs incurred by commercially oriented companies
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vs. those with a heavy preponderance of cost-based government business where the
incentive to control costs may not be so strong.

The Department of Defense once had a program called Contractor Weighted
Average Share, or CWAS, that largely eliminated the regulatory requirement to apply
reasonableness standards to companies that qualified as having a substantial percentage
of commercial or competitive business, and where costs pools were shared between the
government and commercial work in an integrated environment, CWAS died in the
early 1980’s, for reasons that I am not entirely familiar with. It may be the appropriate
time to re-look at the concept.

This concludes my remarks. I would be happy to try to address any questions that
you may have.
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Statement of Alan C. Brown
Partner, McKenna & Cuneo, L.L.P.
Before The
Cost Accounting Standards Board Review Panel
June 16, 1998
Messts. Chairmen, Members of the Panel, I appreciate the opportunity to testify here

today. My name is Alan C. Brown, and I am a Partner in the Jaw firm of McKenna & Cuneo. 1
have practiced government contract law for over twenty years, and a significant portion of my
practice over those years has involved cotmseling contractors on, and litigating controversies
involving, the interpretation and application of Cost Accounting Standards. As I am sure you

have heard and will continue to hear from various witnesses during these three days of hearings,

the issues this Panel is confronting are important and need to be addressed.

1 will leave it to others to address whether, with the new and commendable emphasis on
commercial procurement practices, and with development of other accounting standards bodies
such as the Financial Accounting Standards Board, the CAS Board has become an expensive and
counterproductive anachronism. I hope, nonetheless, that the starting point for the Panel’s
recommendations will be whether government-contractor specific Cost Accounting Standards
are necessary at all. My comments today, though, will assume that the existing or a similar CAS
Board will continue to exist for some period into the future, and I will limit my remarks to the

role of the Industry Representative Member of the Board.

During the ten years since the Cost Accounting Standards Board was recreated within the

Office of Federal Procurement Policy, something has gone awry. During the Congressional
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hearings on the reauthorization of the CAS Board, the Comptroller General testified, and the
Senate Government Affairs Committee in its Report on the OFPP Act Amendments of 1988
agreed, that allocability — the single issue assigned to the CAS Board — is an accounting issue,
not a procurement policy issue. S. Rep. No. 100-424, 100% Cong. 2d Sess. at 17. The
Govemmeﬁtal Affairs Committee also emphasized the importance of public participation in
developing Cost Accounting Smndafds. Yet the recent actions of the CAS Board manifest an
abandonﬁxent of both of these principles — the primacy of sound accounting, and openness and
pubiic participation.

One manifestation of this is the extent to which the edicts of OFPP and OMB have
hamstrung the Industry Representative on the CAS Board in fulfilling her or his responsibilities.
In recreating the CAS Board, Congress made a clear distinction between “procurement policy”
which it considered a povernmental function and with exclusive preview of the procuring
agencies, and cost allocability, which it considered an accounting issue and assigned to a Board
made up of a diverse group of govemment and non-government members. Two of the members
are required by statute to be from the private sector ~ one an expert in accounting problems and

systems, and one “shall be a representative of industry” 41 U.S.C. § 422(a)(1)(B).

Each Board Member brings to the table her or his specific background and interests.
Each member also needs staffing support that reflects that Board Member's unique perspective.
The CAS Board staff plays an importﬁnt role in supporting the Board as a whole, but does not
have the industry, accounting profession, or DCAA experience to meet the needs of the

individual Board members. Each member needs a staff that can support her or his own analysis
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and preparation of proposals, data, and positions. Equally importantly, as a policy as well asa
practical matter, the CAS Board staff should not be asked to develop position papers or proposals

that reflect the views of only onc member or that dissent from the majority position.

For most of the period since 1988, this staffing problem was addressed without difficulty.
Since, as anticipated by Congress, each Industry Representative Member has while serving on
the Board remained a senior oﬁi;:ial of a CAS-covered Government contractor, each member
designated one of his o§vn company staff to assist him on CAS Board matters. M. Bill
Romenius of Boeing, who is also testifying before you, served as the staff assistant to Board
Member Lowell; Mr. Neil Woodson of Texas Instruments served in that capacity to Board
Member Self. These staff assistants accepted and were bound by the same conflict of interest

and confidentiality provisions that applied to the Member himself,

With the appointment of Yvorme Perlberg to the Board in 1997, however, that practice
was abandonc&. Despite the stated willingness of Hughes Electronics Corporation —~ Ms.
Perlberg's employer — to provide a member of her staff to assist her as Boeing and Texas
Instruments had done before, she has been prohibited from discussing any CAS Board matters
with anyone other than a person who works for OMB, is detailed to OMB, or has been hired as a

consultant by OMB.

Other steps have been taken or proposed to further isolate the Industry Representative
Member from her constituency, including a requirement to share any communications received
from industry with all other members of the Board, and a requirement to maintain a log of all

contacts.

1!
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There is no legal basis for these requirements. Their only effect — and I must assume
theﬁ intended effect — is to inhibit communications between industry and the person that
Congress identified as its representative on the Board. It is as if Congressmen and Senators were
prohibited from communicating with or receiving proposals and assistance on legislation from
their constituents. No person can serve as a “representative” if she or he is barred from
discussing ideas with those being represented. The mentality that produces these restrictions is
one that insists that the Industry Representative Member abandon that statutory role and instead
act as a dedicated “Government” representative when serving on the Board. The result is a loss

of the balance in the deliberations of the Board that Congress mandated.

The proceedings of the CAS Board should become more, not less, open and participatory.
Section 26 of the OFPP Act specifically mandates consultation and discussion with professional
accounting organizations, contractors and other interested parties. It requires that the Board in l
‘making its pronouncements consider the cost of implementation, the advantages and
disadvantages in the administration of constructs and settlement of contract disputes that will

result, and available altematives. 41 U.S.C. §‘422(g)(1).

Similarly, the Board’s May 1992 Statement of Objectives. Policies and Concepts,
(published at 57 F.R. 31036, July 13, 1992), states that “the promulgation of any Cost
Accounting Standard is characterized by an in-depth study of the subject and by participation of
various interested parties.” The Statement requires research into existing practices as well as

new concepts.
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1ndeed, the Board’s Statement of Objectives, Polices and Concepts specifically
contemplates discussions with ihdividual members and states:
Sometimes, interested members of the public may be invited to
meet with individual Board Members or the Board’s staff.
These openness requirements can only be satisfied if there is meaningful input from the
affected contractors while proposals are being conceived and developed, not just after the
proposals have been published. Beyond the public comment process, Congress created a specific

mechanism for input from industry by requiring that industry be represented on the Board itself.

Had this not been the intent, Congress could easily havé specified that one member of the
* Board be merely a person knowledgeable about industry, as it did with respect to the
“knowledgeable accountant” member. But it instead created a “representational” status. This
statutory role requires full and unfettered communications between that representative and her

constituents.

The explanation for the new restrictions on the use of staff is the litigation before the
Ammed Services Board of Contract Appeals involving Gould. Gould Inc., ASBCA No. 46759.
In that case, the contractor sought through discovery testimony and documents from the CAS
Board and argued that any governmental or deliberative process privilege applicable to the
" documents had been waived by disclosure to persons outside the Government. But the Gould

case is at most an excuse for the prohibition; it is not a justification.

First, in Gould the Board rejected virtually all of the contractor’s discovery demands.

The Board did not agree that disclosure to the staff of the Industry Representative Member bad
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waived any privilege. At least one of the documents at issue, however, had been distributed far
beyond any “staff,” but had been provided by the CAS Board staff to the American Society of

Actuaries.

The truth is that not one document was ordered disclosed because it had been provided to
Mr. Romenius or Mr. Woodson. The Gould case provides no basis whatsoever for banning use

of personal staff in the future.

The prohibition also ignores well-established case law that the governmental or
deliberative process privilege extends beyond Government employees. See, ¢.8.. Public Citizen,
Inc. v. Dept. of Justice, 111 F.3d 168, 170 (D.C. Cir. 1997); CNA Financial Corp. v. Donovan,
830 F.2d 1132, 1161-62 (D.C. Cir. 1987) cert. denied, 485 US 977 (1988); Ryan v, Dept. of

Justice, 617 F.2d 781 (1980).
In Donovan, the Court explained:

It likewise is clear that the agency’s privilege to withhold the
reports is unaffected by the fact that they were prepared by a
consultant from outside the agency. In Ryan v. Department of
Justice, we recognized that

{T}n the course of its day-to-day activities, an agency often
needs to rely on the opinions and recommendations of
temporary consultants, as well as its own employees. Such
consultations are an integral part of its deliberative process;
to conduct this process in public view would inhibit frank
discussion of policy matters and likely impair the quality of
decisions.

* * »

Similarly, courts have repeatedly found that a privilege attaches to
reports of outsiders commissioned by an agency to perform agency

-6-
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work, when such reports would be protected if compiled within the
agency itself. Whether the author is a regular agency employee or
a temporary consultant is irrelevant; the pertinent element is the
role, if any, that the document plays in the process of agency
deliberations. If information communicated is deliberative in
character it is privileged from disclosure, notwithstanding its
creation by an outsider.
830 F.2d at 1161 (footnotes omitted).
Moreover, it is not necessary that the outsider be a paid consultant of the Government, or
that there be any formal relationship with the agency. In Formaldehyde Instjtute v. Dept, of
Hglg; and Human Services, 889 F.2d 1118 (D.C. Cir. 1989), the Court determined that
unsolicited comments received by the agency from the editorial board of a scholarly journal were

part of the deliberative process of the agency.

These cases make clear that inclusion of the non-Government staff of Board members in
the Board’s deliberations is not a barrier to the assertion of the deliberative process pﬁvilege.
While the treatment of non-federal employes staff under previous CAS Board procedures was
adequate to meet this standard, if there is any lingering concern, simple action by the CAS Board
could assure that such an interpretation would prevail. The CAS Board could announce publicly
(by publication in the Federal Register, for example) the names and positions of the non-federal
- employee staff members selected to assist the industry and accounting representatives on the
CAS Board. This notice would serve to establish a specific and important role for the non-
federal employee staff and thereby bolster the argument that they play a role that is cssential to

the accomplishment of decision-making by the CAS Board.
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Alternatively, the CAS Board regulations could be amended to explicitly designate non-
federal employee staff of the Industry Representative and Accounting Profession Members as
agents of those Members. ;l'he amendment could specify that the conduct of the non-federal
employee staff is governed by the same standards, rules, and regulations as the conduct of the
industry and accounting representatives. Again, this action would formalize the relationship of
the non-federal employee staff to the CAS Board and enhance the basis upon which to maintain

the deliberative process privilege.

In addition, the non-federal employee staff of the industry and accounting representatives
should be bound by the same confidentiality obligations as their principals with whom they
serve., CAS Board policy could be modified to explicitly preclude the staff from sharing any
CAS Board documents they have received with any person other than those officially authorized
to act on behalf of the CAS Board. In addition, the policy should require that internal controls be
put in place at the private sector employees of the non-federal employee staff to ensure that

others would not gain access to, nor in any way review, documents produced by the CAS Board.

Again, it is important to note that it would not be necessary to make the non-federal
assistants employees of the United States to accomplish these goals. The key to the applicability
of the deliberative process privilege here is that the communications with the non-federal

employee staff is crucial to the effective deliberations of the CAS Board, and thus confidentiality

must be maintained to encourage candor. See Army Times Publ’g Co. v, Dept, of the Air Force,

998 F.2d 1067, 1072 (D.C. Cir. 1993).
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In sum, the CAS Board was not structured by Congress to be a partisan body, but to be a
balanced group, with representatives of all concerned parties, guided by sound accounting
practices. The Board’s own Statement of Objectives, Policies and Concepts cmphasizes the

importance of fairness and equity, and of input from all parties. It states:

The Board considers a Cost Accounting Standard to be fair when
in the Board’s best judgment it provides equitable allocation of
costs to contracts and shows neither bias nor prejudice to either
party to affected contracts.

The recent actions of the Board suggest that this principle has been lost; the limitations
placed on the Industry Representative Member of the Board suggest a desire to stifle meaningful

input and participation by contractors.

No legislation is necessary to correct these problems. What is required is a commitment
from OMB to abide by the Congressional mandate that one member of the Board shall be a
representative of industry. What is required is a commitment to openness in the Board’s actions
and deliberations, to participation by all affected parties, and to meaningful and unfettered

communications between industry and its representative on the Board.

1 urge the Panel, as part of its proceedings, to examine these issues. If it should
ultimately recommend that the current or a similarly structured CAS Board continue in existence,
1 hope that the recommendations will include improved staffing for all of the Board members,

and procedures to ensure full and open communications with all affected parties.

1 would be happy to answer any questions you may have.
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The Professional Services Council appreciates the opportunity to offer our views on the
future of the Cost Accounting Standards Board.
Inits May 21, 1998 Federal Register notice, the GAQ Cost Accounting Standards Board

Review Panel stated that it is especially interested in:

1) The CAS Board's mission in a rapidly evolving integrated civil-military industry;
2) The costs, benefits, and risk assessment in the application of CAS to
government contractors {including differences based on industry, segment, type of
cost, character of goods or services, contract type, etc.)
3) The relationship of cost accounting standards to GAAP, activity-based cost
systems, and cost allowability principles (including levels of complexity, overiap,
duplication, conflict, etc.)
Ultimately, all of these issues overlap and interact with one another. The Professional Services
Council believes that the need for cost accounting standards has changed dramatically since 1968,
when Congress passed the legislation authorizing the CAS Board. The context of acquisition
differs fundamentally from the context over the last 30 years. The major dynamics which have
transformed the federal acquisition system include: () Intense competiticn for most goods and
especially services; (2) Increasing availability of commercial solutions, especially in the information
technology domain; (3) Major reform and deregulation of the federal acquisition system and; (4)
An absolute imperative to achieve civil-military integration in major areas of DoD purchasing.
Accordingly, the application of cost accounting standards is no longer appropriate in the same
manner as it was previously.

According to the May |977 Restatement of Objectives, Policies and Congepts issued by

the original CAS Board:
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“The primary objective of the Cost Accounting Standards Board is to
implement P. L. 91-379 by issuing clearly stated Cost Accounting Standards to
achieve (1) an increased degree of uniformity in cost accounting practices among

Government contractors in like circumstances, and (2) consistency in cost
accounting practices in like circumstances by individual Government contractors

over periods of time. . ..

Increased uniformity and consistency in accounting improve understanding
and communication, reduce the inciderice of disputes and disagreements, and
facilitate equitable contract settlements.

The cost accounting standards were not ends to themselves but were believed to be necessary to
aid the government in negotiation of contracts. In its feasibility study (B-39995) undertaken
pursuant to statutory direction contained in Section 718 of the Defense Production Act of 1950,
as amended (82 Stat. 279, July |, 1968), the GAO focused on the need for cost accounting
standards to aid the government in negotiating contract prices. The GAO stated:

WHY THE CONGRESS PASSED THE LAW

The Congress in enacting section 718 was apparently influenced hwily by
the roportion of def urements e
basis -- then approximately 86 percent of the total -- and by testimony that
differing cost-accounting practices followed in defense contracts and among
different contractors could result in lack of adequate cost information and could

impair comparability as among differing bidders and different contracts with the

same contractor.

It was pointed out that, jn a negotiated bid situation, the estimate of a
contractor’s cost plays an important role in the establishment of the price and that

the cost of any specific order can only be measured by the application of cost-
accounting principles.
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House Report 1455, May 23, 1968, on the bill which originally contained
proposed legislation on this subject, indicated that it was considered to be
necessary mainly because of (1) substantially increased costs of procurement, (2)
difficulties in having contractors carry out defense work under contracts providing
adequate safeguards to endure against excessive profits, and (3) Government
agencies having to accept other contract terms substantially less favorable to the
Government than would be necessary without enactment of the proposed
legislation.

When prices are established under something less than fully competitive

onditions and the restraints erate imperfi -- as in the case of
many negotiated G ent contracts -- co large role in
contract negotiation, administration, and settlement. Under such conditions, cost-
accounting practices followed can make a substantial difference in results and
variations in cost assignment can become a matter for concern. In such situations
equitable agreements depend heavily upon logical, consistent, and valid cost
measurements.

Our study indicates that a recurring problem in government contracting is
that, in reporting to the Government on both proposed and incurred costs,
contractors may select from alternative accounting methods without specific
criteria governing such selection. Moreover, there is no statutory procedure
governing the maintenance of Government contract records or the manner in
which contract costs will be recorded. Contractors sometimes present co

(¢] s differently from the they record their cost of performance.
This makes the execution of several administrative responsibilities quite difficult.

One such difficulty concerns verification of supporting cost data in proposals

bmitted by contractors in compliance with Public Law 87-65 ruth-in-

Negotiations Act, approved September 10, 1962. ...
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standards were needed was the farge number of negotiated procurements in which prices were
based on cost estimates, supported by cost data, in the context of a lack of competition and a lack
of market restraints. In short, Congress concluded that cost accounting standards were necessary
where cost data must play a large role in contract negotiations not subject to effective competitive

or market restraints. Within that context, Congress chartered the CAS Board to Issue standards

wp@&q{mmmh and the accountng for contnct perfonmnoe oosu.
would seem to be reasonable to require, meaningful audits of negotiated contracts
by the Government agencies and GAO are rendered more difficult.

As a result of this study our conclusions and recommendations are as
follows:

I. ltis feasible to establish and apply cost-accounting standards to provide a
greater degree of uniformity and consistency in cost accounting 35 3 basis for
pegotiating and administering procurement contracts.

~- The cost-accounting methods to be used in the reporting of costs in
support of the bid proposal and interim administrative actions and in the |
settlement of the contract or contracts of a particular contractor could be J
specified in greater detail by the use of advance written disclosure
agreements. In essence, these agreements would further elaborate upon
the cost-aceounting standards and thus would better ensure a mutual
understanding as to the cost-measurement methods to be employed.

(Emphasis added.)

Clearly, ane of the driving concerns which led to the conclusion that cost accounting
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to achieve an increased degree of uniformity and consistency in contractor cost accounting
practices.

The context of acquisition today is entirely different that it was 30 years ago. Under
acquisition reform, the mandate is for the government to rely on cost analysis and cost or pricing
data submission as the exception rather than the rule. Congress requires that the government
rely on commercial items rather than government-unique goods and services to fulfill government
requirements. Under these circumstances, the need for cost accounting standards to serve the
role originally envisioned does not exist in the same manner as previously. Accordingly, to the
extent that the CAS Board has any continuing mission - and there is no forgone conclusion that
any such mission does continue - such mission must recognize these significantly changed
’ ’circumsgncs.

The CAS Board has no mission with respect to contracts for which cost or pricing data are
not required or submitted. Any procurement that does not require cost or pricing data submission
must also not require compliance with cost accounting standards.

We believé that the strategic focus of the CAS Board should be fundamentally altered.
First, the Board's life should be sunsetted, perhaps in the three- to five-year range. Second, the
board should embark on an aggressive reform and deregulation path, substituting GAAP standards
for government-unique standards except in the minority situations where an absence of

competition cannot assure fair prices. And third, the Board should be more independent, have
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broader private sector representation, provide a mechanism for fast track, interactive, issue
processing and be augmented with an objective, independent staff.
The Professional Services Council thanks the Review Panel for the opportunity to offer cur

‘views on this important issue. We are available, at your convenience, to further elaborate our

. position.
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RAYTHEON COMPANY
COMMENTS ON PENDING GENERAL ACCOUNTING OFFICE PANEL REVIEW OF
COST ACCOUNTING STANDARDS BOARD

Mr. Chairman and members of the committee, thank you for this opportunity to appear
before you today to provide Raytheon Company’s thoughts on the GAO’s pending
review of the Cost Accounting Standards Board.

My name is Chuck Ream and | am the Senior Vice President, Finance of Raytheon
Systems Company. Accompanying me today is Bob Morales, who is our Director of
Government Accounting.

Raytheon Company is a world leader in defense electronics, including missiles, radar,
surveillance and intelligence, training, simulation and services and naval and air traffic
control systems. We are the third largest US military contractor with more than $14
billion in defense sales and over 120,000 employees worldwide.

My comments today will not dwell on any particular aspect or action of the CAS Board.
Instead, my remarks will focus on those issues Raytheon feels are of particular
importance to the pending CAS Board review. .

A summary of the issues | will speak upon today are as follows:

. Need for a review of the CAS Board;

Il. Impact of CAS on a contractor’s business decisions;

NI, Existing CAS and Generally Accepted Accounting Principles (GAAP);
IV. CAS Board focus: accounting principles vs. public policy;

V. Need for examining the independence of the CAS Board;

VI. Need for examining staff support to CAS Board members;

I. NEED FOR A REVIEW OF THE CAS BOARD

The past few years have also been a period of significant change for the defense
procurement environment. The Administration, Congress and DoD have implemented
several far reaching policy initiatives that have changed the economic structure of the
defense industry and the process of acquisition and oversight. Raytheon fully supports
these initiatives.

However, with respect to the CAS Board, an issue bears examination. Regardless of
one's position on the Board itself, the fact remains that despite dramatic changes in
acquisition processes since the Board’s inception, an examination of the Board's role
and mission in this new environment has not taken place. Raytheon believes the
review panel is necessary to ensure actions of the CAS Board conform to the objectives
of Congress, DoD and the Administration and to detemmine if regulatory processes
required by CAS Board promulgations support or defeat policy initiatives.




The cost accounting standards are a critical component of the government procurement
process due to the extent and nature of cost based pricing. As such, Raytheon does
not suppart or propose the complete elimination of CAS or the CAS Board. We
strongly believe however, that certain reforms are necessary. Reforms that will result in
a more focused CAS Board, streamfined policies and processes and a reduction of
administrative costs associated with CAS compliance.

Il. IMPACT OF CAS ON A CONTRACTOR’S BUSINESS DECISIONS

Raytheon Company, like other members of the defense industry have been driven by
market forces toward consolidation as a way to reduce fixed costs and improve its
competitive position. Having just recently completed the merger of Hughes Aircraft
Company and Raytheon Company, we are deeply involved in a significant restructuring
effort. As part of this restructuring, we are bringing together the former Texas
Instruments, Hughes Aircraft, Raytheon Electronics Systems, and Raytheon E-Systems
fo create a new Raytheon Systems Company composed of five operating segments as
follows:

« Defense Systems: anti-tactical ballistic missile systems; air defense; air-to-air,
surface-to-air, and air-to-ground missiles; naval and maritime systems; ship self-
defense systems; torpedoes; strike, interdiction and cruise missiles; and advanced
munitions.

« Sensors and Electronics Systems: ground, shipboard and airbome fire control
and surveillance systems, primary and secondary air traffic contro} radars; ground,
space-based, night vision, and reconnaissance sensors; electronic warfare; and
GPS systems

« Command Control and Communications Systems: command, control and
communications systems, air traffic control systems; tactical radios; satellite
communication and ground terminals; wide area surveillance systems; advanced
transportation systems; and simulators and simulation systems

» Intelligence, Information and Alreraft Integration Systems: ground-based
information processing systems, large scale information retrieval, processing and
distribution systems; global broadcast systems; airborne surveillance and
intelligence systems integration; aircraft modification: and head-of-state aircraft
systems

s Training and Services: training services and integrated training programs;
technical services; and logistics and lifetime support

Under its new operating struciure, the percentage of DoD business of Raytheon
Systems Company will be over 80 percent.

{ have included slides within your package which provide a more detailed overview of
Raytheon Systems Company’s organizational and program structure.




| would like to discuss two examples where CAS has an impact on a contractor's
business decisions.

From a cost accounting perspective, our restructuring effort will potentially effect over
30 existing CAS business units, and literally hundreds of direct labor and expense rate
structures. In addition, we are also streamlining our process to further reduce costs.
The results of this action will be a more efficient enterprise, with significant savings to

our customers.

Our planned restructuring has a unique relationship to cost accounting and the cost
accounting standards. In many respects, the problem of effecting our restructuring is a
problem of cost accounting—that is, determining the optimum and compliant cost
accumulation structures for the organization, the effect of such a structure on the
allocation of costs and hence the final cost of our products and services. Additionally,
there are significant disclosure requirements once final determinations have been made
on the final organization and rate structures. A complete and thorough understanding
of CAS requirements is essential in performing these actions.

A critical element of the finance organization’s responsibility with respect to our
restructuring, is the ability to provide the company with an accurate assessment of the
financial impacts, exposures, risks and resource requirements pertaining to our planned
organizational actions. With respect to restructuring, under the FAR, costs incurred to
effect the restructuring must meet certain criteria before they are aliowable against US
government contracts. These requirements are known with certainty, with measurable
and quantifiable financial effects to the organization. Under CAS, the issues of
restructuring move away from the allowability of costs and into the realm of the
allocability of costs. In some significant cases, however, certainty as to requirements,
interpretation and application of CAS, specific to aspects of the restructuring does not
exist.

An example of this condition lies in the area of organizational changes and the CAS
governing cost accounting practice changes. Raytheon’s experience in this area is that
there is a significant gap between the government and industry on what aspects of an
organizational change constitute a cost accounting practice change. The differences
are more than academic. If as part of Raytheon’s restructuring action, a change to a
cost accounting practice as defined in CAS occurs, we are obligated to generate a cost
impact having with it, a pctential liability for the Company. Conversely, if no change to
a cost accounting practice occurs, then the company is not obligated to generate a cost
impact and there is no liability for the Company. Besides the significant differences in
resources consumed between generating and not generating a cost impact, there is
significant compliance and financial risk involved with making the wrong call. (The
financial risk relates to the govemment’s ability to adjust contract prices on contracts
already negotiated).

But what is the right call? To answer this question, Industry looks to historical
interpretations and guidance as well as applicable court decisions. Yet differences of




interpretation and application of the CAS rules still remain between government and
industry. Without commenting on the merits of the positions -of either industry or the
government in this area, the current uncertainty on what is the goveming baseline for
cost accounting practice changes related to organizational changes causes confusion,
complexity, undo financial risk and strains already limited organizational resources.

It is also important to nate that CAS and FAR essentially treat restructuring as separate
and unique transactions. The effact of savings and costs to the govemment under CAS
and FAR have different meanings. Under existing policy, there is no means to integrate
the effects of the two, notwithstanding the fact that the same business transaction is

" involved in both. For example, a contractor can demonstrate billions of dollars in
savings to the government resulting from its restructuring action, yet still be required to
expend a considerable amount of resources to effsct contract price adjustments under
CAS.

Another example of the impact of CAS on a contractor's business operations relates to
the implementation of Activity Based Costing Systems. We believe that one factor
hampering the benefits of full implementation of such a system relates to the
uncertainty of the financial impact resulting from the requirements of CAS. Does the
conversion represent a change in cost accounting practice? Will the conversion to such
a system leave the contractor open to allegations of noncompliance with CAS? What
has been the result of such uncerainty? Instead of achieving the full benefits of an
activity based costing system, contractors have implemented parallel systems to their
existing cost accumulation systems under such names as activity based management
systems, which mimic the effect of a fully implemented ABC system without achieving
its full benefits.

We believe the conditions and effects described in the above examples are misplaced
during this time ot acquisition reform and result from limited flexibility in the application
cost accounting standards requirements. We ask the review board to consider the
degree to which such issues could be resolved through increased flexibility in the
application of CAS, as for example when overall savings and benefits to the
govemment resulting from a particular transaction can be demonstrated.

HI. EXISTING COST ACCOUNTING STANDARDS AND GAAP

In the interests of streamlining the regulatory process, we recommend that the review
panel consider evaluating existing CAS regulations in terms of need and risk to the
government. We suggest that such an evaluation could be framed in terms of the
following:

1. Those standards that focus on the allocation of costs where there is no comparable
guidance in the Financial Accounting Standards;

2. Those standards that duplicate requirements already existing in the Financial
Accounting Standards;

~
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3. Those standards that appear to serve no useful purpose or whose provisions are
adequately addressed in other CAS or the FAR.

Although we feel that the use of Generally Accepted Accounting Principles (GAAP)
should be paramount, it must be recognized that GAAP has a different orientation than
the cost accounting standards. GAAP is not directed towards the allocation of costs to
specific products or contracts. lts focus is on how to categorize costs for an accounting
period and reflecting costs on financial statements.

Should consideration be given by the review panel on the proposal described above,
we believe that the optimal end state would be the condition where there was no
redundency or duplication between CAS and GAAP.

IV. CAS BOARD FOCUS: ACCOUNTING THEORY VS. PUBLIC POLICY

We request that the review panel examine the extent to which the CAS Board has
expanded its role beyond establishing cost accounting rules and policies based on
sound accounting theory and into areas of public policy. Two examples illustrate the
need for such an examination. The cost accounting standards prohibition against the
step up or step down of assets and the proposed modification to CAS goveming
changes in cost accounting practices which appears to emphasize contract price
controls as opposed to cost accounting practices of business units. My purpose here is
not to argue the merits of industry's or the CAS Board’s position in these areas.
However, it seems a prudent exercise for the review panel to determine the extent to
which CAS Board's actions have deviated from cost accounting principles and
determine if the basis for establishing such policy is properly placed in CAS or the CAS
Board.

V. NEED TO EXAMINE THE INDEPENDENCE OF THE CAS BCAHD

We request the review panel examine if the movement of the CAS Board towards
matters of public policy coupled with the organizational alignments of CAS Board
members, provides for a board capable of being independent to develop sound
accounting principles. For example, if rules and regulations promulgated by the CAS
Board cannot be severed from public policy considerations, can it reasonably be
expected for the DoD or Industry representative to not lobby for and propose those
positions that minimize the financial impact of the organizational interests they
represent? Doss this not build in a perpetual system of conflict? If the CAS Board can
not separate itself from matters of public policy, then we request the review panel to
give consideration to a Board made up of subject matter experts not aligned to any
particular organization.

Vi. NEED FOR EXAMINING STAFF SUPPORT TO THE BOARD

We request the review panet to examine the logic of existing constraints placed upon
CAS Board members to fulfill their functions. Take for example, the industry




representative to the CAS Board. As we understand 1, the industry representative is
not able to share with the defense industry, any information that does not exist in the
public domain. Although permitted to meet with industry to discuss specific concems
and recommendations, no information of what is being proposed or considered during
CAS Board deliberations is permitted. Although contractors as well as procurement
agencies are wiling to participate in supporting the research and standards
development process, we have been told certain laws restrict participation by industry
leaving the government procurement agencies as a primary source for research and
standards development assistance. We believe this places the procurement agencies
in an advantageous position to influence the process. We recommend that the review
panel consider provisions to permit direct industry support of the Board's research and
standards development process. This would help reduce the difficulties currently
experienced in CAS promulgation by getting broader input in the early stages of
standards development and improve the overall faimess of the final rules.

We also ask the review panel to support greater balance of the board by expanding
participation to the CASB to seven members-—three from the govemment/public sector,
two from the private sector, one from academia and one from public accounting.

In the interest of timing, 1 have not commented on other areas Raytheon believes to be
important in the GAO's review of the CAS Board. Listed below are those areas
Raytheon Company recommends for consideration by the review panel:

+ Refocusing the efforts of the CAS Board on sound and equitable accounting theory
and concepts consistent with DoD initiatives to reinvent government;

« Identify and eliminate CAS provisions that are barriers to strengthening the defense
industrial base, stimulating competition and promoting U.S. economic growth;

« Preserve the sanctity of firm fixed price contracting;

s Advocale granting CAS waivers if a contractor has institutionalized commercial
business “best” practices;

o Greater CAS Board focus on risk management, rather than risk avoidance;

o Increased CAS Board consideration of materiality criteria and thresholds;

» Promote OFPP’s guiding principles over rigid, detailed standards where uniformity
and consistency are not essential;

e Elimination of unnecessary existing standards and regulatory burdens before
expending efforts to create new standards;

» Requirement to conduct field testing prior to promulgation of a standard.

In closing | would again like to thank you for the opportunity to discuss Raytheon's
views on this important issue and | would be happy to now answer any of your
questions.
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Mr. Chairman and Members of the Panel. | am Merritt Marquardt of 3-M representing a
consortium of large commercial companies known as the Integrated Dual-Use
Commercial Companies (IDCC). | want to thank you for the opportunity to appear here
today and to discuss one of the primary barriers, which restrict the sale and government
use of commercial products and services, government Cost Accounting Standards.

The IDCC is a consortium of large commercial companies that strongly advocates
acquisition reform to remove barriers member companies face in doing business with
the Federal Government. Members of IDCC include Corning, Cummins Engine, Dow
Chemical, Dow Coming, Eastman Kodak, Motorola, IBM, W.L. Gore & Associates,
Hoechst, Honeywell and 3M. Member companies have significant operations in 41
states, 842,000 employees, and annual sales exceeding $207 billion. Member
companies invest approximately $13 bilion in R&D per year, which averages
approximately 6.5% of sales, and which totals approximately 8% of all R&D performed
by U.S. companies annually.

We appreciate the significant changes made by the Federal Acquisition Streamlining
Act (FASA) of 1994 and the Clinger-Cohen Act of 1998. FASA and the Clinger-Cohen
Act have made commercial items more accessible to Government customers by
eliminating many government-unique contract requirements. However, the ability of our
member companies to perform research and development for the Government and fo
manufacture government-unique products remains severely hampered by a complex
regime of laws and regulations that discourages our participation because they add
significant costs to our commercial processes, they stifle innovation and frankly, are
counter-cuitural. One of the most significant government-unique contract requirements
that do not allow our companies to follow commercial practices is government Cost
Accounting Standards. We think it is time for a new approach, and this current
examination of Cost Accounting Standards offers an opportunity for dramatic
improvement.

Each member of IDCC is primarily a commercial company. More than 95% of IDCC's
$207 billion in annual sales are made to commercial customers. Less than 5% of
IDCC's annual sales are made to the Government but this represents over $10 billion in
govemment purchases. The vast majority of IDCC's government sales are commercial
products. However, several IDCC members have a number of Government R&D
FAR-covered contracts, such as 3M's own Metal Matrix Composite Program, a
seven-year, $110 million R&D contract with DARPA to develop low cost, high strength,
metal matrix composite materials.

In order to perform traditional government cost-based contracts, several members of
IDCC have established systems in certain business units of their companies to comply
with government-unique contract requirements, such as the Truth in Negotiations Act,
the FAR cost principles, and Cost Accounting Standards. Although these members of
IDCC are able to comply with such requirements, they find them very costly,
administratively burdensome and not supported in a primarily commercial company in




any manner equivalent to what is demanded under a government contract regime.
government-unique contract requirements have been a barrier to the members of IDCC
- making more of their products and services available to the Government, particularly
R&D and government-unique products. Many business units of IDCC members are
either unable or unwiling to accept FAR-covered contracts for R&D and
government-unique products. For example, W.L. Gore and Associates is a high
technology privately held firm with diverse product lines. The company carefully
investigated what is necessary to achieve CAS compliance. It concluded that a CAS
‘compliant system added no value to its accounting for its predominantly commercial
business, that it would increase costs and risks and would involve considerable
expense to integrate with its accounting systems. Gore turned away from pursuit of any
business that requires CAS compliance. Dow Corning manages its government
business to remain under the CAS threshold for full coverage. The expense of
modifying systems and processes to achieve full CAS coverage could not be justified by
the potential of incremental government revenues. Therefore, at a point the company
reacts to preclude increasing government business.

IDCC members participated in three separate cost studies by the GAO, DSMC and
CSIS that were used by the Section 800 committee. IN each study the members
provided data clearly demonstrating the significantly increased cost of doing business
when contracting with the government due to government-unique contract
requirements. The capstone to these cost studies was a final study commissioned by
the Under Secretary of Defense for the Secretary of Defense which was conducted
jointly by Coopers & Lybrand and TASC. This study found that compliance with
non-value added DoD acquisition laws, regulations and oversight resulted in an
eighteen percent cost premium on defense contracts. Cost Accounting Standards was
rated as the #7 cost driver in that report.

Cost Accounting Standards create substantial administrative burdens and require
changes to accounting systems, increasing the costs of products for no commercial
advantage or product improvement, and which reduce a company's ability to react to
changing market conditions by imposing rigid requirements. Most of our member
companies are world class leaders in certain technologies but face ever increasing
competition in the marketplace. Each of the members strives routinely to become more
efficient to beat-back the competition. Our management cannot allow any customer to
impose unique requirements that increase costs. Therefore, in most of our cases, we
manage our govemment business so that we do not exceed the threshold requiring full
CAS compliance. in some cases, an IDCC member company will attempt to separate
government business requiring CAS coverage from similar work for the commercial
marketplace. Where this is done, both the company and the government lose.
. Perhaps the most significant impact of CAS and other unique government requirements
‘is yet to be felt. 1 firmly believe that the commercial marketplace leads in numerous
technologies today. The government needs to do business with those on the leading
edge of these technalogies. To the extent the government attempts to impose unique
requirements, companies operating on the leading edge often conclude the risks are
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too great, the costs too high and the distractions very significant. While the government
may need unique requirements to get at the pricing of a nuclear aircraft carrier or
submarine, as commercial companies the marketplace determines our pricing. The
government needs to join that marketplace.

The IDCC understands that the Under Secretary of Defense (Acquisition and
Technology) has requested the authority for DoD to grant CAS waivers for the award of
fir-fixed price contracts where the contracting officer required offerors to submit some
cost data, but not certified cost or pricing data. The IDCC applauds efforts such as this
by the USD(A&T) - it is certainly a step in the right direction.

My fellow IDCC representatives would like to give their statements at this time.

Thank you again for the opportunity to present our views. Mr. Fry of Eastman Kodak,
Mr Lindahl of 3M and | would be pleased to answer any questions you may have.
Also, | offer the resources of IDCC to work with the members of the panel in order to
seek solutions that would accomplish our mutual goal of improving the government
acquisition process.
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Good afternoon. My name is Stanley Fry and | am Manager of Contracts for Commercial
and Government Systems, Eastman Kodak Company in Rochester, New York. Asan
IDCC member, Kodak is pleased to have this opportunity to comment on the Cost
Accounting Standards from the perspective of a small government segment in a large
commercial company. My division is subject to full CAS coverage and is the only
segment within Eastman Kodak Company which must comply with CAS. In 1997, our
sales were about one (1) percent of Kodak's total sales of almost 315 billion.

“My division of Kodak performs most of the Government contract work within Eastman
Kodak Company. Sales of Kodak’s standard commercial products on GSA and VA
Multiple Award Schedule contracts are handled by a scparate group within Kodak. The
work in my division primarily involves development of unique optical and/or digital
jmaging systems or performance of image quality or image related R&D studies for
various Federal civilian and military agencies. Some of the contracts are sole-source,
some are classified. and most of the work is done under cost reimbursement contracts.

 fully support the comments you have heard that CAS is very expensive to implement
and provides no bencfit to commercial companies. Mr. Marquardt indicated that
commercial enterprises could not support the accounting overhead and controls called for
by CAS and still remain competitive. To give you an example of the extra overhead, my
division which is fully CAS covered, has twice the number of staff in accounting and
finance as our Office Imaging (OI) division, a commercial division, even though Of has
more than twice our total sales. As a result of the increased staff, our indirect rates are
increased, and that directly impacts our competitiveness,

The controls also have more direct effect on some costs. For example, within Kodak
commercial divisions, it costs about a S| - $2 to process a business expense report while
in my division it costs more than 20 because of the extra review and handling to identify
and segregate unallowable travel costs in compliance with FAR and CAS regulations. In
1997, the total unallowable cost identified, which was less than 5% of the total travel cost
for the division, was roughly cquivalent to the cxtra administrativc expense to {ind the
unallowable cost. In effect. we are spending a dolfar to save a dollar. A commercial firm
would not do that except 1o meet FAR and CAS requirements.

Another aspect of the cost of performing CAS covered contracts is the detrimental effect
on the enterprise caused by setting up a CAS covered segment. We have an alleged CAS
407 non-compliance related to a standard cost system used by another segment in Kodak
which does some work for our division. That segment is not CAS covered, yet the

government expects them to change their accounting method to become CAS compliant.
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There are other segments of Eastman Kodak Company which have refused to do business
with my division because of the audit and oversight costs which accompany the work.

Another very real impact which CAS requirements levy on a company is the impact on
business [exibility. Within my division, we generally try to avoid organization changes
which involve cost accounting practice changes cven when there is a potential for greater
cfficiency or effectiveness. For example, we have been looking at combining some
functions and reducing the number of burden centers in our division. The change would
streamline part of our operation, iniprove efficiency, and probably result in lower overall
cost to the government, However. it would involve some shift of costs between contracts.
We have not yet implemented this change because, based on our experience, it would
certainly result in an issue with the government and potentially cost Kodak money.

To illustrate some additional issues surrounding implementation of CAS at primarily
“cominercial companies, T will provide some further examples based on Kodak's
experiences. TFirst, a little background:

Kodak is host to a DCAA field detachment with responsibilities covering a number of
contractors in several states. There arc approximately 19 DCAA personnel resident at
Eastman Kodak Company although only about half of the DCAA auditors have direct
responsibility for Kodak's contracts. There is almost no turnover among the audit staff.
DCAA auditors are assigned responsibility for Kodak's contracts for a few years and then
are assigned to another contractor for a similar time period without moving from our
facilitics. Some of the auditors, especially the supervisory auditors, have been resident at
Kodak for more than 20 years. Kodak also has two full-time ACO’s resident in its plant
to administer CAS.

I present these numbers because they itlustrate a somewhat unique situation. Our
business unit has reduced staff by almost 20% over the past two years. In the past 10
years, our total Government business has declined by about 40%. However, there has not
been any corresponding dawnsizing of the Government presence at Kodak. More
auditors leads to more audits and more opportunities to find issues. At present there are
more than 100 open issues at Kodak, many of which date back to the 1980°s. This is not
to imply that Kodak does not have some rcal issues, but given the same level of scrutiny
for several ycars, any other company may likely have a similar number of issues.

Many of the CAS issues at Kodak are implementation related issues which scem to depart
from the original purpose of the CAS which was to achieve uniformity in cost
accounting. The reality of CAS administration. at timcs, is that it is used to reduce cost to
the government by disallowing otherwise allowable cost or placing such a burden on a
contractor that cost is withdrawn.

In some cases, otherwise allowable costs are questioned due to somewhat arbitrary
interpretations of CAS. We often find CAS issues raised when the Government alleges
that there is some “better” allocation method which happens to allocate less cost to the




government. We seldom find the issue raised when the alternative will allocate more cost
to the government. We also never hear that our method is unreasonable: only that some
other method is “better.”” This is a very scrious problem in a company which is 99%
commercial because the allocation methods are usually chosen because they are simple
and cconomical and not because of CAS.

Another reality of CAS administration is that it may place such a burden on a contractor
that the contractor will withdraw the cost. We have had instances where when we
complain that the cost to comply is too high and the cost impact 's immaterial, we are told
we should withdraw the cost if we do not want to comply. Another aspect of this burden
is that somie contractors do not atlocate certain costs to the government in order to refrain
from having to comply with a standard. Kodak does this with regard to allocated IR&D
costs under CAS 420.

"CAS can have other negative impacts on a contractor. We recently settled an impact of
cost accounting practice changes made in 1990 by agrecing to pay the government over
$60.000. ‘I'he settlement agreement stipulated that Kodak did not agree that it owed
anything, but made a business decision to settle the issue. The only rcason there was any

. alleged cost impact, i.e., increased cost to the government in the aggregate caused by the
changes, is because the ACO did not offset increased costs due to one change against
decreased costs due to another change. The changes were made effective the same day.
by the same business unit. and affected the same contracts. The ACO would not offset
the costs because Kodak only provided a few days advance notice of the changes instead
of the 60 days notice per the CAS clause. [t djd not matter that the government was not
prejudiced by the short notice. DCAA did not even review the changes for almost 2
years. Under the CAS, Kodak’s only rccoursc was to appeal the determination to the
ASBCA under the Contract Disputes Act.

Another problem which we face is that the government docs not seem particularly
motivated to settle CAS issues. 1 mentioned earlier that Kodak has 2 number of
outstanding CAS issues dating back 10 the early 1980’s. Some involve alleged non-
compliances where Kodak does not agree that the accounting practices are non-
compliant. In some instances Kodak will agree to change the practice to one which is
“better”, but this seldom settles the issue. The current CAS administrative system seems
more geared toward finding fault and recovering cost rather than improving cost
accounting.

A good example of CAS administration problems is an alleged CAS 405 non-compliance.
The DCAA audit report cites our division for this non-compliance primarily because of
Jack of formal written policies and procedures for screening for unallowable costs. It
should not be an issue because CAS 405 does not require written policies and procedures.
CAS 405 only requires unallowable costs to be identified and excluded from any billing,
claim, or proposal. We believe our process adequately meets this standard as evidenced
by our record. Itisn’t perfect but there are few problems and most of these are caused by
human error.
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As justification for the CAS 405 non-compliance. the DCAA identified some costs which
they believed were unallowable and which were not removed from an incurred cost
submission. Howcver, Kodak docs not agree that all the costs were unallowable.

The result is a sort of circular compliance problem. The DCAA alleges a cost to be
unallowable and then cites the contractor for a CAS non-compliance because the alleged
unztlowable cost wasn’t screened out of the incurred cost.

Unfortunately, this story does not stop here. In October 1997, the ACO unilaterally
reduced Kodak’s G&A billing rates by one percentage point to withhold money to force
Kodak to resolve thc CAS 405 issue and negotiate cost impacts. The withheld amount
quickly exceeded $1 million. We vigorously protested and filed a certified claim which
apparently forced the ACO to rescind his decision. It did not secm to matter that neither
the DCAA nor Kodak had ever identified a cost impact resulting from the alleged lack of
“Yormal documented procedures. As our outside counsel stated: " Normally the
Government has to be owed money before it can withhold money.”

Another issue at Kodak which relates to excessive CAS administrative bureaucracy is the
Government’s insistence on updating old Disclosure Statements. We are spending
considerable time and effort on revising a Disclosure Statement lor Optical Products, a
separate unit which is part of Kodak Cquipment Manufacturing Division (KEMD). This
unit was awarded two firm fixed price, CAS covered, contracts in September 1989 and
completed work on them in 1990. An initial Disclosure Statement was submitied in May
1989 which, shortly after contract award, was found to be inadequate. A revision dated
July 1991 was found to be inadequate. Another revision was submitted in November
1994. The ACO is currently requesting a cost impact, but there is no cost impact since no
accounting changes were made and no non-compliance has been alleged. Once the
government is satisfied as to adequacy, the disclosure statement will be discarded because
it hasn’t been required since the contracts were completed in 1990. A recent review of
the CAS requirements in effect at the lime indicates that the disclosure statement was
never required, but the issue will not die.

We are going through the same routine on an older Disclosure Statement for our own
Division. It too was found to be inadequate. One of the critical issues we have to address
stems from when Kodak changed the name of C&GS’s parent organization from Kodak
Apparatus Division (KAD) to Kodak Equipment Manufacturing Division (KEMD). The
audit report states “ We recommend the name be changed back ...” All told, the audit
report cited several “nits” as the basis for finding the revised disclosure statement
inadequate. Many of them relate to organizational changes and name changes which are
frequent accurrences in commercial companies.

Although these types of changes are not accounting practice changes, the audit report
recommended that Kodak should submit a cost impact proposal identifying all contracts
containing the CAS clause and the effect on cost or price for these discretionary changes.
The ACO apparently agrees with Kodak because he followed up with a letter stating that




he was requesting a meeting to discuss the matter and that he was seeking legal advice to
see if pen and ink changes can bc made to implement these changes. without
recertification by the controller. Currently, the only cost involved is the on-going
administrative cost incurred by Kodak to respond to the government as it pursues this
issue. The cost is fully allowable and is charged to current government contracts -
another reason that our G&A rate is higher than it should be.

One of the more troubling areas for a company such as Kodak which is primarily
commercial is the demand for corporate information to support CAS compliance audits.
T'he time and expense to gather the data to support these audits is often unreasonable
when compared 10 the altocated dollars, and the contractor is not compensated for the
extra cost. As an examplc. on 8/1/96 Kodak was notified that the DCAA was performing
a CAS 416 (Insurance) compliance audit which covers EK’s fiscal years 1988 through the
present. Requested information included: (which I will not read in detail)

1. Completion of the attached Insurance Summary Schedule for your Fiscal Year
1995. (The form requires. among other things, a list of all policies by Carrier,
Policy number, Expiration date, premium rate and base, Internal allocation of
base, premium, premium expensed in FY 1996 and the allocation to segments.)

2. 1dentification of records maintuined to substantiate the amounts of premiums,
refunds, dividends, losses, and self-insurance charges. The records also needs to
show the frequency, amount, and locations of actual losses by major type of risk.

3. Identification of any memorandum records which reflect differences between
costs determined in accordance with CAS 416 and those included in EK financial
statements prepared in accordance with Financial Accounting Standards Board
Statement 5.

4. Tdentification of efforts to determine risk exposure differences or anomalies
between commercia) and government operation and products.

5. Identification of the basis for establishing and adjusting premiums, and any
provisions for deposits and reserves.

6. Identification of any financial interest in or other controls over the various
insurers.

7. Identification of the primary accounts, journal vouchers, etc. used to
accumulate and allocate insurance costs.

8. Identification of all direct allocations of premium costs to final objectives.

9. [dentification of the company policy and procedure for assigning premiums,
refunds, and asscssments to and among cost accounting periods.
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Your written response is requested by August 12. 1996,

Kodak is primarily self-insured. On 8/20/96 the auditor was notified that a total of
$39,275 was allocated to my division for the various types of automobile, general

liability, Worker’s Compensation. and other liability insurance costs originally at issue.

We had hoped that because the costs were so small (the amount is immaterial under
almost any interpretation of thc CAS standard) that the audit would be called off. It
seemed unreasonable for the Government to require all the data for the $15 Billion

commercial company because less than $40,000 was allocated to CAS covered contracts.

The effort to respond might cost more than $40,000. The government responded that

insurance costs included dental and health insurance costs amounting to several million

dollars so the amount at issue was not immaterial.

However, the audit was not limited to dental and health insurance costs, and on 9/9/96

Kodak received a follow-up request: (which I will not read in detail)

In addition to the information requested in my memo of 8/1/96, all of which has
not yet been provided as requested, the following additional information is
requested:

a. Identification of the specific cost accounting treatment for government
contracts in accordance with CAS 416. Accounting for Insurance Costs and for

financial reporting purposes in accordance with FASB Statement 5, Accounting
for Contingencies.

b. Actual insurance losses for EK for all types of self-insurance by period for
1996.

c. The actual sellf-insurance Josses for EK fiscal years 1988 through 1995.

d. A copy of the written EK policy which specifically identifies the method of
estimating projected average losses from actual loss data.

¢. Identification of any analysis completed to compare the cost of self-insurance
with the cost of comparable purchased insurance(i.e., feasibility study).

f. Evidence of Contracting Officer approval of all self-insurance programs.

Your writlen response is requested by September 12, 1996.

Kodak continued to question the need for the data and did not providc a timely response.
The result was that we were provided a draft copy of a letter charging us with obstruction
of audit. In the end, we provided a large amount of data, but the cost has been high.




Recommendations:

Based on our experience and the specified goal of the government to movce toward more
commercial like practices, we question the nced for full CAS coverage for commercial
companics, including those with current CAS covered segments. 1f a company has 90%
or more commercial sales, we believe that the government is better served by utilizing
standard commercial practices throughout the company. We believe that the savings
would far exceed the current administrative cost particularly when both the government's
and the contractor’s costs are totaled.

For cost reimbursement contracts at such firms, we would support use of consistency
requirements along the lines of CAS 401/402 to provide consistency in eslimates and
measurement of costs. We also support some type of screening for unallowables in direct
charges to contracts but suggest that cstimates and decrement factors could be utilized
sather than the more onerous requirements for specific identification of CAS 405. We
only hope that the regulations would lead to realistic factors which are fair to both parties.
As the regulations arc currently administercd, contractors must overcompensate in order
to get government approval for use of any such decrement factor.

A less revolutionary change would be to simplify and relax the CAS waiver requirements.
Waivers should be available for a contract, a standard, or for all contracts and all
standards. For example, it might be desirable to exempt a company such as Kodak from
CAS 420, Accounting for IR&D/B&P. Kodak does not allocate corporate R&D 10
government contracts although it could under CAS 420. One reason is that we do not
want our corporate R&D effort to be adversely impacted by subjecting it to government
oversight and audit. Another is that the corporate allocation method is non-compliant.
Recoverable IR&D expense is limited to projects performed by or for our division.
However, the government still performs CAS 420 audits and continues to question the
accounting methods we use even though the government is charged less than it would
under CAS 420.

Another simple change would be to put the burden on the government to demonstrate by
clear and convincing evidence that a contractor’s practice is non-compliant and that the
government is being significantly harmed. After all, we are concerned here with the
contractor’s accounting system and accounting practices. Most companies are subject to
SEC and TRS regulation which assures that they are performing reasonablc accounting in
accordance with GAAP. If a contractor is using a reasonable method which works for the
99% of the business that is commercial, then there should be some hurdle for the
government to overcome to force a change.

Thank you for the opportunity to present our views to this distinguished panel. Are there
any questions?
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My name is Paul Lindahl and I am employed by 3M Company, St. Paul, MN in
their Government Controllers Department. T appreciate the opportunity to provide
you a 3M perspective relative to government Cost Accounting Standards (CAS)
requirements. Studies have indicated that over ninety per cent (50%) of research oriented
commercial firms participate in limited or no government research and development.
Many of these companies, rich in leading edge technology, are reluctant to contract with
the government because of the burdensome requirements associated with such business.
3M is one of those research oriented commercial companies that has tremendous research
and development capability and commitment which could offer significant benefit to
government defense and civilian agencies. Our company, with $ 15 billion in annual sales,
spends over $ 1 billion, nearly 7% of sales, on research and development, however,
consistent with statistics cited above, spends far less than 5% of the $ 1 billion on

government R&D.

The Federal Acquisition Streamlining Act (FASA) and the Clinger-Cohen Act were
enicted to create fundamental changes in the federal government acquisition process. A
basic principle of these new laws was to encourage the increased
reliance on the acquisition of commercial items and the use of commercial technologies.
With government transitioning to more commercial contract terms, acceptance of more
commercial accounting practices could eliminate some of the barriers currently deterring

commercial companies from participating in government acquisition.




3M is one of the IDCC member companies categorized by Mr. Marquardt as

complying with CAS, but finding the requirements very costly, administratively
pl

burdensome, and inconsistent with a primarily commercial company. Wefgearing our
tenth year of doing a limited amount of business.in government research and development
complying with CAS accounting requirements. To-ensure the government benefits
from extensive technology transfer within corporate, market, and division research,
government work is done in commercial laboratories rather than in a separate government
unit. The limited government activity, in relationship to total company, eliminates any
reasonable logic to establish separate government accounting system. Therefore, ina
commercially driven accounting system, compliance with CAS requirements has added
significant administrative and system efforts which add indirect costs to government
contracts, reducing direct research and development the government can procure with
available funding. CAS Disclosure Statements, cost accounting change proposals, and
cost impact analysis create significant-effort for 3M.in preparation, submiss_ion, discussion,
and issue resolution. In addition, government oversight agencies spend considerable time
reviewing contractor proposals, conducting CAS audits, and discussions necessary to
bring issues to resolution.

Our experience has been that in many findings of noncompliance, analysis of the
specific circumstances has demonstrated immaterial impact resulting in a-technical

noncompliance determination. The technical noncompliance, however, requires us,
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on an annual basis to analyze costs and submit impact proposals to demonstrat€ continued
immaterial impact resulting from the technical glonoompliance. These annual submissions
also require involvement of govemment"oversight personnel in review of contractor
analysis and determination that impact remains immaterial. There have been instances

in which CAS technical noncompliances have been monitored annually for five years after
initial finding of noncompliance, determining each year that cost impact to government
contracts is immaterial and ultimately the decision is made that noncompliance does not
warrant continued monitorship, pending change in éxisting situation. In certain instances
where noncompliance has resulted in more maieri:;\l impact to government contracts and
our commercial accounting system would not reasonably allow us to comply, we have,
reimbursed govemnment for negative impact and/or through extended review and
discussion with oversight personnel, negotiate& advance agreements to document an
“acceptable” accounting practice. The acceptable practice resolves the specific
noncompliance, however, implementing these advance agreements obviously

requires time, creates additional cost, and negates CAS consistency objectives.

Although we have complied with CAS requirements, we currently have no
full CAS covered contracts. As indicated, compliance with such requirements have been

burdensome and were we to evaluate award of a full CAS covered contract in the future,
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compliance may be extremely difficult . 3M, like our competitors, is re engineering
various processes to enhance global success in a very competitive marketplace. Weare
re engineering many of our financial processes, and in commercial terms, transitioning to
less costly, simpler, less detailed, faster processing of financial data. These changes will
move us further from detailed cost accounting information necessary-to.respond to
potential CAS related cost allocation issues. Our commercial systems will likely not

allow us to comply with requirements of benefit and/or pension cost CAS requirements
nor allow us to determine cost impacts to government contracts. Changes necessary to
keep us competitive commercially will lessen our ability to comply with CAS requirements

and as cited above, deter us from providing valuable research and development to the

government.

Reluctance on part of 3M to maintain costly infrastructure necessary to comply with
procurement contract requirements has driven our focus toward FAR Part 12, Other
Transactions, and Cooperative Agreements to da DoD research and development. These
new contracting/agreement vehicles allow commercial companies to participate in
government R&D without miany of the burdensome regulatory requirements. However,
although such arrangements eliminate certain requirerlnents, they provide access to limited

government opportunities, limited government funding, and do not achieve government
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objective of acquiring research and development from commercial companies iff instances

where more traditional contracting is identified.

Our comments to this review panel do not address whether or not a regulatory body is :
necessary to govern cost accounting issues in the defense industry. We are responding to
expressed desire of the government to do business in a more commercial fashion and
eliminate barriers that prevent government from acquiring important research and
development from commercial companies. As indicated above, for several years, 3M has
been involved, at some level, in government R&D business and has taken various steps to
comply with regulatory .requirements. However, as much as we see benefit for 3M and
the government resulting from such business, we are a commercial company and must
make business decisions based on success of that commercial entity. Our accounting
practices comply with generally accepted acco;xnting practices and those practices are
scrutinized by independent accounting review. Marketplace forces impose stringent
controls on our commercial costs/prices and creation of separate accounting procedures
and systems enabling us to account for specific detailed cost allocations is costly,
administratively burdensome, unwarranted, and counter to our company objectives of

achieving success in that marketplace.
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We have voiced our concem relative to CAS requirements before. In January of
1992, we provided information, through IDCC, to a public session of the CAS Board.
At that time we suggested that threshold for full CAS coverage be increased from the then
$ 10 million to $ 30 million and that CAS applicability exemption threshold for
negotiated contracts aﬁd subcontracts be increased from $ 100,000 to $ 500,060, In
additién,' we proposed that categories of contracts and subcontracts exempt from all
CAS requirements be expanded to include comrﬁercial companies that meet following

criteria:

1) .Commercial companies with at least ninety percent (90%) sales priced
competitively in the co:ﬁmercial marketplace and

2) company has accounting practices which conform with generally
accepted accounting practices (GAAP) and which have been accredited
by an independent certified public accountant and is found to be in

conformance with GAAP

We are pleased that since 1992, changes have been implemented to increase applicability
thresholds, however, for many commercial companies to enter, or 3M to continue in
government R&D business in a meaningful way, tﬂresholds must be further increased

or exemption from CAS be identified.
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Perhaps criteria for full coverage could be increased to $ 100 million. As defense
company acquisitions and mergers decrease number of contractors, it is likely
that increasing applicability threshold would have little effect on large defense
contractors, where application of CAS requirements were intended. A higher threshold
would however, allow large commercial companies to participate at some meaningful

level, in government business.

Exemption from CAS for commercial companies with less than ten per cent (10%)

sales to the goverﬁmeﬁt continues to be a viable alternative that would allow government
to benefit from technology rich commercial companies without burdening those companies
with costly infrastructures th& are not practicable when government business, while
important, is a small part of the company. Market driven forces will ensure fair and
reasonable prices to the government and additional CAS administrative costs will also

be eliminated. Small businesses are exempt from CAS requirements and although

firms like 3M are large commercial companies we are small government businesses.

Imposing administrative burdens of CAS increases our cost and reduces opportunities
to participate in government business. In addition, companies attempting to integrate

commercial and government business, to achieve optimal efficiencies and effectiveness,
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see potential that costs of unique government requirements will negatively impatt their
ability to compete successfurlly in global commercial markets. In this situation, the
.government either does not have access to important technological research

and development, or if research is acquired, government pays for unnecessary
administrative costs, thereby reducing research and development it receives with available
funding, and the unique government costs can place the company in a less competitive
position in their primary business, the commercial marketplace... definitely a lose/lose/lose
situation.‘ Exemption from CAS, or incre'ése& 'applic;ability thresholds, would be a large
step in achieving government desire to increase willingness of these commercial companies
to offer re;adily available, state of the art dual use technology, at fair and reasonable price,
to government as well as their commercial customers ....obviously a win/win/win

situation,
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Remarks at the GAQO Review Panel on the CAS Board

Good Afternoon! I’m Lynn Saylor from General Electric Company, where I serve as the
Director of Corporate Government Finance for the Company Comptrotler, Phil Ameen,
and the Corporate Finance Staff. GE is a member of various industry associations with
headquarters in the Washington area, and I am personally involved as the current
Chairman of the AIA Procurement & Finance Council Executive Committee and Vice
Chairman of the Manufacturers Alliance Government Contracts Council. Jam also a
member of the Financial Executives Institute Government Business Council.

Chart 1

You can learn more about GE and our twelve businesses in our 1997 annual report by
visiting the GE Homepage at the Internet address shown here. The GE Company
financial data I will be sharing with you during the next few minutes is available on the
GE Annual Report Homepage.

Chart 2

Those twelve businesses generated more than $90 billion in consolidated revenues during
1997, up more than sixty percent since 1993, and we’re headed toward $100 billion in
1998.

Government contract sales represent a little more than two percent of the 1997
consolidated revenues, a decline of more than thirty percent since 1993, even after
excluding the GE Aerospace business we transferred to Martin Marietta Corporation.
Some of the decrease is due to the declining government market, but some is also due to
avoiding doing business in a complex regulatory environment, that has become
increasingly criminalized since the late 1980s.

Chart 3

This Industry Segments data from the 1997 Annual Report shows that each one of GE’s
twelve businesses is a multi-billion dollar business by itself. It is also common
knowledge that our Aircraft Engine business is the only major GE business with
significant government coniract sales and their business mix has shiftcd from a reliance
on government contracts in the early 1980s to predominately commercial contracts in the
1990s (including some government contracts for commercial items).

Chart 4

GE believes that the Cost Accounting Standards Board (CASB) should provide an
appropriate forum for establishing government contract costing practices for non-
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commercial item transactions. However, we also believe that this Panel’s review of
possible CAS Board reforms, including membership requirements, is timely, and that
those reforms should be aimed at reducing some burdens on the government contractor
through elimination and simplification of the Cost Accounting Standards (CAS).

GE employees believe fervently in three defining cultural traits --- self confidence,
simplicity and speed. Self-confident people, and organizations, don’t need complexity
and clutter that passes for sophistication in communications, standards or regulations.
We know that elimination of such complexities and clutter results in faster, smarter
decision making, cost avoidance or elimination and an organization that crackles with
energy and excitement.

Chart 5

CAS Board action to eliminate unnecessary CAS Standards and utilize Generally
Accepted Accounting Procedures (GAAP) or Financial Accounting Standards (FAS), in
certain limited circumstances, combined with increasing CAS thresholds and regulatory
exemptions, just might generate an infusion of self-confidence, simplicity and speed into
government contracting.

Certainly this panel should re-evaluate the roles and responsibilities of the CAS Board
including the membership structure, to ensure that it is an independent accounting policy
sctting board separated from the myriad of potential political and procurement decisions
of Government agencies.

Since the mid 1980s several primarily commercial GE operating components reporting to
some of the twelve GE businesses mentioned earlier made decisions to curtail
government contracting. Changing those commercial operating components to CAS
compliant segments was viewed by management as an unnecessary expenditure of
precious resources. Why spend resources to change your accounting system or add
infrastructure to comply with complex CAS and FAR regulations, solely to obtain
marginal incremental sales, when those resource expenditures will have to be subsidized
by the segment’s commercial business? We think it was a simple decision!

If a goal is to increase competition to supply goods and services to the Government, the
CAS Board should increase exemptions for primarily commercial companies or primarily
commercial operating segments of large corporations. Exempting commercial items, and
goods and services that are competitively priced or parametrically priced, from CAS and
FAR regulations, may be an answer to increasing competition and simplifying the
procurement of goods and services.

Since the passage of the Federal Acquisition Streamlining Act and the Clinger-Cohen
Act, with an improved definition of commercial items contracting, a few managers at GE
operating components have re-visited doing business with the Government, especially in




those instances when we acquired a commercial business with some Government
contracts.

In addition, many of the parts used to assembled our commercial and military aircraft
engines are identical. GE believes situations like this represent opportunities for the CAS
Board to also evaluate ways to exempt primarily commercial companies or operating
components of large corporations from this complex regulatory environment.

We believe that the CAS Board could immediately eliminate some of the regulatory
environment complexities by reducing the number of CAS Standards. Some of the
nineteen CAS Standards do offer good guidance for measuring, assigning and allocating
costs. Some do not have an exact parallels in the Financial Accounting Standards (FAS).
We believe those CAS Standards should be retained. However, CAS Standards that are
redundant to FAS, such as capitalization and depreciation of tangible assets (CAS 404
and 409), or CAS Standards that no longer setve a useful purpose, such as accounting for
unallowable costs, cost accounting period, use of standard costs and IR&D/B&P costs, to
name a few, (CAS 405, 406, 407, 408, 411 and 420), should be eliminated immediately.
Simplifying the complex regulatory environment should result in faster, smarter
procurements.

Even when there is a FAS equivalent, there may still be a need for a CAS Standard. For
instance, in the pension and post employment benefit areas, FAS 87 and 106 rely on short
term interest rates that tend to be volatile and not conducive to longer term contract
pricing and costing techniques demanded by government contract accounting. We
believe retention of Standards on pensions and insurance (CAS 412, 413 and 416) is
appropriate, even though recent changes to the pension Standards rendered them
essentially useless. It is rumored within the defense industry that a number of contractors
are spending unnecessary resources explaining and defending previously acceptable and
approved pension accounting techniques because of these revised pension Standards.

Chart 6

GE believes that the CAS Board should be a contract accounting board of experts that
functions independently, providing appropriate accounting decisions and guidance to
preserve the integrity of Government contracting. It is conceivable that other pressures or
influences prevent the current CAS Board from acting like an independent, objective
accounting policy setting board, as expected by the private sector. Those pressures may
have created the inconsistencies and inequities in the revised CAS 412 and 413
promulgations on pensions, or the increased administrative burdens, that don’t add any
perceived value, as demonstrated in revised Disclosure Statements forms, especially Part
VII, and the recently recommended definition of a cost accounting practice change.

To address these concerns, we believe that the current mix and number of CAS Board
members should be re-evaluated to eliminate any appearance of potential conflicts
between setting contract accounting policy and subsequently implementing that same

217




policy. This Review Panel should consider recommending membership and voting
guidelines similar to the FAS Board. The FAS Board has seven members -~ three from
public accounting, two from industry, one from academia and one from the buy side
analyst perspective, generally from the public sector, --- and requires a “super majority”
of five votes for rulemaking purposes. A similarly sized CAS Board with the same
voting criteria might eliminate some of the negative perceptions about the current CAS

Board.

To accomplish this change, we recommend seven members on the CAS Board consisting
of —-- three from public sector (government), two from the private sector (industry), one
from academia and one from public accounting.

Two of the Government representatives should represent the major customer stakeholders
that use CAS covered contracts --- such as DoD and DoE — and the third Govemment
representative should be from the office responsible for establishing accounting policy for
the government — GAO. These representatives should be senior people, perhaps
presidential appointees, confirmed by the Senate.

One industry representative should be from a company with contract sales ranking in the
top five or ten government contractors and the second industry representative should be
from a contractor in the top 100, preferably from the services sector.

T hope my comments will help this Review Panel evaluate ways to enhance the CAS
Board*s effectiveness, improve the quality of their promulgations and eliminate any
continuing negative perceptions of the Board. Thank you for listening to me. Since this
is a public meeting, we prefer that you provide written questions and we will respond at a
later date.

CASBremarks 6-93
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GE Consolidated Revenues

(In billions) _ 1997
Aircraft Engines $ 7.8
Appliances - | 6.7
Broadcasting B 5.2
Capital Services =~ 39.9
Industrial Products and Systems 10.9
Materials | | 6.7
Power Generation 7.5
Technical Products and Services 4.9
Corporate items and eliminations _1.2

Total $90.8
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CASB Actions

« Increase Thresholds and Exemptions

o Eliminate Standards
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CASB Membership

Parallel FASB Seven Members
“Super Majority” for Rulemaking (5)
Government (3)

Industry (2)

Academia (1)

Public Accounting (1)




Presentation to the GAO CAS Board Review Panel
by Patrick J. Gnazzo, Vice President, Business Practices
United Technologies Corporation
June 17, 1998

Good afternoon. I am Patrick Gnazzo, Vice President-Business Practices at
United Technologies Corporation. My responsibilities include compliance and
business ethics as well as the government contracts program.

Thanks for this opportunity to spcak on behalf of United Technologies
about the future and the mission of the Cost Accounting Standards Board.

As 1 was preparing my comments, [ recalled a story my dad once told me.
He was in the construction business, and had done a lot of work on a house for a
couple who had a son fighting in Vietnam. Because of injuries suffered in
Vietnam, the couple’s young son returned home in a wheelchair. The soldier’s
parents asked my dad to build a ramp for the house to accommodate their son’s
wheelchair. They said the Veterans Administration would pay for the ramp and
asked my dad to get in touch with the agency.

As my dad began the project, he realized he would have to climb a
mountain of paperwork to complete this small job. In fact, he concluded the ramp
would cost 25 percent more than he’d normally charge because of VA repulations
and procedures. My dad could not bring himself to charge the artificially inflated
price. He refused the job, even though the family was a good customer and
wanted him to do the work.

In a nutshell, my dad’s dealings with the federal government illustrate the
essence of my comments. Many good commercial companies are avoiding
government business as if it were some dreaded disease. And long-time
govemment contractors have spun off their government businesses -- Litton,

Honeywell and Emerson Electric just to name a few.

[\
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Existing and potential suppliers are being driven away by government
regulatory impediments and by the government’s enforcement regime. Although
the changes adopted under the leadership of Secretary Perry have brought much
needed rationalization to the procurement system, the need for acquisition reform
is far from over. The efforts of Secretary Cohen and Under Secretary Gansler in
seeking to remove barriers to integrating the civil and military production base are
right on target.

1 am here today to address the regulatory thicket generated by the Cost
Accounting Standards Board -- an organization that was appropriately created 25
years ago but which today adds needless complexity and distorts accountingin
order to achieve cost control. Before elaborating on CAS, just to provide context
for my remarks, ! should tell you that I consider CAS to be the number two
problem remaining with the acquisition system. In case you are curious, the
number one problem and principal barrier to achieving the objectives of
acquisition reform is the “Russian Roulette” operation of the civil False Claims
Act. It magnifies the problems that otherwise exist in what one federal judge
described as the “infrangible mass” of government contracting rules. But that’s a
matter for anothcr forum.

I hope today to shed some light on the issues associated with the CAS and
CASB, speaking from the perspective of a corporation spanning both government
and commercial businesses.

United Technologies has been doing business with the government since the
mid-1920s. Pratt & Whitney developed the powerful, air-cooled aircraft engines -
that helped win World War II. Igor Sikorsky, the founder of thc helicopter
industry, grew his business into a major supplier to the Armed Forces. Hamilton
Standard, a pioncer in aviation systems, is an integral part of NASA programs,

from Mercury to the International Space Station.




The corporation, originally called United Aircraft, was 100 percent
aerospace/defense until diversifying in the 1970s. Changing its name to United
Technologies, the corporation acquired Otis Elevator Company, Carrier and a
number of industrial companies that evolved into United Technologies
Automotive.

These commercial/industrial units now generate almost 60 percent of
UTC’s revenues of 25 billion dollars. Ofis and Carrier, each with six billion
dollars of sales, account for almost half of the total.

Of course, the aerospace/defense units serve commercial and government
customers. Government sales, which at one time brought in the lion’s share of
United Aircraft’s revenues, today provide only about 15 percent.

United Technologies’ presence in both the government and commercial
sectors gives us a different perspective on the subject we are addressing today. On
the aerospace/defense side of our business, we understand what it’s like to supply
the government.

A govemment contractor as big as UTC can adapt to the arcane

requirements of the Cost Accounting Standards Board, the Federal Acquisition

Regulations (FAR) and other laws and regulations. But many smaller companies

don’t have the resources to deal with the twists and turns of CAS. And many
commercial companies —- even large ones like our Otis and Carrier operations -
don’t want to expend major resources or redesign their companies in order to do
business with the government.

What are some of the issues we have with the CASB? Let me start with the
fundamental issue of accounting.

CAS requirements often conflict with Generally Accepted Accounting
Principles. Therefore, we have to maintain separate financial records for GAAP
and CAS -- two sets of books, as it were. And who pays for this unique

government requirement? - - the taxpayer!
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UTC is burdened by a conflict with regard to writing off non-performing
assets. GAAP accounting requires a company to take an immediate write-off’
when it recognizes that it will not be able to recover the value of certain assets
during the conduct of its business. In contrast, CAS prohibits this kind of a
charge.

Another conflict appears in pension regulations. Federal pension law and
GAAP accounting require five-year amortization of gains and losses in pension
plans. CAS requires 15 years!

The cost of maintaining multiple accounting systems is considerable.
Actuarial fees plus the resources expended to keep dual pension records surpass a
quarter of a million dollars annually for United Technologies. Now, think of that
expense repeated at many, many companies, and, to paraphrase a former (.S,
senator, now you’re talking real money!

CASB regulations also can impede a company’s ability to take action that’s
good for employees and general business objectives. This is clear at a United
Technologies subsidiary that is a supplier to NASA. In the context of NASA’s
efforts to consolidate its supplier base, United Technologies determined it would
be better for both parties if this subsidiary were sold to the other NASA supplier,
the prime contractor, before contract termination. The sale routec was decmed
preferable for a number of practical business concerns, including retention of the
work force during the two-year-long transition period.

In attempting to negotiate this sale, however, we have encountered a
number of roadblocks. CAS regulations are preventing a timely resolution of this
matter. In fact, they are making a sale unlikely. Meanwhile, the uncertainty is
causing valued employees to leave the company. This is making it difficult to
fulfill our commitments to NASA.

What arc the reasons for these dual accounting requirements? Actually, no

good reason can be found in accounting theory and practice. The reasons must be




understood in terms of impact. The CAS is driven by factors extrancous to good
accounting principles.

CAS was supposed to deal with measurement, allocation and assignment of
costs. The board, however, has evolved into an instrument for determining and
controlling cost allowability.

And how do these problems reveal themselves?

First, the CASB, as currently constituted, is not an independent agency. It
is government-controlied — three votes to two, with nominal private sector
representation. It’s led by the Administrator of OFPP -- the person responsible for
procurement policy and not an accounting expért. What’s more, cne of the board
members of CASB is the head of the Defense Contract Audit Agency. In our
. view, this an inadequate separation of functions in establishing a control system.
The DCAA, as an auditing agency which monitors compliance, should not be
represented on a board determining policy. Because other government members
of the CASB are not accountants, the views of the DCAA member are very
influential in practice.

To see how the CASB should function, consider the Financial Accounting
Standards Board. In the world of the FASB, the same people do not set policy and
audit compliance with policy. The separation of policy-making and auditing
functions is a universally accepted business concept — everywhere except at the
CASB.

Second, the CASB modifies its standards to overturn unfavorable results of
litigation. This can occur when contractors, disagreeing with contracting officers’
interpretations of CAS, take their case before the Boards of Contract Appeals.

For example, when a contractor (Gould) filed a law suit over an
interpretation of pension requirements, the CASB revised CAS412and 413 to
make the standards conform to the government’s position in the law suit. A

coincidence? Hardly, but they have added new meaning to the term “home field
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advantage!” Although changes in the rules are clothed in accounting jargon, the
changes are made in order to reduce costs.

The Cost Accounting Standards, as they exist today, are inconsistent with
the interests not only of government contractors but the government itself. We are
currently wasting a lot of time battling with government auditors over this issue.

A case in point, in accounting for fixed assets, companies generally tie their
depreciation methodology to that of the Internal Revenue Service. Sounds logical,
right? Wrong!

That was the procedure three United Technologies business units followed.
However, the Defense Contract Audit Agency said the companies were not
complying with cost accounting standards in that actual asset lives were longer
than the IRS guideline lives.

Our business units acknowledged that they were not using asset lives in
accordance with CAS regulations. They pointed out that the government was
actually benefiting substantially because cost of money calculations would more
than offset the faster depreciation. Nonetheless, the DCAA has continued to
pursue this issue.

We suspect that eventually we will be able to reach agreement with the
contracting officers -- as we have on several occasions over the past 10-plus years.
Such regulations make no sense, but they cost time and money not only for
corporations but for the government as well.

Complexities of the Cost Accounting Standards are a major spawning
ground for government enforcement actions, including the civil False Claims Act.
A few years ago, Litton was accused under the False Claims Act of improperly
accounting for certain overheads. Although Litton believed its accounting was
£iopis al that the government had suffered no harm, the threat posed by
enormous penalties and treble damages forced the company to settle. Following

the settlement, Litton spun-off its defense business.




Otis Elevator Co. also had first-hand experience with a CAS dispute that
turned into an enforcement action in the mid-1980s. Although Otis does business
almost everywhere and is the world’s market leader, Otis has a policy prohibiting
almost all business with the U.S. Government.

Decades ago, Otis supplied elevators for many buildings erected by the
General Services Administration (GSA). Today, other companies maintain these
elevators. The GSA has asked Otis from time to time to submit proposals for
servicing these elevators, but Otis says, “No thank you!”

Fear of the leverage of an enforcement regime with high penalties and low
standards of liability is the principal factor that keeps Otis on the sidelines. The .
changes brought by acquisition reform for commercial products do not adequately
cover the construction and services industries. CAS remains a looming threat.

The government also wants to integrate civil and military production in
common facilities. There are very few such plants in the United States. United
Technologies has two of them. If the government is truly intent on fostering more
civil/military integration, we must move from cost-based contracting and all its
attendant regulations to price-based contracting.

CAS also inhibits integration by imposing obvious additional compliance
costs on contractors, such as added staff. Less readily apparent, however, are costs
associated with the government’s right to supply government furnished material
(GFM). Under government interpretation cf CAS, this process (the supply of
significant amounts of GFM by the government) results in skewed overheads with
greater allocations of costs to commercial products. This is because no overhead
can be applied or allocated to zero-value GFM when “total cost input’ is used as an
allocation base. As a result, with higher costs allocated to commercial items, it’s
not surprising that contractors are reluctant to create a single integrated production

facility.
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The government makes the rules for procurement of its needs. We
understand that. We also understand that the CASB changes the rules when it
suits them. We are used to keeping different books to meet varying requirements
Our aerospace companies have unfortunately*grown accustomed to fighting with
contracting officers and the DCAA and going to the Boards of Contract Appeals.
We’ve been doing this a long time. But our commercial companies, Otis and
Carrier, don’t agree that it’s worthwhile from a cost-benefit analysis standpoint for
them to get into the government business.

I have shared with you some of the highlights of our experience with the
CASB at United Techinologies. Based on this experience, what do we
recommend?

For starters, we favor abolishment of the Cost Accounting Standards Board.
The iiuposition of a unique set of cost accounting standards is extremely expensive
to business and government -- without any appreciable benefit to anyone, save the
CASB.

The CASB's time has passed. It was created as principles of cost
accounting were being developed but is no longer necessary. In theory, the idea
was fine. But its structural flaws have become magnified over time. Board
actions are motivated by the intent to control government costs rather than
adopting good accounting practices.

Responsibility for developing accounting requirements, including any cost
accounting standards that should be necessary, should be placed exclusively with
the FASB. This will assure independence and a focus on accounting matters rather
than procurement policy. Should the FASB require additional funding to take on
this responsibility, financial support could come from industry and government.

The tesponsibilities of FASB should be limited to dealing with
measurement, allocation and assignment -- not saving the government money, and

not setting procurement policy under the guise of establishing “best practices™ for
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- accountants: Moreover, the Defense Contract Audit Agency should be confined to
the audit function. The DCAA should be determining compliance with policy, not
- setting and interpreting policy.

- The government can elect to control costs through its contracts, but let’s not
do it under the pretext of accounting, If you don’t want to abolish or reform the
Cost Accounting Standards Board, at least change its name to the Cost
Allowability Standards Board. You won’t even have to change the acronym.

In conclusion, I ask you to compare the vast majority of business operating
in the American economy with the government procurement sector. Mainstream
industry follows Generally Accepted Accounting Principles with great success. In
contrast, the government contracting sector is plagued with litigation. We waste a
staggering amount of resources in lawsuits over interpretations of CASB rules that
are at 0dds with GAAP.

We do not have to continue to do business this way. Experience over the
past 25 years has demonstrated the effectiveness of GAAP. Abolishing the CASB
will free business to serve the public interest more effectively. At the same time, it
will enable the federal government fo respond more efficiently to taxpayers and
citizens.

Thank you for this opportunity to speak on behalf of United Technologies,

. and good luck in your deliberations.
*x%
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STATEMENT OF DANIELLE BRIAN,
EXECUTIVE DIRECTOR,
PROJECT ON GOVERNMENT OVERSIGHT (POGO) .
TO THE COST ACCOUNTING STANDARDS (CAS) BOARD REVIEW PANEL

Thank you for the opportunity to appear before the CAS Board Review Panel. POGO is a nonprofit,
nonpartisan organization that has, for over 17 years, investigated, exposed and worked to remedy
abuses of power, mismanagement, and subservience to special interests, by the federal government.
I want to add that it is particularly symbolic that we should be meeting here in the Elmer Staats’
Room of the General Accounting Office. General Staats served with distinction not only as
Comptroller General, but as Chairman of the CAS Board for ten years. More recently, he served as
Chairman of the Federal Accounting Standards Advisory Board. General Staats was a fearless and
tireless advocate for the CAS Board, and the need for Cost Accounting Standards. Ihope this Panel
serves in the tradition and spirit that he established for the CAS Board, and more importantly for the
general public interest.

In June 1996, when establishment of the CAS Board Review Panel was requested by the former
Chairman of the House Committee on Government Reform and Oversight and the Chairman of the
Committee on National Security, POGO became concerned that this action would be another attack
on the need for Cost Accounting Standards and the CAS Board. We remain concerned. Over the
years since establishment of the original CAS Board, the Government contracting industry has
generally opposed many of the accounting standards-setting activities of the Board.. In other cases,
industry has sought to restrict the application of CAS in Government contracting. This is
understandable. The purpose of CAS is to increase the uniformity and consistency with which cost
accounting data is supplied by contractors to the Government for the purposes of assisting in cither
negotiation, pricing or administration of contracts. Such increased uniformity and consistency
necessarily restricts contractors in the accounting methods and techniques used to measure costs,
assign costs to accounting periods, or allocate such costs to cost objectives when estimating,
accumulating or reporting contract costs.

In our view, the stated Congressional basis for this Panel’s review of CAS and the CAS Board in
many ways “places the cart before the horse.” For instance, recent acquisition reform initiatives
have sought to incrcase the Government’s reliance on commercially available goods and services.

1900 L Street, N.W,, Suite 314 » Washington, DC 20036-5027 < (202) 466-5539
Fax: (202) 466-5596 + E-mail: pogo@pogo.org * www.pogo.org
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Similarly, other aspects of acquisition reform have sought to lessen the Government’s need for cost
accounting data when purchasing non-commercial {military or Government unique) goods and
services. The Panel has talked extensively about commercial products as though their existence is
relevant to this debate. In truth, I would love to talk about how the government has gone back to
buying $76 screws, as well as the absurdity of negotiating “commercial” prices, but that is not at,
issue here. To the extent that the Government does purchase commercial items, such contracts are
by definition, exempt from CAS coverage. Even when purchasing Government unique goods and
services, CAS only applies when cost data is provided by the prospective contractor; and even then
only when significant dollar thresholds are satisfied. Thus, POGO is somewhat mystified at what
this Panel is secking to review. Whether a contract may be subject to CAS seems tous to be an issue
relative to the contracting method deemed appropriate for use under the circumstances. If cost
accounting data is required, then CAS applies. If such data is not required, then CAS obviously docs
not apply. It is the Government’s need for, or requirement to provide cost data, in its various
contracting strategics, that triggers application of CAS, not vice versa. Why would the government

. want to enter into a contract that requires cost data, but not want that data to comply with CAS

standards? Since CAS is by definition only used when cost-based pricing-arrangements are used in
government contracting, we have to question whether this Panel is in fact responding to.contractor

“complaints regarding the substance of the CAS Board decisions.

At this point, I would like to address the specific issues for which comments were requested via the
General Accounting Office (GAO) world wide web page.

(1)  The Cost Accounting Standards Board’s mission in a rapidly evolving integrated civil-
military industry.

‘Whether the Government’s supplier base is “rapidly evolving” into an “integrated civil-military”
industry is in our view not particularly germane. Rather, stripped to its core, the real issue is the
future role of cost-based contracting methods in the Government’s procurement process.

According to information from the Federal Procurement Data System and the Department of Defense -
(DOD) Inspector General (IG), at present, cost-based Government contracting accounts for
approximately 70% ($125 billion +) of all contracts let by the Government. Roughly 60% of these
contracts are cost-reimbursement, and another 40% are fixed-price, but involve the submission of
cost data for contract pricing, payment or incentive purposes.

If, in the future, there is a large shift to price-based contracting, then any CAS issue will
automatically become moot. This brings us to POGO’s chief concern. If CAS applicability is
dependent upon the use of cost-based pricing or contracting techniques to purchase non-commercial
items, then the only real CAS issue seems to us to be the specific content of the CAS Board’s
Standards, disclosure requirements or contract price and cost adjustment provisions. This is very
troubling.
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Without cost accounting principles, as embodied in the Standards, how will contract prices, target
costs and estimated cost ceilings, including fees or profit, be determined? What will Government
payments for contractor reimbursement claims be based upon if the Government will no longer rely
upon CAS for the determination of actual contract costs accumulated in a contractor's cost
accounting records? We are already secing signs that although much new *“acquisition reform™
terminology is often being used, only the names have changed, the underlying contracting concepts
have not changed at all. A good example of this is the use of so-called "other transactions.” Such
“other transactions” blur the distinctions between financial assistance instruments (grants and
cooperative agreements that are generally used to support an entity’s independent research and
development efforts) and acquisition contracts where the Government acquires research and
prototypes. To date, such “other transactions” have generally been placed in the form of cost-type
contracts by another name, but without the traditional audit and cost allowability/allocability
provisions. We are told that “other transactions™ are designed to bring new firms into the defense
industrial base. Yet, recent DOD IG testimony reveals that over 80% of such “other transactions™
are being awarded to traditional defense firms. In these circumstances where research or prototype
units are “acquired” by the Government, we would ask, how will cost sharing under the new "other
transactions" corcepts be validated? To what extent are projected or actual cost accumulations relied
upon? How is such reliance different from the traditional cost-reimbursement contracting process?

‘ost-Bas “ontracting in th eral uisition ini ral uisit]

Reform Act Era

While acquisition reform as embodied in the Federal Acquisition Streamlining Act and the Federal
Acquisition Reform Act has unfortunately decreased cost data submission requirements, it has not
significantly changed the ratio of commercial or price-based contracting methods to cost-based
contracting methods. A recent GAO report showed that only about $10 billion of geods and services
purchased 5y DOD in FY 1997 were classified as “commercial” and conducted pursuant to Federal
Acquisition Regulation Part 12. As previously mentioned, if at some point in the future, the
Government were to significantly shift to price-based contract pricing techniques, then any CAS
issues would automatically dissipate. Again, the question is not CAS, but rather the Government’s
continuing use of cost-based pricing. That is not a CAS issue. CAS exists to provide meaningful
accounting conventions in a cost-based contract pricing environment.

Thus, in a cost-based contract environment where civil and military products or services are provided
to customers from a common work force or production line, there is a clear need for an agreed-to set
of rules governing a contractor's cost accounting practices, particularly when the projected or actual
costs of contract performance are a factor influencing the negotiation of a contract price or the
payments to be made for allowable costs. This is because the total costs of the contractor's overall
operations have to be accounted for. Then, the portion of the total costs of operation to be identified
itk dngdividunt orders, Government contracts, and other direct or indirect activities need to be

Caviuia GO

identified in an equitable manner. CAS is designed to accomplish this objective by requiring cost-




based contractors to apply their cost accounting practices consistently when estimating,
accumulating and reporting the costs of performing individual contracts. CAS also specifies how
costs are to be "allocated” to intermediate and final cost objectives. It is my understanding that for
selected items of costs, certain CAS either constrain or modify the period cost assignment principles

applied for financial statement reporting purposes under Generally Accepted Accounting Principles

(GAAP).

(2)  Costs, benefits, and risk assessment in the application of cost accounting standards to
government contractors (including differences based on industry, segment, type of cost,
character of goods or services, contract type, and so forth),

CAS rules address such issues as disclosure and consistent application of accounting practices, and
the methodology for the allocation of indirect costs. Because of CAS and the associated disclosure
requirements, less auditing effort is required because the range of acceptable accounting alternatives
is understood by’ * uth contracting parties. Selective audit review can be limited to a compliance

check rather than an open debate on the judgmental interpretations between the Government and the-
contractor regarding what is acceptable accounting for costs. Smaller samples can provide adequate-

assurance levels to conclude that contractor accounting methods are compliant.-

Costs and Benefits of CAS

In 1978, a distinguished panel of accountants and economiists reviewed the costs and benefits of the
CAS Board and its rules, regulations and standards. It concluded that CAS have had a significant
and desirable influence on defense contracting. In particular, the panel concluded that CAS reduced
the level of misunderstandings, increased the level of reliance on contractor cost data representations
and increased auditor productivity.

More recently, in late 1996 (post-acquisition reform) the DoD gave a strong endorsement of CAS
and concluded that CAS was critical in protecting the government’s interests:

Without rules to require consistent treatment of costs, the government could not rely
upon a contractor’s cost representations and would bear significant risks of
inequitable contract prices and cost allocation. Since the GAARP are not equipped to
address these concems, the CAS play a vital role in protecting the government’s
interests.

&6 'a ked

POGO has heard an increasingly loud shrill sound emanating from some Government contractors
that they should be exempt from CAS because they are “commercial.” POGO believes that these
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claims are a smoke screen for the real issue -- not being held reasonably accountable to the taxpayer
when cngaged in cost-based pricing or contracting. Perhaps a more objective review of these
“commercial company” claims would suggest that the Government should not consider such firms
for cosi-based pricing or contracting arrangements. In POGO’s view, a firm that cannot comply with
CAS when engaged in large dollar cost-based pricing with the Government should be considered
incligible for contract award. Companies should not be allowed to avail themselves of the
advantages of cost-based pricing and contracting with the Government, without also being required
to step up to the responsibilities this imposes. Sadly, some have seized on “acquisition reform” to
shirk those responsibilities -- at least insofar as accountability to the public for their contract cost
representations and claims for reimbursement.

Other groups or companies, for instance, colleges and universities, health insurance carriers, and so-
calted Integrated Dual Use Commercial Companies (IDCC), are also hoping to be exempted from
CAS. Although these three groups all have unique claims to make, they are not unique to the extent
that cost-based pricing or reimbursement is used in their dealings with Federal contracting agencies.
For instance, we have seen claims that so-called IDCC firms should be relieved from CAS coverage
becausc these companies are “commercial.” However, our review of the record indicates that what
is really sought is relief from cost accounting requirements that have been carefully considered and
devcloped for use in cost-based pricing situations. Similarly, colleges and universities have lobbied
for CAS exemptions based on their “uniqueness,” but fail to mention that like their commercial
counterparts, they receive reimbursements from the Government based on actual costs claimed. This
was recognized by GAO in its 1993 recommendation to the CAS Board that CAS application be
extended to college and university contracts (and grants) with the Government.

3) The relationship of cost accounting standards to generally accepted accounting
principles, activity-based cost systems, and cost allowability principles (including levels
of complexity, overlap, duplication, conflict, and so forth).

CAS vs. GAAP

This is perhaps the most misunderstood aspect of CAS. Simply put, the purposes of GAAP and CAS
are different. GAAP applies to the reporting of an entity's annual results of operations and financial
condition at the end of a year. GAAP is intended to guide stockholders, potential investors and
creditors. CAS. on the other hand, is concerned not only with the assignment of costs to particular
cost accounting periods, but also with the allocation of the assigned direct and indirect costs to
contracts and to other cost objectives.

As [ mentioned above, the 1996 DoD study dispelled the notion that GAAP could in any way replace
CAS in protecting the government’s interests. The DoD opinion further stated:




GAAP provides guidelines for financial reporting, but are inadequate for contract
costing purposes . . . GAAP cannot provide reasonable assurance that such
procurements will be fairly priced or will receive equitable cost allocations. In
contrast, CAS contain criteria that provide the necessary assurance.

The original GAO Feasibility Study Report clearly concluded that GAAP does not serve contract
costing purposes or address the identification of direct and indirect contract costs. This continues
to be the case today in current accounting literature. This situation was recognized as recently as the
“Report of the Section 800 Panel,” and the Department of Defense response to the TASC/Coopers
& Lybrand Report. The American Institute of Certified Public Accountants® (AICPA) most recent
edition of “Audits of Federal Government Contractors” stresses this point. Is this panel going to
reverse the accounting profession’s long-standing conclusion?

Those who argue that GAAP may be used in lieu of CAS misunderstand both the nature of CAS and
GAAP. TCAS are the exclusive authoritative guidance: for the cost accounting principles and
practices used to estimate, accumulate, and report the costs of individual contract ‘performance.
Thus, the underlying purpose of CAS differs from GAAP 'in that CAS is concerned with the
identification and allocation of an entity's costs fo individual contracts, as either a direct cost or an
indircet cost.

Some companies have also claimed that CAS jmposes “new” or “burdensome” accounting
requirements, or that it requires companies to “change” or establish separate accounting systems. In.
its 1996 opinion, the DoD also dismissed this myth:

CAS evolved from sound commercial cost accounting concepts that are compatible
with GAAP, consequently there should be no need for new or separate accounting
systems, and extensive changes to existing systems generally should not be necessary
to comply with CAS.

CAS is simply different than GAAP, because it serves a different purpose. CAS does not require
a company to replace or modify its financial accounting system utilized for reporting the results of
its overall operations. It only requires companies to utilize a cost accounting system that is adequate
to record and allocate direct and indirect costs to particular jobs in an equitable manner. Obviously,
CAS does require a company to establish a compliant cost accounting system. However, in our
view, companies that have trouble with this fundamental concept have no business receiving or
performing cost-based contracts.

CAS and the Contract Cost Principles

Over the years, a recurrent theme has been periodically raised that CAS and the contract cost
principles in FAR Part 31 are in conflict with one another in various areas. To some extent this is
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true. The cost principles, of course, govern what costs are allowable (based on public policy
considerations) under Government contracts. By contrast, CAS is concerned with the measurement,
assignment and allocation of costs to contracts. Rather than eliminating CAS, we would suggest that
one solution would be to combine authority for both allocability and allowability under the CAS
Board in an effort to maintain these standards government-wide. I understand this approach was
already suggested by the National Security Industrial Association in their response to the “Section
800 Panel,” as well as by several academics.

During the debate on CAS, POGO has heard a number of complaints about Government “cost
accounting rules” (for instance those of the IDCC member companies). Upon closer examination,
however, it would appear that many of these *“complaints™ stem from, or more accurately relate to,
the contract cost principles in FAR Part 31 -- particularly those relating to unallowable costs. Still
other Government “cost accounting problems” more properly appear to be a matter of debate and/or
interpretive disputes between the Defense Contract Audit Agency and various contractors. In our
view, perhaps more rather than less specificity may be needed in the CAS in order to resolve these
various ambiguities. We think that as this debate evolves, the various parties need to more
specifically state what parts of CAS (or the contract cost principles) are in issue, rather than relying
on generic broad brush statements.

We have also heard it said on occasion that the CAS Board has gotten iteelf into matters concerning
the allowability >f costs. We think these statements tend to come from quarters that are disappointed
with the outcome of specific CAS Board rulemakings -- such as the ones that resulted in the changes
to the pension costing standards, or the rule requiring that depreciation be based on original
acquisition cost rather than a “stepped-up” basis following a merger or a business combination. We
have also heard the reverse, that the cost principles frequently get into matters of allocabiliry that are
reserved for the CAS Board. Although reascnable people may disagree concerning these technical
matters, POGO believes that we should Jeave these accounting issues to the people best qualified to
assess their merits -- tae Members of the CAS Bnard.

CAS and Activity-Based Costing

Activity-based costing or ABC, is a relatively new term designed to reflect increased emphasis on
cost management techniques in business process reengineering. While the term is relatively new,
the basic concepts are not. We have heard accusations that CAS is an impediment to those firms
seeking to implement ABC. We respectfully disagree. We can find no provision in CAS that would
prohibit use of any partfcular cost driver (indirect cost ool structure or cost allocation base) in an
ABC environment. To the contrary, the CAS are quite conceptual in nature. The only basic CAS
requirement is that there be a causal or beneficial relationship between the particular cost and its
allocation to specific cost objectives, e.g., contracts. Perhaps the real reason why some firms have
riisod ABC ao ail i5sue, is that in their desire to implement an ABC system, they are unwilling to
cemply with the “po increased cost” to the government provision of the CAS contract clause. We




see nothing wrong with the “no increased cost” prohibition in the CAS contract clause. If a contract
was negotiated on the basis of one set of accounting conventions, a decision to switch to a different
set of accounting conventions should not place the buyer — the taxpayer — in a worse off position.
This is the basic reason why CAS was established in the first place.

CONCLUSION

POGO is very concemed by the direction of the current debate concemning CAS and the CAS Board.
The arguments against CAS being heard today are no different than the ones that were espoused in
1970 in opposition to the creation of the original Board, or again in 1980, when contractors
succeeded in cutting off funding to the Board. These arguments are as hollow now as they ever
were. Even the buzz phrases remain unchanged, “use GAAP,” “don’t apply CAS to commercial
companies or commercial items,” “you need to change your whole accounting system for CAS.”
Even the “civil-military integration™ argument has been made before. All of these make for great
sound bites, but they mask the underlying issues. The real issue is: What cost accounting
conventions or principles should apply to cost-based pricing arrangements used between the
Government and many of its contractors? What is wrong with disclosure of a company’s major cost
accounting practices when dealing with the Government under cost-based pricing arrangements?
I have heard 2 number of generalizations concerning CAS and the CAS Board these past few days,
but little that is specific. Iam inclined to ask: Where’s the beef? If the beefis that the Govemment
needs to review its procurement policies regarding the use of cost-based pricing — fine. I would
love to have that debate. But, that is not a debate about CAS. However, if the debate concemns the
contents of the CAS Board’s rules, presumably after a decision to use a cost-based contract pricing
arrangement has been made, then this Pane! is going down a road in which it substitutes its judgment
for that of a responsible accounting standards setting body established for that purpose. I
respectfully suggest this is not the body to review the decisions made by the CAS Board.

GAO has always been supportive of the work of the CAS Board. Indeed, the Comptroller General
chaired the original Board, and GAO, by statute, continues to play a vital role in the current Board’s
standards-setting process. In 1994, GAQ issued a supportive report about the current Board which
stated that its work is very important, and that the Board's biggest failing was that it was too short-
staffed to timely complete projects on its agenda. Not surprisingly, this GAO report did not please
some of the contractor critics of the Board. Thus, we find ourselves in a very curious situation where
the Acting Comptroller General is the Co-Chairman of a Review Panel concerning CAS and the
CAS Board that is not being conducted by GAO. Perhaps the requestors of this review were
concerned that if GAO itself undertook to perform the current review, it would have reached a
conclusion not too different from its 1994 report — CAS is very important and the work of the CAS
Board should be supported, not denigrated or politically attacked.




In 1996, at the close of Comptrolicr General Bowsher's term, GAO issued a landmark report on the
independence of the accounting profession and its standards setting bodies. Although that report
generally related to the work of setting accounting standards for financial reporting, its conclusions
apply equally to the CAS Board’s work. The independence of accounting standards setting bodies
needs to be strengthened, not decimated. The establishment of accounting standards should be done
in an environment that fosters objectivity and neutrality, sound principles and theory, logic and
creativity; not in one dominated by politics, or a concern for specific outcomes. POGO hopes that
GAOQ’s involvement in this study will serve to enhance the CAS Board’s independence, not make
it subservient to special interests at the expense of taxpayers and the public interest.




Alfred M. King
11102 Fawn Lake Pkwy
Spotsylvania, VA 22553

June 15, 1998

Mr. Ralph Dawn, Executive Director
CASB Review Panel

GAO

441 G, Street NW

Washington, DC 20548

Dear Sirs:

| am Chairman of the Management Accounting Committee of the Institute of Management
Accounting (IMA). The IMA has approximately 70,000 members, primarily in industry but
also with strong representation in academia and public accounting. We are a 501 (c) 3
nan-profit educational organization. We do not represent any particular industry; rather we
try to develop the best practices for management accounting.

The Management Accounting Committee (MAC) is authorized to speak on behaf of the
Association on matters dealing with internal financial reporting. A separate Financial
Reporting Committee of IMA deals with external financial reporting matters affected by the
FASB and SEC. | happen also to be a member of that Committee. Members of MAC come
from industry, government, consulting, academia and public accounting. A listing of our
current members is attached.

The Management Accounting Committee has developed authoritative pronouncements on a
wide variety of topics. We refer to these as Statements of Management Accounting (SMA).
Since they deal with internal accounting issues, companies do not have to follow them. On
the other hand they have stood the test of time. Attached to this letter is a fisting of all of
the SMAs issued over the last 15 years.

The basic point we would like to make is that Cost Accounting systems should be designed
to provide information for decision-making. The allowability of costs for reimbursement on
cost-type contracts is probably an appropriate function of Government. The Government
can determine what types of expenses they will pay for, and what they will not pay for,
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relative to cost-reimbursement contracts. These policy matters, e.g., country-club dues,
can be encompassed in regulations and incorporated in contracts between suppliers and
the Government.

Cost Accounting Standards, however, should not be used to try and reduce the level of
costs assigned to Government Contracts. ‘The allocation of costs between government and
private sector work, or among government contracts, should be determined by companies
on a basis that helps make the best decisions. Consistency is important, and it is my
understanding that the initial impetus for Cost Accounting Standards came some 30 years
ago because of a perception that certain firms were ‘playing games’. Consistency between
cost estimating and cost reporting is essential. Treating similar expenses consistently over
time, and among products and customers, is important. Again, these concepts can be
incorporated in contracts between the Government and suppliers.

Where we think that the Government should not get involved is in telling companies how to
allocate costs. Let each firm develop a cost accounting system that allows it to make the
best decisions - -- for its own operations -- — and not necessarily try to standardize on
d ‘one-size-fits-all’ basis.

Let me give you an example. | was personally involved in some consulting work for the
Army Materiel Command. In certain Government-Owned, Contractor-Operated plants, there
was tremendous under-utilized capacity. It made sense to try and use the excess capacity
for commercial work. However, we ran into severe problems because if the firm took the
overall costs of the facility and divided it by the actual volume of current throughp:t, the
resulting overhead rate was excessive.

To compete effectively in the commercial market, it would be necessary for the plant to treat
exzess costs due to under-utilized capacity as a period cost. The Institute of Management
Accounting, in SMA 4Y recommends this approach. The best way of determining the excess
costs related to excess capacity, in my professional judgment, is through use of Activity-
Based Costing (ABC). In Statement 4T IMA dealt with Implementing Activity-Based Costing
and in the recently released Statement 4CC dealt with Avoiding the Pitfalls in Implementing
Activity-Based Management.

Yet when the plants attempted to utilize ABC to develop the excess costs of under-utilized
canacity and utilize this information so that commercial work could be added to the plant,
it appeared to cause severe problems between the contractors and the DCAA relative to
Cost Accounting Standards. Adding the commercial work to the plant would have ended up
lowering costs to the Government, because of the absorption of some of the excess
overhead. But in the two cases | was involved in rigid reliance on rules, rather than good




business or common sense meant that taxpayers were prevented from achieving the
pcssible savings.

The solution would have been, and stil is, to let contractors utlize authoritative
Management Accounting principles, applied consistently. If an issue arises that is not
covered by authoritative guidelines, | am sure the IMA's Management Accounting Committee
would be glad to develop recommended procedures, without any political or economic
motivations as to what answer will 'reduce the cost’ to the Government.

Companies already have to comply with GAAP for external reporting, and with IRS
regulations and the tax law. Throwing in a third set of mandated accounting rules and
regulations adds significantly to company costs. | was involved in a study several years
ago, whereby utilizing ABC techniques we demonstrated that there was a 20% to 25%
increase in costs for a company simply complying with all the regulations required of a
Government contractor. Cost Accounting standards were a significant cost driver in the
excess costs.

In short, while it may be wishful thinking, | personally would like to see Management
Accounting principles set in the private sector, just as GAAP is set in the private sector. In
the case of GAAP, the Securities and Exchange Commission has ultimate oversight, but
effectively lets the FASB develop good financial accounting. In the case of Management
Accounting, the IMA is set up to perform the same function, with ultimate oversight through
the Federal Acquisition Regulations,

I will be pleased to answer questions during my testimony.

Respectfully submitted,
Dutfped

Alfred M. King
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UNIVERSITY OF BALTIMORE SCHOOL OF LAW

Charles Tiefer 4913 Crescent Street

Associate Professor of Law Boethesda, MD 20816
Tol: (301) 220-0112

Fax: (301) 220-9104

TESTIMONY BEFORE THE
COST ACCOUNTING STANDARDS BOARD REVIEW PANEL
by Associate Professor Charles Tiefer:

EXEMPTING DEFENSE CONTRACTORS FROM CAS STANDARDS
WOULD GAME THE TAXPAYERS OUT OF $7 BILLION
THROUGH ACCOUNTING ABUSES REMINISCENT OF THE S&L SCANDAL

I thank this panel for receiving my testimony. I am Associate Professor of Government
Contracts at the University of Baltimore Law School. 1 was Solicitor and Deputy General
Counsel of the U.S. House of Representatives in 1984-95, where I took part in countless
Congressional oversight investigations of government contractor abuses. I'have written
extensively on government contracting issues, including, just last year, a brief on CAS-disclosure
issues filed in a case before the Supreme Court. ' '

The proposals under consideration by the CASB Review Panel would exempt defense
contractors from CAS coverage, and weaken the independence of the CAS Board. Defense
contractors would game the Treasury out of an estimated $7 billion a year. Weakening the
accounting System protecting the Treasury would repeat what gave us the Savings and Loan
debacle, namely, crediting a self-interested industry line that 2 largely noncompetitive “market”
substitutes for meaningful anditing standards of its cleims on taxpayer funds. As, apparently, the
only academic witness you will hear, 1 urge the CASB Review Panel, and the press and other
public watchdogs, not to accept thin justifications offered for a set of self-interested industry

proposals

Some mdustry elemcms propose to abohsh the CAS Board, or to compromise its
independence by moving it to the Pentagon.

Letting those with procurement responsibilities set the accounting standards without an
independent check, is not just putting the fox in the sheep meadow, it is telling the sheepdogs that
they should report to the fox and that what the fox says, goes.

An independent CAS Board arose for good reason. In 1968, by Act of Congress, the
Comptroller Gneral was directed to pave the way for what became the 1970 CAS Act.
Congressional Quarterly, 1968 Almanac 406 (1969). He did so through extensive inquiry, the
wntmg of a classic report, and cruclal twumony at the heanngs underlymg the 1970 Act

Contrasts (Jan. 1070)B3999995(1)) That report summarizes extensive reviow of docades of




experience government auditors had with the hopelessness of negotiating with, or auditing,
defense contractors not under uniform, independently-set accounting standards. Senator William
Proxmire (D-Wisc.) and others recognized that with so many Pentagon contractors getting paid
on a cost-plus basis, without consistency about the accounting for government-payable “costs,”
contractors were taking the Treasury to the cleaners.

That is why the 1970 CAS Act made CASB independent. Conservative estimates at that
time put the loss to the Treasury from defense contractor accounting games at 5% of the
applicable expenditures. S. Rep. No. 890, 91" Cong., 12d Sess. (1970), reprinted in 1970
U.S.C.C.A.N. 3770, 3772. For all the industry proposals, there has been nothing more than
vague anecdotal evidence that only occasionally even gives sources, let alone a single sound
analysis providing an alternative number to the classic 5% figure. Intoday’s budget, with almost
40% of the government’s contracts obligated under CAS-covered contracts, that 5% estimate
means that CASB’s standard-setting is needed to save the government at least $7 billion/year.

Even within industry itself, however much it chafes at uniform cost accounting standards,
the more responsible elements, aware of the abuses to which the less responsible elements are
prone, praise CASB. The “Section 800 Panel” report cited commentary of one industry
association as follows:

NSIA [National Security Industrial Association] agreed that the cost accounting standards

and tbe Board have done much to protect DOD interests and the financial and ethical

It also stated that “there is a oontmmng
need for uniformity and consistency in cost accounting for government contracts.”
The same report cites a second industry association:
AIA [Aerospace Industnes Assoclanon] wmended that this statute [the CAS Act] is
of the procurement process.
REPORT OF THE ACQUISITION LAW ADVISORY PANEL TO THE U.S. CONGRESS, Ch.
2, sec. 2.4.3 (Jan. 1993)Xquoted in Richard V. Loeb, The “Reassessment™ Of the CASB Mission:
An Assessment, The Prosurement Lawyer, Fall 1956, at 16){emphasis added).

Turn that around. Without the CAS Board and the CAS Standards, two industry
associations admitted, the procurement process’s “financial and ethical integrity” is lost. Woe
unto those who speak seriously of that. Most of the defense industry itself does not seriously
back the extreme proposals to abolish CASB or to move it to the Pentagon with the loss of the
process’s “financial and ethical integrity”; these proposals serve just to make other audit-
weakening proposals seem, by comparison, like thoughtful or moderate compromises. In much
the same way, the S&L industry in the early 1980s did not ask the government seriously to abolish
the independent auditing function of the S&L regulators, just sought, as a “moderate” reform,
what actually was carried out, a weakening of the accounting standards. Unfortunately, that kind
of “moderate” weakening of the standards is all it takes, when access to Treasury funds is
concerned, to brew an accountmg—abuse scandal

Under cover of the general notion of “civilian-military integration,” several back-door
proposals would exempt big defense contracts from the CAS standards.

One proposal concems so-called “commercial companies.” The idea is that if a big
company sells a great deal in the commercial marketplace, it should not have to follow CAS
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standards for its non-commercial government contracts. After all, the justification for this
proposal goes, we want such commercial companies to compete for government contracts.

Would anyone accept this argument if offered in the S&L or banking context: that since
we want financial competition, we should let entities unwilling to be audited according to uniform
regulatory standards have access to the Treasury (in that instance, through federal deposit
insurance)? Commercial contracting is already exempt from CAS. By definition, what is at issue
is the quest of big contractors for access to non-commercial government contracts without their
having to follow sound cost accounting standards. For the contractors, that allows them a
windfall by playing accounting games. Adfter all, CAS standards are one of the most important
tools of the govemnment auditor. Just look at the DCAA manual. Defense Contract Audit
Agency, DCAA Contract Audit Manual (1996)(“DCAAM).

For the Treasury, the benefit in the shori-term from any increased competition is quite
outweighed by the long-term detriment of awarding big contracts to big companies for which
auditing would become as meaningless as it was in the 1960s, in the era of abuses that led to the
CAS Act. This quote from Vice Admiral Hyman G. Rickover in the Senate hearings before the
CAS Act will call that era to mind:

We negotiate every day with the cards stacked against us. Defense companies are able to

hire large numbers of experienced, highly skilled lawyers and accountants; thees are faced

by a very few, relatively inexperienced people in government who must look after the
govemmcm H mtercsts

925t Cong 2d Sess 498, 500 (1970) Excmpt big “commercml compame ﬁ'om CAS and once
again, DOD personnel will deal with those companies with the accounting stacked against the
government.

Proposal #2: Exempting Contracts Negotiated Without “Certified” Cost Data

Congress wisely rejected industry proposals during its consideration of FASA and FARA
in order to preserve the ability of the Defense Department and other procuring agencies to require
reliable cost information for fixed-price, yet noncommercial, contracting. Industry asked
Congress to release contractors engaged in fixed-price noncommercial sales from providing cost
data. FARA releases contractors in some situations from providing “certified” cost data, but still
allows procuring agencies, at their discretion, to require (noncertified) cost data.

Some industry elements will still be asking for release from CAS standards for such
required but noncertified cost data. What are the stakes? In 1997, $55 billion, or 30% of the
Govemment’s procurement dollars, were obligated under negotiated firm-fixed-price contracts for
non-commercial items, i.c. Government unique items. Under the FAR amendments, government
negotiators can, and often do, require the contractor to provide cost representations regarding the
coats for such contracts. FARA, and the FAR, make the contractors adhere to CAS standards in

Exempnng comractors means they can play accounting games when providing such data.
Among other matters, they can play games with what costs they allocate to pools that may cover
a number of government and non-government contracts. To use Pentagon examples familiar
mwom we scandals of the 1980s, suppose a negotiated contract covered such homely items as a
toilet seat cover, a coffee maker, or a sct of spare parts. Could the contractor, having the




governmant over the barrel in a noncompetitive situation, justify $700 for a toilet seat cover? Or,
thousands of dollars for a coffee maker? Certainly, if the contractor can allocate costs from an
overhead pool, or from the company pension plan, etc., without constraint by CAS standards.
When the Pentagon would ask for cost data in negotiating the contract, the contractor would
provide data that looked good but was essentially meaningless, because of the lack of uniform
accounting standards regarding what are properly allocable costs. The contract may be fixed-
price, but since it is noncommercial - it might even be sole-source - the Pentagon contracting
officer would end up negotiating in the dark, with the contractor holding all the cards face-down.

Congress enacted FARA by rejecting, not accepting, the legislative proposals with the
potential for such abuses. 1 discussed this last year in a detailed article about the FARA debates.
Charles Ticfer & Ron Stroman, Congressional Intent and Commercial Products, The
Procurement Lawyer, Spring 1997, at 22.  Initially in 1995, the House of Representatives was
minded to give industry much of its wish list on this subject. In conference, however, that
position was tempered by bipartisan and bicameral compromise, led by Senators Cohen and Levin.
Accordingly, the final section 4201 of FARA let contracting officers obtain from vendors “other
information™ to ensure that the govemnment obtains a “reasonable” price. The proposals now
bruited about to strip off CAS standards would mean that such “other information” would be
whatever the contractor’s “creative” accounting, and that is not a term of praise, produced. In
other words, if the contractor decides, being freed from uniform CAS standards, to allocate
disproportionate overhead, etc., to the toilet seat cover, the “other information” it would provide
the Pentagon would show cost figures justifying $700 apiece.

Procurement reform works best when offered in a spirit of thoughtfulness, bipartisanship,
and balance; the antithesis of sound reform is this back-door methods of stripping CAS off of $55
billion of procurement. Just how do the proponents of such proposals expect to prevent the
Secretary of Defense from thereby acquiring, once again, a $700 toilet seat around his neck as his
permanent ornament when depi-ted in the press?

4. Don’t Exempt Big Non-Commercia 7

Industry evidently offers another perennial proposal, that under some circumstances it
suffices for contractors to use “Generally Accepted Accounting Principles” (GAAP) and not
CAS. Anyone familiar with the legislative history of the 1970 CAS Act will realize that the
defense contractors of the 1960s followed GAAP, and that GAAP did not protect the Treasury,
leading to the CAS Act. GAAP simply does not provide standards intended to police cost
accounting, such as the allocation of overhead expenses in a company that has several contracts,
some cost-reimbursement, some not. So, the estimate of the scale of losses by the Treasury to
defense contractor accounting games, namely, that such games cost the Treasury 5%, occurred in
2 context where GAAP applied.

Nothing has changed in this regard. GAAP has not becom, since then, a set of cost
accounting standards. Quite the contrary, the Supreme Court comparatively recently considered &
similar question, whether HCFA could hold big health providers to stricter standards than GAAP.

i ital, 514 U.S. 87 (1995). The Supreme Court resoundingly
said that the government decs NOT, repeat NOT, have to trust GAAP to protect the Treasury
from accounting manipulations by cost-reimbursement contractors. As the Court said, “GAAP is
net the lucid or encyclopedic set of pre-existing rules that [the losing argument-makers] might
perceive it to be.” 514 U.S. at 101. GAAP’s “orientation may be consistent with the objective of
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informing investors, but it ill-serves the needs of Medicare reimbursement and its mandate to
avoid cross-subsidization.” 514 U.S. at 100-101. The contractor’s tactic of cross-subsidization -
getting the government-reimbursed contract to pay for costs on other contracts - is just as
available, if not more o, to defense contractors as to Medicare ones. As the Supreme Court said,
GAAP “ill-serves” the government’s goal not to pick up the tab for uninvited guests at the all-
costs-paid banquets it spreads before cost-reimbursed contractors.

Just like there were some good ways to bring S&L’s into the financial marketplace, just
not allowing them to play accounting games with the federal government’s backing, so there are
some good ways to bring civilian companies into competition for military contracts, just not
allowing them to play accounting games with the federal government’s backing. Don’t creste
ruinous exemptions to uniform cost accounting..
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BERNARD SACKS et g 0 hcn

Tune 9, 1998

Mr. Ralph Dawn
U.S. General Accounting Office
Washington, DC

Ke: Statement to the GAO select committee re the Cost Accounting Standards Board

Dear Ralph:

Per our discassion today, I am submitting herewith & summary of’ my proposal statemerst
relative to the Cost Accounting Standards Board,

Summeary

1. Need for a CAS Board
1believe there still exists a need for a Cost Accounting Standards Board to:
#). Interpret existiug Standards.
b). Revise existing Standards where necessary.
<). Develop new Standards as peeded.

2. Organizational Structure w:thin the Government
a). It should pot be where it is now : under the Offices of Federal Procuremans Policy.
b). It cannot be under the Comptroller General.
c). It shonld be established as an indepeadent agency fu the Eacuative Branch of the
Government.

3. Staffin
a). The‘Bnnd and the Staffing should be staffed with individuals who have expertise
in accountipg for the costs of puvement contracts.
b). People whosc background is predominantly of a regulatory nature should got be
on the Board or staff.
¢). Staffing should largely be coufirmed to accountants in industry and the
govemment.

4. Example to Iustrate how the curreat CAS Board and ST weat wrong: Revision to

CAS413.
1). Object of original Standards-
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). Change in concept from Cost Accounting to regulntory exiteria.

c). Use of non-accountant to revisz the Standards.

d). Failure 1o expose the most pertinent provision to the pubiic, especially
professional accounting organizations.

Sincerely,
52 - S 2
Bemard Sacks
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TALKING POINTS OF THE
COUNCIL ON GOVERNMENTAL RELATIONS
BEFORE THE
COST ACCOUNTING STANDARDS BOARD REVIEW PANEL
» JUNE 1998

My name is John Lordan. I am Vice President for Business Affairs at The Johns Hopkins
University and I am presenting this testimony on behalf of the Council on Governmental
Relations. The Couneil is an association of more than 140 research intensive universities
and concems itself with the influence of government regulations, policics and practices
on the performance of research conducted at these universities.

1 wish to thank the panel for inviting me here today.

University irterest in the Cost Accounting Standards Board began in 1978 when the
Doard considered extending its regulations to umjversity contracts. In 1979, the Board
determined that OMB Circular A-21, Cost Principles for Colleges and Universities,
already provided adequate coverage and that duplicatc coverage would amount to
overrepulation and would be counterproductive to achieving both good mavagement and
enhanced accountability. Universities were exempted from the rules of the Board.

University interest in CASB was renewed in 1991 when the Board considered applying
the CASB rules to universities as a meens to assure preater accountability for the
expenditure of public funds. Before the Boawd acted on the matter, the university cost
principles in Circular A-21 were revised. In fact, those cost principles have been revised
three times since 1991. Each time they were revised to assure greater financial
accountability, e.ther by prescribing uniform accounting practices, capping cost pools or
mandsting formulae payments instead of reimbursement of costs.

In November 1994 the Board’s rulcs were made applicable to contracts at educational
institutions and in May 1996 those rules were extended to grants.

The busden of these duplicative rules is both unnecessary and expensive. The
redundancies are confusing and often lead to serious disagreement as 1o intent. When
two regulations cover the same activity, it is inevitable that rules will be interpreted
differenty. Honest differences in interpretation of regulatory language fead to disputes
aud vhiages of nvuvuupliaouce. :

Universities believe that the government is adequately protectsd by the revised university
cost principles in Circular A-21 and application of CASB rules is counterproductive to
achieviag enhanced accountability.

The following is 2 summary of chenges to Circular A-21 since 1991:

T e At et e g
T o L} i
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Testimony - CASB Revicw Panel
Pz2ge Two

3> Made clear that certain costs are unallowable;

> Imposed a cap on reimbursement of administrative costs- a practice at odds with
CASB cost-based accounting mandated for commercial coatractors;

» Prevented shifting capped indirect costs to uneapped costs;

> Required universities to provide periodic assurance that an amount equal to
reimbursement for building amortization was reserved for research facilires
expenditures

Eliminated usage or cost snalysis studies — also contrary 1o CASB practice for other
contractors;, and

Applied ths tules of the government Cost Accounting Standards Board, including
submission of disclosure statements.

» Reduced further the adminisirative cost cap by including student services under the
cap; -

» Mzndated long-term predetermined rates, wp to five yews — also contrary to CASB
practice for ather coniractors;

> Required that the indirect cost rate remain the same throughout the life of a research
grant;

> Introduced additional restrictions on charging interest on scquisition of buildings end
equipment;

>

>

OMB has just completed & fourth revision, which will:

» Produce # stancard format for submission of indirect cost proposals. This will
obviate the need for a DS-2 Disclosure Statement;

3 Establish guidclines for reitnbursemient of building construction costs;

» Use a formula for reimbursement of utility costs; and

> Provide more definition for calculating depreciation and use allowance on facilities.

‘When we met with the panel staff director severs] weeks ago, be asked bow & university’s
circumstances were different from an industry’s circumstances. Commercial contrectors
are not burdened with most of these reswictions. The cap on administeative costs,
elimination of cost analysis studies and implementation of guidelines for reimbursement
of building construction costs are sn especially heavy penalty.

niversities also share in the cost of pecformance under government sgreements. That
finencial contribution to research s very farge. For every $3.00 the goverment spends
on upiversity research, universities spend an additional $1.00.!

The research partnership between the federal government and the nation’s universities
$is Letin extraordioarily productive, and these rules are viewed as not only burdensome
but destructive to the partnership.




Testimony - CASB Review Panel
Page Three

In summary, we believe that universities should be exempt from application of CASB
ruleg to colleges and wmniversitics because: ’

1.

bl i

The principles for which the standards are explicit statements are slready embodied in
OMB Circular A-21, although Bosrd procedures are not and our ¢omplaint is with
those overly burdensome procedures;

Duplicative rules are counterproductive w achieving good stewardship;

OMB is developing a standard format for the submission ¢f waiversity indirect cost
proposals. This obviatas the need for a DS-2 Disclosure Statement;

More than one-half of the nniversities’ gverhead cost reimbursements are capped or
set by formula, Universities are not permitted 10 use cost analysis studics becanse of
these formulas;

. Universities are u.ot-for-pmﬁt entities and share heavily in the cost of federal gram

and oontract work at universities; and

. More than 85 percent of university agreements are in the form of grants. Universitics

. maintain unified accounting systems. By extending CASB rules to umiversity

contracts, those rules also cover university grants.

! Natiooal Science Foundation Deta-Brief (NSF 98-303)

Mrt 2, (498
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United HealthCare insurance Company
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TESTIMONY BEFORE THE COST ACCOUNTING STANDARDS BOARD REVIEW PANEL
UNITED HEALTHCARE
JUNE 18, 1998

Good morning. My name is Helaine Gregory and | am the Compliance Officer for
the Govemnment Operations Division at United HealthCare ("UHC"). As | will discuss in
more detail in a few moments, the Government Operations Division is a large Medicare
contractor whose mission is to process Medicare claims. Together with me is Bruce
Shirk, outside counsel to United HealthCare and in the audience is Elise Gemeinhardt,
Vice President of Legislative Affairs at United HealthCare. | am appearing on behalf of
United HealthCare. The home office of the Government Operations Division is in

Hartford, Connecticut.

My testimcny today is intended to provide the basis for a determination that the
Health Care Financing Administration {"HCFA"), which is the agency responsible fcr
administration of the Medicare program, need not apply full CAS coverage to its
Medicare contracts in order ‘o protect the interests of the Government. In fact, we are
hopeful that this testimony will serve to convince you that, in terms of contraliing both the
direct and indirect costs of its contractors, HCFA is doing an outstanding job — and doing
so in exact accordance with its statutory mandate and with the basic purpose of the Cost
Accounting Standards ("CAS"). In this regard, | am speaking here today solely on behalf
of United HealthCare; we have not consulted with HCFA in connection with the

preparation or presentation of this testimony.

ODMA\PCDOCS\WSH\85534\1
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UNITED HEALTHCARE AND MEDICARE

The Government Oparations Division at UHC is the second largest Medicare Part
B claims processor in the country. In FY 97 the division processed 59.4 million Part B
claims, and 64.5 million claims overall. Its annual budget for Medicare contract
administrative costs for FY 88 is some $84 rﬁillion; its total benefit payout for the same

fiscal yeer is some $4.6 billion.

The history of the Government Operations Division commenced in 1966, when,
about 2 year after initial passage of the legislation establishing Medicare, The Travelers
Insurance Company contracted with the Department of Health, Education and Welfare.
The division currently performs both Fiscal Intermediary and Carrier work-for the HCFA.
More speciﬂcally, UHC's Government Operations Division holds four contracts, two of
which contain provisions which by their terms impose full CAS coverage: the Railroad
Ketirement Board national carrier contract and the Region A Durable Medical Equipment
Garrier contract.! The value of these contracts, added together, exceeds the $25M
yaarly threshold, and therefore subject the entira division to full CAS coverage under the

terms of the CAS regulations.

All Government Operations contracts are for administration of the Medicare fee-
for-service program. This program, which is in concept equivalent to the standard third-
party payor health insurance with which your parents were familiar, constitutes some
87% of the $207 billion paid annually in Medicare program benefits. Medicare fee-for-

service is divided into two parts, A and B. Generally speaking, hospital and institutional

! Both of these contracts were awarded after April 17, 1992. Civilian agency contracts awarded after this
date are subject to CAS assumning the necessary thresholds are met.

+:ODMA\PCDOCS\WSH\85534\1 2




providers are paid for their services under the Part A benefit; physicians and ancillary
providers are paid under the Part B supplementary insurance benefit. Medicare
beneficiaries typically receive Part A benefits under their Soclal Security entitiement and
can elect to paiticipate in the Part B benefit, which has a premium cost of $43.80 a
month, automatically deducted from Social Security checks. Please note that the vast
majority of Medicare benefits paid by HCFA are under the fee-for-service program
although a small but growing number of beneficiaries have elected to enter managed
care plans. The subject of today's conversation, however, is the fee-for-service side of

the Medicare program.

CONGRESS MANDATED THE BASIC PROVISIONS
OF MEDICARE INTERMEDIARY AND CARRIER CONTRACTS
WHEN IT ESTABLISHED THE MEDICARE PROGRAM

Medicare Intermediary and Camier contracts have been mandated by statuie
sinse he establishment of the Medicare program in 19652 The applicable: provisions
are auite explicit regarding the Secretary’s authority to provide for- payment to
contractors of so much of the cost of administration of the Medicare program as the
Secretary determines to be “necessary and proper.” In arriving ai the amount of such
payments, the Secretary is:

1o take into account the amount that is reasonable and adequate to meet the

costs which must be incurred by an efficiently and economically operated

Jconiractor] in carrying out the terms of its contract®

As can perhaps be understood from the above-quoted statutory language,

Medicare contractors operate under “pure” cost reimbursement contracts with no fee or

profit and in essence function as paymasters with important ancillary responsibilities.

“42USC§1395hand u.
3 Because of other language in these provisions, Medicare Fiscal Intermediaries and Carriers are typically
SUrANCE COMPANES.

::ODMA\PCDOCS\WSH\85534\1 3
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Stated otherwise, Medicare contractors are ;5aid for their costs incurred in disbursing the
govemnment's money in the form of Medicare program benefits. Thus, unlike, say, a
manufacturing contractor, Medicare contractors are not actually paid the government
program money — they only pass it on to health care providers and beneficiaries. The
difference between Medicare contractors and other govermment contractors may
perhaps best be characterized as the difference between paying a unit.pn'ce for
manufacture of an M-16 and paying the cost of a visit to the doctor. And, because the
government pays all of the contractors’ costs incurred in disbursing payment for that
doctor's visit, any monies expended by the contractor-in compliance with regulatory

requirements are In fact paid directly by HCFA with taxpayer dollars.
SUBSTANTIAL PORTIONS OF CAS ALREADY APPLY TO MEDICARE CONTRACTS

Ais this review panel is aware, there are two types of CAS - full and modified.
Mcuifiec CAS includes four standards. HCFA has for many years incorporated-each of
theca standards into its Intermediary and Carrier contracts, so that those rontracts are
already subject to Modified CAS coverage. Indeed, HCFA has developed an approach

which might be termed *Modified CAS Plus,” as discussed below.

All Medicare contracts contain an Appendix B entitled “Principles for
Reimbursement of Administrative Costs.” Appendix B spacifically includes those CAS
standards basic to control of indirect costs, including both CAS 401 (Consistency in
Estimating, Accumulating and Reporting Cpsts) and CAS 402 (Consistency in Allocating
Costs for the Same Purpose). In addition, the Medicare Carrier and lntermedléry

Manuals, which are HCFA “General Instructions” specifically incorporated into all

=:ODMA\PCDOCS\WSH\85534\] . 4




Medicare contracts* provide that CAS 405 (Accounting for Unallowable Costs) and
CAS 405 (Cost Accounting Period/Use of Fiscal Year) are to be followed by contractors,
the latter because Medicare contracts have a term of one year which tracks the Federal
fiscal year. In addition, Appendix B provides that CAS 412 and 413 (Pension Costs).

apply to contractor pension costs.

HCFA CONTROLS CONTRACTOR DIRECT AND INDIRECT COSTS
FIRST THROUGH THE APPLICATION QF DETAILED INSTRUCTIONS
FOR PREPARATION OF CONTRACTOR BUDGETS

The GAO has stated that:

*The CASB standards were intended to help assure the government of a fair

price in its procurements and at the same time provide uniform rules for

contractors to follow in their cost accounting” (italics added).®
We submit that the government is getting a “fair price” for the work of its Medicare
contractors because HCFA controls contractor costs on a line item or function by
function basis. Thus, Medicare contractors perform a variety of functions in performance
of their paymaster role, including, among others, claims processing and payment,
reconsiderations and hearings, Medical and Utilization review, provider audits and
reimbursement and benefits integrity fraud and abuse. Each of these functions is the
subject of a separate line item on a document called the Budget and Performance
Requirements or BPRs, which HCFA issues to each contractor on an annual basis. The
BPRs provide the tempiate for preparation of the annual budget for each contract, with
the process or preparation itself being governed by some ninety (90) single-spaced

pages of instructions in the Carrier and Intermediary Manuals. ¢ These instructions

4 See, ¢.g., Medicare Carrier Contract, Articles I and IX, respectively entitled “Definitions” and
“Compliance With Regulations and General Instructions.”

? GAO Report B-255794, GAQO/AIMD-94-88 May 25 (Cost Accounting Standards Board - “Little
Progress Made in Resolving Important Issues,” June 7, 1994).

* see, e.g., Medicare Intermediary Manual, Part | — Fiscal Administration, pages 2-1 through 2-92.
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provide that each line item of the BPRs includes both direct and allocable indirect costs
and is o' be separately negotiated with HCFA. The ultimate negotiation target is a
bottom line unit cost per claim which includes both direct and indirect costs. This
number has, during the twenty years between 1975 and 1995, decreased from $3.84 per
claim to $1.35 per claim for Intermediaries and from $2.90 per claim to $1.11 per claim

for Carriers.”

in any event, the contractor administrative costs to which full CAS might be
applied are minuscule in comparison to the program monies involved to which CAS does
not apply. Total Medicare benefit payments are some $207 billion, while HCFA’s
Medicare administrative costs, of which contractor costs are a part, total only some $1.6
viiion.®  Contractor administrative costs, therefore, constitute less than 1% of the

Medicare program monies disbursed by Medicare contractors

The Department of Health and Human Services Office of Inspector General
(O1G) has recently identified a number of material weaknesses in HCFA's methods of
accounting for those program monies” These material weaknesses include an
estimated $20 billion in undocumented claims paid each year -~ an amount m&re. than

ten (10) times the annual administrative costs of all of HCFA's Medicare contractors.

? Tabie 50

Medicare/claims processing bottom line unit costs

Unit cost per claim
1975 1980 1994 1995
Intermediaries’ $3.84 $2.96 $1.51 $1.35
Carriers’ 2.90 2.33 1.21 111
TIncludes direct costs and overhead costs for bill payment, d and hearings lines.
“includes direct costs and overhead costs for the claims payment, revicws and hearings, and, b y/physician inquiries lines.

NOTE: Fiscal year data.

SOURCE: Health Care Financing Administration, Bureau of Program Operations: Data from the Division
of Financial Management (hitp://www.hcfa.gov/stats/hstats96/blustatd.htm).

% 1997 HCFA Financial Report, Combined Statements of Operations and Changes in Net Position for the

Year Ending September 30, 1997 at pages 50 and 69.
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Obviously, weakness of this magnitude must be immediately addressed by HCFA and its
contractors. The imposition of the complete CAS with its intricate accounting and
disclosure requirements on the relatively minor costs of Medicare contractors would
necessarily constitute a distraction from HCFA's efforts to improve accounting for

program monies.

HCFA has contract mechanisms in place which assure that the govemment is
not the victim of improper allocations of contractor indirect costs. These costs are well
under control. In contrast, HCFA and its contractors are faced with a Herculean task in
developing and implementing effective controls over the billions of benefit dollars
annually paid on behalf of Medicare beneficiaries to providers. It is these benefits costs

that must be the focus of the efforts of HCFA and its contractors?®

THE HEALTH CARE FINANCING ADMINISTRATION LIKELY
HAS AUTHORITY TO APPLY CAS AS IT DEEMS APPROPRIATE
FOR THE EFFECTIVE ADMINISTRATION OF THE MEDICARE PROGRAM

It appears that HCFA’s approach to control of direct and indirect costs, in addition

to being effective, is in accord with applicable law. The minutes of an October 17, 1991

meeting of the CAS Board state:

The Executive Secretary [of the CASB] ... briefed the Members on the legal
status of CAS applicability with respect to contracts entered into by the Health
Care Financing Administration (HCFA) in support of program administration for
Medicare, Parts A and B. He advised the Board that, under 42 U.S.C.
§ 1395h(c) [provisions of statute addressing Intermediary Contracts) , that HCFA
has the authority to determine the necessary and proper costs allocable pursuant
to these agreements. He aiso noted that under this statute, the Secretary of
Health and Human Services ["H&HS"] appears to have the discretionary authority
to apply CAS to these agreements, on either a wholesale or piecemeal basis, as

° See, £.8., OIG Report on the Financial Statement Audit of the Health Care Financing Administration For
Fisenl Yeor 1997,

10 1, this regard, Medicare administrative expenses as a percentage of benefit payments have trended
steadily downward over the last 25 years. Part A administrative expenses declined from 3.1% in 1970 to

1.1% in 1995. Part B expenses declined from 11.0% to 2.8% over the same period. supra, note 7.

= ODMA\PCDOCS\WSH\85534\1 7
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he determines to be appropriate for the effective administration of the Medicare

program."?

The statutory provisions authorizing the Secretary of H&HS to enter into Camier
contracts to administer Part B of the Medicare program, like those addressing
Intermediary Contracts and cited by the Secretary of the’ CAS Board, also appear to
grant the Secretary of H&HS discretion to apply the CAS "on either a wholesale or
piecemealv basis,” again as appropriate for the effective administration of the Medicare

program. As noted above, these provisions grant the Secretary the authority and, in

fact, by the use of the word "shall", mandate the Secretary to determine the costs of

performance of Medicare contracts. Thus, in the case of Carrier contracts, the

applicable statute provides that the Secretary

shall provide that in determinihg & cariers necessary and proper cost of

administration, the Secretary shall, with respect to each contract, take into

account the amount that is reasonable and adequate to meet the costs which
must be incurred by an efficiently and economically operated carmier in carrying
out the terms of its contract.?

We submit that a compelliing case can be made from the language of these
provisions that the Secretary has sole authority to make determinations regarding the
costs of Medicare contract administratidn. But such an interpretation need not exclude
the CAS. As the Secretary of the Board in effect pointed out, the two statutes may be
read together, so as to effect both the purpose of both CAS and Medicare by applying
those CAS standards which, in the judgment of the Secretary, are appropriate for

efficient and economical administration of the Medicare program.

"' CAS Board, Minutes of Meeting No. 8, October 17, 1991.
42 U.S.C. § 1395u(c).
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SUMMARY AND CONCLUSION

HCFA is cumently applying CAS to Medicare in accordance with the law and is
any event doing so in a manner which protects the interest of govemment. We see no
compelling reason at this time to continue to incurthe additional expense that full
cbmpliance with CAS entails when, in the Medicare world, the growth in program
expenditures stems from the increase in benefit pay out, not administrative costs. We
would request that the Panel consider our remarks as it prepares its recommendations

regarding CAS applicability to civilian agency government contractors.

We are willing to provide the Board with any further information that it would
request regarding the issues discussed during this testimony. | can be reached as
follows:

Helaine Gregory

United HealthCare

Govemnmment Operations Division
450 Columbus Bivd., CT028-05AA
Hartford, CT 06103-1801
860.702.8864 :

860.702.6587 FAX

Email: hgregor1@uhc.com
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Presentation
by the Blue Cross and Blue Shield Association
to the CAS Board Review Panel
June 18, 1998

| am Stephen W. Gammarino, Senior Vice President of the Federal
Employee Program of the Blue Cross and Blue Shield Association (BCBSA).
| am appearing on behalf of the Association and the 56 Blue Cross and
Blue Shietd Plans that make up the Blue Cross and Blue Shield

Govemnment-Wide Service Benefit Plan.

The Blue Cross and Blue Shield Association, among other
responsibilities, is the agent for the 56 independent Blue Cross and
Blue Shield Plans that contract year to year with the U.S. Office of
Personnel Management (O_PM) to provide health insurance for federal

employees and their dependents through the Service Benefit Plan.

Each Blue Cross and Biue Shield Plan is a prime contractor for this aspect
of the Federal Employees Health Benefits Program (FEHBP). Collectively,
we comprise the Blue Cross and Blue Shield Government-Wide Service
Benefit Plan. Every fall Blue Cross and Blue Shield Plans compete through
Open Season with roughly a dozen nationwide carriers and approximately
350 local HMO's. Blue Cross and Blue Shield has consistently retained its
position as the most popular carrier. Currently, 44 percent of all federal
employees and retirees have chosen the Blue Cross and Blue Shield

Service Benefit Plan as their insurance carrier.
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We are different in several ways from our competition. One very major
distinction is that we are not one single corporate entity as are many of our
competitors. We are 57 separate, distinct, and independent companies —
56 local Biue Cross and Blue Shield Plans and the Blue Cross and

Blue Shield Association. We band together to provide the Service Benefit
Plan in the FEHB Program. This structure, based on patticipating affiliates,
is embodied in the FEHB Act, at 5 U.S.C. § 8903.

As one might imagine, there are distinct advantages to having 56
separate Blue Cross and Blue Shield Plans coordinate activities to
deliver a seamless insurance program for federal employees and

their dependents everywhere in the world.

The principal advantage is that all Blue Cross and Blue Shield Plans
leverage doctors and hospitals in their respective particular
geographic licensed areas to discount charges for Blue Cross and

Blue Shield members.

This leveraging by each individual Blue Cross and Blue Shield Plan
iEsuils i1 very lenye disvounts liun lie charges dociurs and nospiais
bill non-Blue Cross and Blue Shield members. The 56 Blue Cross
and Blue Shield Plans pass on to the federal government and the
federal employees 100 percent of the cost savings achieved from
these negotiated discounts. Nationaily these discounts, in the

aggregate, total more than $2 billion each contract year.




This discount leveraging is just one example of the benefits accruing
to the government from the integration of the Federal contract with
the local Plans’ commercial business. The govemment also benefits
from many other activities performed by the Local Plans, including
local claims pricing and processing, and medical and utilization

review.

Both the discount arrangements and the other services provided by
the local Plans are advantages that arise out of the unique
organization of having 56 distinct companies each negotiate
individual contracts with local doctors, hospitals and other health care
providers. No single competitor of Blue Cross and Blue Shield is
able to achieve ihis result on a.nationwide basis, and no one Blue

Cross or Blue Shield Plan could do it either.

Unfortunately, for purposes of applying the Cost Accounting
Standards (“CAS") this structure creates significant problems. As
one might expect with 57 separate companies, coordinating and
uveiseeiny CAS inpiemeniation is an extremety complex and ttme-
consuming task. The difficulties of implementation are harder to

accept when you consider the following factors:

(i)  The Service Benefit Pian is only about 5 percent of all

Blue Cross and Blue Shield business. In some areas the
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Service Benefit Plan is less than 1 percent of the Plan’s
business. For a Plan to change 100 percent of its accounting
system to accommodate CAS, for a federal contract which
may represent only 1 percent of its business, makes no
economic sense. Pricing and other elements critical to the
operation of the Service Benefit Plan are common to both the
local Plan's commercial business and government business.
Many Plans will find it economically infeasible to segment the
Service Benefit Plan business because it is such a small
percentage of total business. Thus, any CAS compliant
accounting system would have to apply to all of a Plan’s

commercial business as well.

As | will explain further, there is little or no value added for the
federal government, to carriers, or the ultimate end user — the
Federal employee -- by imposing CAS unnecessarily on a

Program, which is at its very roots commercial,

There are a number of reasons why CAS should not apply to the

TCHD Frogiam, whidh § will develop in detaii. in g nuished, we have

five major observations:

M

The carrier contracts arising from the FEHB Program fit within
the slatutory definition of a commercial item acquisition, and

are therefore intended by Congress to be exempt from CAS;




(2) The CAS Board's regulatory exemption for commercial item
contracts is unduly restrictive, and should recognize the FEHB

contracts as being exempt from CAS;

(3) Forthe FEHB Program, CAS provides little or no benefit to the
government, nor is there a problem that CAS would solve;
(4)  Specific CAS standards are incompatible with FEHBP carriers’

accounting systems; and

(6) The overall cost of CAS to the government, to the carriers and
to the ultimate end-users, the Federal employees, will be
significant, and completely out of proportion {o the benefits, if

any.

1. COMMERCIAL ITEM EXEMPTION

As can be seen from the foregoing description of the FEHB

Program and the operation of the Service Benefit Plan. the type of
health insurance product provided to the federal government is
indistinguishable from the health benefits coverage offered and sold
competitively to private sector employers. Indeed, the foundation of
the FEHB Program from its inception to taday is that the gnvernment

is purchasing commercial insurance for its employees, and that is no
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more true than with the Blue Cross and Blue Shield Service Benefit

Plan.

Each of the 56 Blue Cross and Blue Shield Plans underwriting the
Service Benefit Plan provides subscribers (whether federal or private
sector employees) with the benefit of the considerable discounts that
they-have been able to negotiate with local health care providers
(hospitals and physicians) due to the sheer volume of their
commercial business. Coverage under the Service Benefit Plan is
priced in the same manner for both the federal government and the
private sector. Moreover, Plans' accounting systems reflect the

commercial nature of their business.

In 1994, in the Federal Acquisition Streamlining Act, and again

in 1995, in the Clinger-Cohen Act, Congress exempted commercial
itemn acquisitions from the application of both the Truth in
Negotiations Act (TINA) and CAS. The health benefits coverage
acquired by the federal Government under FEHBA contracts

squarely meets the statutory definition of "commercial item.™

However, to date OPM has not recognized the commercial item

nature of the FEHBA contracts. Since CAS became applicable to

' In pertinent part: “any item of a type customarily used for non-Governmental purposes”
that has been “sold, leased or licensed to the general public” or “offered for sale, lease or
icense. . . .* The definition also includes modifications of a type customarily available inthe
commercial market place or minor modifications made to meet federal government
requirements.




civilian agency contracts in 1992, OPM refrained from applying CAS
to FEHBA contracts and sought exemptions and/or deferrals from the
CAS Board. However, early in 1998, following a meeting with the
CAS Board staff, OPM informed the FEHBA carriers that experience-
rated carriers must begin to implement CAS. On the other hand,
OPM has no current plans to apply CAS to community-rated FEHBA
contracts. Yet OPM has paved the way for CAS application to
community-rated contracts by determining that these contracts are
not commercial item contracts.2 The American Bar Association
Section of Public Contract Law has gone on record saying that OPM
is wrong and that community-rated FEHBA contracts are commercial

item contracts.

OPM's reluctance to recognize the commercial item nature of the
FEHBA contracts and to implement the statutory exemptions from
TINA and CAS seems to be driven by a concern that OPM will lose
the well-established audit and oversight powers that it has exercised
with respect to the FEHB Program. If this is a concern, itis
groundless. The very Act of Congress that established the FEHB
commercially available health insurance coverage, gives CPM all of

the authority it needs to conduct audits of the camiers.® We in no way

2 OPM regulations issued September 10, 1897, 62 Federal Register 47569

* See FEHBA, 5 U.S.C. § 8910, requiring each FEHBA contract to contain clauses
authorizing OPM (and the GAO) to audit and otherwise examine the records of carriers "as
may be necessary,” and requiring the carriers to submit such reports as OPM may deem
necessary to carry out its functions.
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seek to challenge OPM's audit authority; quite the contrary, we
believe it essential to the FEHB Program. We simply wish to
emphasize that OPM does not need CAS to exercise its audit

authorify.

2. THE CAS BOARD's OVERLY RESTRICTIVE
INTERPRETATION OF THE EXEMPTION FROM CAS

OPM's difficulties in implementing the statutory exemption in some
respects follow from the fact that the CAS Board has not fully
implemented the statutory exemption from CAS for commercial item
acquisitions. It is not apparent that OPM has received any
assistance from the CAS Board in its quest for ways fo avoid or, at
least, defer the application of CAS to the FEHB Program. Moreover,
the CAS Board's regulatory impleméntation of the commercial item
exemption is unduly narrow. It extends the exemption only to firm
fixed-price contracts (and subcontracts) and fixed price contracts
(and subcontracts) with economic price adjustment.‘ The Clinger-
Cohen Act's exemption from CAS is not limited to these confract
types. The CAS Board's unduly narrow exemption operates to
complicate the granting of the exemption to contracts, such as those
under the FEHB Program, that are clearly for commercial items but,

because the product is insurance, may have features (such as

* The CAS Board's justification for this is that FAR 12.207 allows only these two types of
contracts to be used to acquire commercial items. FAR 12.207 is itself in conflict with
FASA, which required only that these two types of contracts be used "to the maximum
practicable.”
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reserves) not found in traditional firm fixed-price confracts, such as

those in the defense industry.
3. CASPROVIDES LITTLE OR NO VALUE

BCBSA, as agent for the Plans, prices its contract using the same pricing
information that is used for pricing commercial programs. Accordingly,
prices are set by the market place, and because of this the government
gains the full value of the significant discounts Plans have negotiated with
health care providers. In addition, federal employees have the ultimaté say
by choosing each year among hundreds of carriers during the Open
Season. Therefore, the government is assured competitive prices for health
care benefits. This is the result that Congress intended in defining
commercial items and providing for their exemption from the application of

CAS.

Payments to health care providers represent more than 93 percent of the
costs charged to the govemment. Application of CAS wouild not change the
amount of the payments to providers. It could affect only costs incurred by
1€ il anve vartions (lial being, lie Biue Gruss and Bive Shieio ans) to
administer the claims. The administrative costs represent less than 7

percent of total contract cost.
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4. SPECIFIC STANDARDS ARE NOT COMPATIBLE WITH THE
CARRIERS’ ACCOUNTING SYSTEMS

Specific standards are incompatible with the way FEHB Program carriers’
accounting systems are structured. Blue Cross and Blue Shield Plans use
accounting systems similar to many other insurance companies. They are
cost center based, rather than the job order cost basis prevalent with the
typical defense contractor. In a cost center based accounting system, costs
are accumulated by cost center rather than by job. A typical cost accounting
system will have from 500 to 1,000 cost centers, rather than the relatively
modest number of overhead pools and multiple job orders typical in a job
order cost accounting system. The cost center based systems are more
analogous to activity based costing, except that where activity based costing
is used in manufacturing environments there is still a general overhead pool
and a General and Administrative pool. These pools generally are not found
in the typical Blue Cross and Blue Shield Plan cost accounting system. Cost
center based systems provide Plan management with cost data for

management control as well as for pricing products.

The concept behind a cost center based cost accounting system is that all
products sald are similarly processed, while in a job order cost accounting
system each job is expected to be performed differently. CAS are oriented
towards a job order cost accounting system. Thus, the cost accounting
systems used by the Blue Cross and Blue Shield Plans,

in a number of ways, are incompatible with the requirements of CAS.
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As an example, under the cost accounting systems used by the Plans, there
are no direct or indirect costs as contemplated by CAS, making their
systems incompatible with the requirements of CAS 402 and CAS 418.
Also, under the cost center based cost accounting systems, there may not
be either overhead pools or G&A pools, which is inconsistent with the
requirements of CAS 410. These are only two examples of incompatibility;

there are a number of others.

5. THE SIGNFICANT COST OF CAS TO THE GOVERNMENT,
CARRIERS AND FEDERAL EMPLOYEES

Finally, the cost of applying the CAS to the FEHB Program will be
substantial to everyone. To comply with CAS will require the relinquishing of
existing cost accounting systems and the design and adoption of new
systems compatible with the requirements of CAS. This effort will be
expensive and time consuming. Mt is also a less desirable accounting
system for Blue Cross and Blue Shield management, since it will deny

management cost information that is now available.

Clue Ciross and Blue Shicid Flans” pailicipation in ie FEHRB Program range
from 50 percent to less than 1 percent. For the typical Plan, FEHBP
represents 5 percent or less of its total business. Therefore, many Plans, or
even the entire Blue Cross and Blue Shield system, may conclude that they
cannot afford to participate in the FEHB Program if impiementation of CAS

is required. If some Plans (or the entire system) withdraw, the government

11
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will lose the local discounts the Plans have negotiated with health care

providers, roughly $2 billion annually.
SUMMARY AND CONCLUSION

In summary, the Blue Cross and Blue Shield Association and the Plans
operate the Service Benefit Plan as contemplated by the FEHB Act. The
government is able to acquire health care insurance identical in all material
respects to that available to commercial clients at commercial rates. The
application of CAS will not decrease prices, but will substantially increase
administrative costs. It may result in losing existing insurance carriers,
which in turn probably will result in increased health care costs. For those
local Blue Cross and Blue Shield Plans that choose to continue in the FEHB
Program there will be increased administrative costs to restructure cost

accounting systems and comply with CAS Board requirements.

We have been a major contracting party with the government since the start
of the FEHB Program in 1959. We value both our relationship with federal
employees and our contribution to the Program. The circumstances we
have desuibed die a prittary exampie of a major concern expressed by
Congress when it enacted both the original CAS legislation and the current

law.

Both the originai and current CAS legislation requires the CAS Board to

assure that individual standards meet a basic cost/benefit analysis: in other

12




words, the benefits of implementing the standard will exceed the cost of
implementation. The CAS Board has acknowledged the importance of this
test in its Statement of Objective, Policies and Concepts, as well as in each
individual action taken to promulgate or amend specific standards.

What has been overlooked in the CAS Board regulations is the need to
apply the same cost-benefit test to the entire bedy of the standards as they
apply to different Federal programs, classes of cantractors, or contracting
situations. If the concern of benefit over cost is important with respect to
individual standards, it is even more important when the entire CAS is

applied to a whole set of programs or contractors.

Our circumstances are such that the cost-benefit test yields a clear result:
the costs to thé govemnment, to carriers, and ultimately to Federal
employees of implementing CAS far outweigh the minor or nonexistent
benefits. In addition, the Congressional intention of allowing the acquisition
of commercial items without the imposition of CAS is thwarted in this
circurpstance. and by the current CAS Board regulations. We urge this
panel to consider these concerns in setting forth its recommendations for the

CAS Board going forward.

13
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Frank D Titus
Assistant Director for Insurance Programs
U.S. Office of Personnel Management

Statement on Cost Accounting Standards
in the Federal Employees Health Benefits Program

| am Frank Titus, the Assistant Director for the Office of Insurance Programs at the Office
of Personnel Management {OPM). OPM is responsible for administering the Federal
Employees Health Benefits (FEHB) Program for Federal employess and annuitants and their

dependents.

The Federal Employees Health Benefits (FEHB) Program is the largest employer-sponsored
health benefits program in the world. It is a $16 billion program that currently contracts
with 355 health carriers. Thirty-five are fee-for-service carriers and experience-rated
HMOs, and 320 are community-rated HMOs. While the community-rated HMOs comprise
the largest number of FEHB Program contracts, the experience-rated carriers represent
approximately 75% of overall Program dollars. It is the experience-rated segment of the
FEHB Program where cost allocation schemes affect enrollee and Government costs.

Over ninety percent of FEHB Program outlays represents benefits payments. Adminis-
trative expenses represent only seven percent. Given the magnitude of the Program,
however, that seven percent amounts to $1.1 billion dollars annually. Because they are
direct pass-through costs, it is not clear that benefiit costs are subject to the Cost

Accounting Standards.

A description of the nature of experience-rated FEHB contracts will underscore the
importance of allocation schemes and for standards to gauge their reasonableness. As
their name implies, experience-rated contracts are based on the individual health plans’
claims experience. The premiums we pay are based on a plan’s actual costs for claims and
administrative expenses adjusted for expected cost increases. The contracts renew
automatically and any gains or losses are carried forward. Thus, plans with multiple lines
of business have an opportunity to maximize the indirect expenses assigned to the FEHB
contract to reduce the burden on their other lines of business which are competitively bid
at fixed prices. In most instances, the FEHB line of business will be the only line of
business that provides for the reimbursement of allocated indirect expenses on a cost
incurred basis.

As the office responsible for the administration of the FEHB Program management, my
office enters into and administers the contracts with participating health benefit plans, and
terminates them when a plan no longer meets the requirements of the FEHB law. We are
responsible for ensuring perforrmance of all necessary actions for effective contracting,
ensuring compliance with the terms of the contract, ensuring the FEHB and other laws and
regulations and procedures are met, and safeguarding the interests of the United States in
our contractual relationships. Our interest from the financial point of view is solely to
ensure the Government is paying the right price for the heaith care services it purchases for

enrollees.




The Government, as purchaser, is entitled to cost data relating to the self-renewing,
experience-rated FEHB contracts. We need to ensure that the FEHB Program is being
treated fairly with respect to the carriers’ other lines of business. The Cost Accounting
Standards can add to the integrity of the process of ensuring that costs we bear are
allocated equitably to the FEHB Program and are reasonable. Where the Cost Accounting
Standards are inappropriate or duplicative, we believe that they would not add value and
would prefer not to use them. Our effort since we were notified that CAS applies to the
FEHB contracts has been to look for ways to retain the CAS philosophy while tailoring and
adapting the standards to the insurance industry and the needs of the FEHB Program. To
the degree that other standards further that objective, or that the GAO concludes that the
Federal Acquisition Regulation {FAR), Generally Accepted Accounting Principles (GAAP),
cost and pricing data, or some combination of these, will insure that our needs are met, we
would find those standards acceptable as well.

OPM as the administrator of the FEHB Program has a fiduciary responsibility under the
FEHB law to both the taxpayers, since the Government pays the largest portion of the
premium, 72% on average, and to FEHB enrollees, to ensure that premiums "reasonably
and equitably reflect the cost of benefits provided." Further, there is considerable interest
in both the Executive and Legislative Branches in how well OPM controls and monitors
FEHB Program costs. Program reviews reveal genuine vulnerability. Over the last four
years, more than $6 million in experience-rated contract charges have been disallowed,
with decisions pending on an additional $48 million for recently issued audit reports.

In the past, the auditors have utilized the FAR and GAAP, and have looked to certain CAS
standards as an established basis for measuring reasonableness. Because of differences
between CAS requirements and standard insurance industry accounting practices, we have
experienced difficuity in appiying certain CAS requirements. Our carriers have objected
that the cost to comply with CAS will be enormous, and these costs will be charged back
to the FEHB Program to be paid for, in large part, with government monies.

We have been working collaboratively with the experience-rated carriers to implement new
‘financial reporting and auditing requirements. These requirements are set forth in the Audit
Guide for Financial Audits, Internal Controls and Compliance Audits, and Agreed Upon
Procedures. This Audit Guide can be expanded to require more allocation data as a
possible way to avoid the costs applying the full CAS, while satisfying vurselves that we
receiving reasonable and equitable treatment from the carriers.

Our office does not perform audits. We have an independent Inspector General at OPM
and it is the responsibility of that office to audit the insurance carriers. We rely on their
expertise to identify and question inappropriate or unreasonable costs. However, my office
is responsible for the resolution of questioned costs. Accepted standards can, at once,
reduce the incidence of questioned costs and facilitate the resolution of those that are
questioned. | am glad that Sanders Gerson, Deputy Assistant Inspector General for Audits,

Office of Inspector General, could be with me today to give you the auditor’s point of view.
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Sanders P. Gerson
Deputy Assistant Inspector General for Audits
U.S. Office of Personnel Management
Office of the Inspector General

Statement on the Application of the Cost Accounting Standards
to the
Federal Employees Health Benefits Program

My name is Sanders Gerson, and I am the Deputy Assistant Inspector General for Audits
in the Office of Personnel Management’s (OPM) Office of the Inspector General (OIG). As
Frank Titus previously indicated, OPM is responsible for administering the Federal Employees
Health Bencfits Program. The program makes group health insurance available to federal
employees, £nuitants, and other eligible people. Insurance benefits are provided by private-
sector healt™ it.surance carriers who contract with the OPM. Historically, except to the extent
referenced in ihe FAR cost principles, these contracts have not incorporated the requirements of
the Cost Accounting Standards Board. What I would like to discuss is whether OPM’s health
program contractors should be subject to cost accounting standards, and if so, to what extent.

But first, some perspective. The OIG is responsible for detecting and preventing fraud,
waste and abuse in OPM programs. We are also responsible for promoting economy, efficiency,
and effectiveness in the administration of OPM programs. With regard to implementing cost
accounting standards as presently required, we find that these responsibilitics pull us in two
different directions. As auditors, we believe the standards are necessary to prevent fraud, waste
and abuse. But, we also see them as a burden to the economy and efficiency of program
operations in that it is not clear to us what added value the administrative processes of CAS
would bring to the health insurance program.

There are about 355 health benefit contracts in the federal employees’ health program.
The approximate total annual cost of these contracts is $16.2 billion. These contracts fall into
two categories. The first category is our community-rated, health maintenance organizations or
HMOs. This category represents 93 percent of the total number of contracts, but only 25 percent
of the total health program costs. The government cost of these contracts is determined on the
basis of the price paid by private-sector clients of the contractor adjusted for benefit and
demographic differences of the federal group. Neither actual nor projected expenses of the
contractor are a factor in establishing cither the price or cost of HMO contracts; consequently,
cost allocation is not a process that is employed in determining either contract price or costs.
Thus, cost accounting standards are not applicable to this category of contracts and should not be

arbitrarily applied.

The second category of health benefit contracts are experience-rated or fee-for-service
contracts. There are 35 such contracts, with ani annual value of $12.2 billion, répresenting 75
percent of the total health program costs. Blue Cross Blue Shield is one of these contracts.
While Blue Cross Blue Shield is a single contract, its participation in the federal program is

,




through about 58 separate corporate entities. The government costs for these experience-rated
contracts are determined on the basis of actual costs incurred. These annual contracts are
automatically renewable with each year’s gains and losses being carried forward to the next year.
Gains and losses, actual costs incurred, and utilization and economic trends are factors used to
determine each year's premium rates for the government and subscribers.

Actual costs incurred include two major elements—health benefit expenses and
administrative expenses. Health benefit expenses are the insurance benefits paid to or on behalf
of federal subscribers. Health benefit expenses represent approximately 93 percent of contract
costs and are direct contract costs. In assessing whether dollar thresholds have been met for
disclosure statements and full versus modified CAS coverage, there has been some question as 1o
whether benefit payments should be included in the calculation. Since benefit costs generally do
not pose cost allocation issues, and because they are so disproportionate to administrative
expenses, which do pose cost allocation issues, we do not believe that under current requircments
benefit expenses should be considered in these dollar threshold calculations.

This leaves the administrative expense portion of the experience-rated health benefit
contracts. Administrative expenses represent the cost of processing insurance benefits. They are
analogous to overhead. In 1996, administrative expenses totaled about $785 million -- or 6.4
percent of total experience-rated contract costs. This is the only portion of the health benefit
contracts that we believe should be subjected to cost accounting standards. Historically,
insurance carriers distribute administrative expenses to final cost objectives through multiple cost
centers. A typical insurance carrier could have in excess of 250 cost centers. Cost accounting
standards provide a sound, consistent and reasonable basis for allocating costs to cost centers and
then to final cost objectives. Cost accounting standards serve the same purpose for contract
costing as GAAP does for financial statement reporting. We see no reason why, as a body of
generally accepted principles, these cost accounting standards should not represent a reasonable
basis for contract cost allocations. Further, except for the general rules of materiality, all costs
which are allocated to a contract should be subject to these principles. As cost accountants
gather together in their various companies to decide how they are going to allocate any of these
multiple cost centers to their government contracts, they should have available a set of guiding
principles they can follow. That does not seem to be an unreasonable expectation. Absent such
principles, there is always a strong financial incentive to shift costs from private-sector fixed-
price contracts to government cost-reimbursable contracts.

With regard to disclosure statements, we do not believe that these statements add value to
the federal program. They are onerous to preparc and onerous to manage. Within the insurance
industry, they arc more onerous than ¢lsewhere, since each of the 250 or more cost centers
becomes a pool of expenses whose allocation methods must be disclosed. Further, they must be
initially reviewed and audited and any changes must be revicwed. As a small audit organization,
we do not have the resources to devote to this additional workload. We have had 38 years of
experience with the carriers in the federal employess health benefits program and have been able
to adequately deal with cost allocation issues without the need for disclosure statements. We
deal with these issues in much the same way we deal with the contract cost principles and
generally accepted accounting principles. We have not needed disclosure statements to enforce




these other requirements and do not see the need for disclosure statements to enforce cost
accounting standards. Any standards that are not complied with and result in increased cost to
the government could be handled pursuant to the contract disputes clause.

In summary, by applying the basic cost accounting principles to all situations that require
the allocation of costs to multiple-cost objectives and eliminating the disclosure statements, the
govemment burden of administering the standards is eliminated and the contractor burden is

.reduced.

This concludes my statement.




PRESENTATION TO THE COST ACCOUNTING STANDARDS BOARD
REVIEW PANEL
by Margaret M. Worthington, Partner, Price Waterhouse LLP

June 18, 1998 )

1 APPRECIATE THE OPPORTUNITY TO ADDRESS THE COST ACCOUNTING
STANDARDS BOARD REVIEW PANEL AT THIS PUBLIC MEETING AS A
REPRESENTATIVE FROM THE ACCOUNTING PROFESSION.

MY NAME IS MARGARET WORTHINGTON. I AM A PARTNER WITH PRICE
WATERHOUSE LLP AND HAVE BEEN ACTIVELY ENGAGED IN THE FEDERAL
CONTRACTING PROCESS FOR OVER 30 YEARS. AT PRICE WATERHOUSE I
CONSULT WITH CLIENTS ON A BROAD ARRAY OF MATTERS RELATING TO
CONTRACT PRICING AND COST ALLOWABILITY AND ALLOCABILITY,
INCLUDING COMPLIANCE WITH COST ACCOUNTING STANDARDS (CAS).
PRIOR TO JOINING PRICE WATERHOUSE, 1 WAS EMPLOYED BY THE
DEFENSE CONTRACT AUDIT AGENCY (DCAA) FOR OVER 15 YEARS,
INCLUDING THREE YEARS AS A PROGRAM MANAGER IN THE COST
ACCOUNTING STANDARDS DIVISION OF DCAA HEADQUARTERS. DURING
THAT PERIOD I ALSO SERVED FOR MORE THAN A YEAR AS THE AGENCY'S
REPRESENTATIVE ON THE DEPARTMENT OF DEFENSE CAS WORKING
GROUP.

I AM THE AUTHOR OR CO-AUTHOR OF NUMERQOUS PUBLICATIONS ON
FEDERAL CONTRACT PRICING AND COSTING MATTERS, INCLUDING A
BOOKLET ENTITLED “COST ACCOUNTING STANDARDS”, PUBLISHED BY
THE NATIONAL CONTRACT MANAGEMENT ASSOCIATION, AND A
TEXTBOOK ENTITLED CONTRACTING WITH THE FEDERAL GOVERNMENT,
PUBLISHED BY JOHN WILEY & SONS.

MY REMARKS TODAY ADDRESS THE RELATIONSHIP OF COST
ACCOUNTING STANDARDS TO GENERALLY ACCEPTED ACCOUNTING
PRINCIPLES (GAAP) AND THE FEDERAL ACQUISITION REGULATION (FAR)
COST PRINCIPLES.

1 WOULD LIKE TO EXPRESS MY STRONG CONVICTION THAT THE CAS
BOARD NEEDS TO ADOPT A MORE COMMERCIAL FOCUS. THE
PROCUREMENT REFORM INITIATIVES THAT HAVE BEEN ADOPTED IN THE
LAST FEW YEARS BY THE CONGRESS AND THE EXECUTIVE BRANCH HAVE
SIGNIFICANTLY STREAMLINED THE PROCESS BY WHICH THE FEDERAL
GOVERNMENT ACQUIRES COMMERCIAL ITEMS AND OTHER PRODUCTS
AND SERVICES THAT ARE ACQUIRED THROUGH A COMPETITIVE
CONTRACT AWARD PROCESS. HOWEVER, THE ENVIRONMENT IN WHICH
THE FEDERAL GOVERNMENT PROCURES PRODUCTS AND SERVICES THAT
ARE NEITHER COMMERCIAL IN NATURE NOR AWARDED THROUGH A

Page 1

285




PRESENTATION TO THE COST ACCOUNTING STANDARDS BOARD
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COMPETITIVE PROCESS CONTINUES TO BE INORDINATELY COMPLEX AND
BURDENSOME. THIS COMPLEX AND BURDENSOME PROCESS,
ATTRIBUTABLE IN LARGE MEASURE TO THE FAR COST PRINCIPLES AND
CAS, CAN CLAIM NO WINNERS. THE GOVERNMENT LOSES BECAUSE THE
COSTING AND PRICING INFRASTRUCTURES THAT CONTRACTORS MUST
IMPLEMENT IN ORDER TO ENGAGE IN COST-BASED CONTRACTING ARE
COSTLY TO DEVELOP.AND MAINTAIN. SUCH COSTS, OF NECESSITY, MUST
BE PASSED ON TO THE GOVERNMENT THROUGH HIGHER PRICES FOR THE
ACQUIRED PRODUCTS AND SERVICES. INDUSTRY LOSES BECAUSEITIS
FORCED TO DEVOTE SCARCE RESOURCES TO DEVELOP AND MAINTAIN
THIS INFRASTRUCTURE. FURTHERMORE, THE COSTLY INFRASTRUCTURE
IMPEDES A CONTRACTOR’S ABILITY- TO DEVELOP DUAL-USE
TECHNOLOGIES AND COMPETE AGAINST U.S. AND FOREIGN ENTITIES
THAT MAINTAIN “LEAN AND MEAN” INFRASTRUCTURES DESIGNED ONLY
TO MEET MANAGEMENT AND EXTERNAL FINANCIAL REPORTING

REQUIREMENTS.

THE NEED FOR THE CAS BOARD TO MOVE TO A MORE COMMERCIAL
FOCUS IS DIRECTLY PERTINENT TO A DISCUSSION OF THE RELATIONSHIP
OF CAS, GAAP AND THE FAR COST PRINCIPLES. THE CURRENT CAS
BOARD’S TENDENCY TO ADOPT POSITIONS ESPOUSED IN THE FAR COST
PRINCIPLES, WHICH HAVE A DECIDEDLY GOVERNMENT FOCUS, RATHER
THAN ACCOUNTING TREATMENTS PRESCRIBED IN GAAP, WHICH HAVE A
COMMERCIAL FOCUS, IS A SOURCE OF CONCERN TO ME BOTH AS A
FEDERAL CONTRACTS PROFESSIONAL AND A CERTIFIED PUBLIC
ACCOUNTANT. THE BOARD'’S DEPARTURE FROM GAAP HAS BLURRED THE
DISTINCTIONS BETWEEN CAS PRONOUNCEMENTS AND FAR COST
PRINCIPLES AND HAS GENERALLY SLOWED OR REDUCE THE RECOVERY
OF COSTS THAT ARE LEGITIMATE COSTS OF DOING BUSINESS.

IN THEIR STATEMENTS OF OBJECTIVES, POLICIES AND CONCEPTS, BOTH
THE ORIGINAL AND CURRENT CAS BOARDS RECOGNIZED THE
DISTINCTIVE ROLES OF THE CAS BOARD AND THE PROCUREMENT
OFFICIALS RESPONSIBLE FOR PROMULGATING THE FEDERAL COST
PRINCIPLES, SUCH AS THE DEFENSE ACQUISITION REGULATORY COUNCIL.
THE ROLE OF THE CAS BOARD WAS TO DEFINE, MEASURE, ASSIGN AND
ALLOCATE COSTS TO CONTRACTS AND OTHER COST OBJECTIVES IN A
COST ACCOUNTING PERIOD. THE ROLE OF THE PROCUREMENT OFFICIALS
WAS TO ISSUE REGULATIONS, BASED ON REASONABLENESS AND/OR
PUBLIC POLICY CONSIDERATIONS, THAT ADDRESSED THE EXTENT TO
WHICH FEDERAL DEPARTMENTS AND AGENCIES WOULD REIMBURSE
CONTRACTORS FOR THOSE DEFINED, MEASURED, ASSIGNED AND
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ALLOCATED COSTS. STATED MORE SUCCINCTLY, THE ROLE OF THE CAS
BOARD WAS TO ESTABLISH A CONTRACT’S COST, WHILE THE COST
PRINCIPLES WERE TO ESTABLISH HOW MUCH OF THAT COST WOULD BE
REFLECTED IN THE CONTRACT PRICE PAID BY THE GOVERNMENT.

THE STATEMENTS OF OBJECTIVE, POLICIES AND CONCEPTS OF BOTH THE
ORIGINAL AND CURRENT CAS BOARDS ALSO SOUGHT TO AVOID
DIFFERENCES WITH OTHER PRINCIPLES AFFECTING ACCOUNTING FOR
FINANCIAL PURPOSES, WITH THE CAVEATS THAT OTHER ACCOUNTING
PRINCIPLES WOULD BE TAKEN INTO ACCOUNT TO THE EXTENT THAT THE
BOARDS COULD DO SO AND STILL ACCOMPLISH THEIR OBJECTIVES.

THE PHILOSOPHY OF THE ORIGINAL CAS BOARD WAS SUCCINCTLY
SUMMARIZED IN ITEM 7 OF PREAMBLE A TO THE ORIGINAL PUBLICATION
OF CAS 404, PUBLISHED IN DECEMBER 1973, WHICH STATED:

THIS BOARD WILL CAREFULLY CONSIDER ALL. AUTHORITATIVE
STATEMENTS OF ACCOUNTING PRINCIPLES TO THE

EXTENT THAT IT CAN DO SO WHILE MAINTAINING PROGRESS
TOWARD ITS OWN PRIMARY GOAL OF INCREASED UNIFORMITY AND
CONSISTENCY IN COST ACCOUNTING FOR CONTRACTS.

TN MY OPINION, THE ORIGINAL CAS BOARD’S PROMULGATIONS
REASONABLY ADHERED TO THOSE OBJECTIVES. MANY OF US TODAY ARE
CONCERNED, HOWEVER, THAT RECENT PRONOUNCEMENTS OF THE
CURRENT CAS BOARD HAVE NOT.

THE DIFFERENCE IN PHILOSOPHIES BETWEEN THE ORIGINAL AND
CURRENT CAS BOARDS IS PARTICULARLY ILLUSTRATED BY COMPARING
THE ORIGINAL AND REVISED CAS 404 PROMULGATIONS.

e« THE ORIGINAL CAS BOARD CONFRONTED THE ISSUE OF HOW ASSETS
SHOULD BE VALUED IN THE CONTEXT OF BUSINESS COMBINATIONS
AND CONCLUDED THAT GAAP, AS EMBODIED IN ACCOUNTING
PRINCIPLES BOARD (APB) OPINION NO. 16 PROVIDED THE PROPER
ACCOUNTING TREATMENT. THE PURCHASE METHOD OF ACCOUNTING
OUTLINED IN APB 16 PROVIDES THAT THE BEST DETERMINATION OF
THE VALUE OF THE ASSETS ACQUIRED IS THEIR FAIR MARKET VALUE
AT THE TIME OF THE BUSINESS COMBINATION. THE ORIGINAL CAS
BOARD SIMPLY CONCLUDED THAT, FROM AN ACCOUNTING
PERSPECTIVE, THERE WAS NO COMPELLING REASON TO DEPART FROM
GAAP. IN FACT, THE ARMED SERVICES BOARD OF CONTRACT APPEALS
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OBSERVED IN A 1983 DECISION (GOULD DEFENSE SYSTEMS, INC., ASBCA
NO. 24481, JUNE 10, 1983, 83-2 BCA 16,676), THAT NEITHER THE COST
PRINCIPLES NOR CAS 404 CONTESTED THE GENERAL PROPRIETY OF
USING THE GAAP PURCHASE METHOD OF ACCOUNTING FOR CONTRACT

PRICING AND COSTING PURPOSES.

e IN SHARP CONTRAST, THE CURRENT CAS BOARD REVISED CAS 404 IN A
MANNER THAT CONFLICTS WITH GAAP AND IS INTERNALLY ‘
INCONSISTENT. PARAGRAPH 50 (D) (1) OF THE STANDARD
ESSENTIALLY FREEZES TIIC ASSET VALUES AT NET BOOK VALUE,
WHEREAS PARAGRAPH 50 (D) (2) FOLLOWS APB 16. THE ONLY
DIFFERENCE IN CIRCUMSTANCES WHICH CAUSES THESE DIFFERING
ACCOUNTING TREATMENTS IS THAT IN PARAGRAPH 50 (D) (1) SOME
AMOUNT FOR DEPRECIATION OR COST OF MONEY WAS CHARGED TO
FEDERAL CONTRACTS BY THE SELLER IN THE FISCAL YEAR PRECEDING
THE BUSINESS COMBINATION; PARAGRAPH 50 (D) (2) APPLIES ONLY IF
NO DEPRECIATION OR COST OF MONEY WAS CHARGED TO FEDERAL
CONTRACTS BY THE SELLER DURING THAT PERIOD. IN MY VIEW, THIS
REVISION TO CAS 404 ]S INDEFENSIBLE FROM AN ACCOUNTING
PERSPECTIVE BECAUSE IT DOES NOT REFLECT THE ECONOMIC
TRANSACTIONS WHICH OCCUR AS A RESULT OF A BUSINESS
COMBINATION. THE BOARD JUSTIFIED ITS POSITION, IN PART, BY
CITING “THE CURRENT ECONOMIC AND BUDGETARY ENVIRONMENT
WHERE FURTHER REDUCTIONS IN THE DEFENSE BUDGET CAN BE
EXPECTED TO LEAD TO ADDITIONAL MERGERS AND BUSINESS
COMBINATIONS AMONG DEFENSE CONTRACTORS”. THE BOARD WAS
CLEARLY SWAYED BY CONTINUING ASSERTIONS FROM FEDERAL
PROCUREMENT OFFICIALS THAT THE FEDERAL GOVERNMENT SHOULD
NOT, OR COULD NOT AFFORD TO, REIMBURSE CONTRACTORS FOR
INCREASED DEPRECIATION COSTS THAT RESULTS FROM ASSET STEP-
UPS. WHETHER THE FEDERAL GOVERNMENT WANTED TO REIMBURSE
CONTRACTORS FOR THE COSTS SHOULD HAVE BEEN IRRELEVANT TO
THE CAS BOARD’S DELIBERATIONS. UNFORTUNATELY, IT WAS NOT.
THUS, THE EFFECT OF THE CAS 404 REVISION WAS TO NO LONGER
RECOGNIZE A GAAP COST THAT HAD BEEN RECOGNIZED BY THE

~ ORIGINAL CAS BOARD BUT HAD BECOME UNALLOWABLE UNDER THE
PROVISIONS OF FAR 31.205-52 IN 1990.

ANOTHER AREA OF GRAVE CONCERN IS THE CURRENT CAS BOARD’S
RETREAT FROM ACCRUAL ACCOUNTING TO CASH BASIS ACCOUNTING.
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THE CONCEPT OF ACCRUAL ACCOUNTING IS FUNDAMENTAL TO GAAP
BECAUSE, FROM A FINANCIAL REPORTING PERSPECTIVE, ACCRUAL
ACCOUNTING IS VIEWED AS PROVIDING A BETTER INDICATION OF AN
ENTITY’S ASSETS, LIABILITIES, AND PERFORMANCE THAN DOES
INFORMATION ABOUT CASH RECEIPTS AND PAYMENTS. ACCRUAL
ACCOUNTING IS DESCRIBED IN PARAGRAPHS 139 AND 140 OF THE
FINANCIAL ACCOUNTING STANDARDS BOARD'’S STATEMENT OF
FINANCIAL ACCOUNTING CONCEPTS NO. 6 AS FOLLOWS:

Page §

ACCRUAL ACCOUNTING ATTEMPTS TO RECORD THE FINANCIAL
EFFECTS ON AN ENTITY OF TRANSACTIONS AND OTHER EVENTS
AND CIRCUMSTANCES THAT HAVE CASH CONSEQUENCES FOR THE
ENTITY IN THE PERIOD IN WHICH THOSE TRANSACTIONS, EVENTS,
AND CIRCUMSTANCES OCCUR RATHER THAN ONLY IN THE PERIODS
IN WHICH CASH IS RECEIVED OR PAID BY THE ENTITY. ACCRUAL
ACCOUNTING IS CONCERNED WITH AN ENTITY’S ACQUIRING OF
GOODS AND SERVICES AND USING THEM TO PRODUCE AND
DISTRIBUTE OTHER GOODS OR SERVICES. IT IS CONCERNED WITH
THE PROCESS BY WHICH CASH EXPENDED ON RESOURCES AND
ACTIVITIES IS RETURNED AS MORE (OR PERHAPS LESS) CASH TO
THE ENTITY, NOT JUST WITH THE BEGINNING AND END OF THAT
PROCESS. IT RECOGNIZES THAT THE BUYING, PRODUCING, SELLING,
DISTRIBUTING, AND OTHER OPERATIONS OF AN ENTITY DURING A
PERIOD, AS WELL AS OTHER EVENTS THAT AFFECT ENTITY
PERFORMANCE, OFTEN DO NOT COINCIDE WITH THE CASH RECEIPTS
AND PAYMENTS OF THE PERIOD.

THUS, ACCRUAL ACCOUNTING IS BASED NOT ONLY ON CASH
TRANSACTIONS BUT ALSO ON CREDIT TRANSACTIONS, BARTER
EXCHANGES, NONRECIPROCAL TRANSFERS OF GOODS OR SERVICES,
CHANGES IN PRICES, CHANGES IN FORM OF ASSETS OR LIABILITIES,
AND OTHER TRANSACTIONS, EVENTS, AND CIRCUMSTANCES THAT
HAVE CASH CONSEQUENCES FOR AN ENTITY BUT INVOLVE NO
CONCURRENT CASH MOVEMENT. BY ACCOUNTING FOR NONCASH
ASSETS, LIABILITIES, REVENUES, EXPENSES, GAINS, AND LOSSES,
ACCRUAL ACCOUNTING LINKS AN ENTITY’S OPERATIONS AND
OTHER TRANSACTIONS, EVENTS, AND CIRCUMSTANCES THAT
AFFECT IT WITH CASH RECEIPTS AND OUTLAYS. ACCRUAL
ACCOUNTING THUS PROVIDES INFORMATION ABOUT AN ENTITY’S
ASSETS AND LIABILITIES AND CHANGES IN THEM THAT CANNOT BE
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OBTAINED BY ACCOUNTING ONLY FOR CASH RECEIPTS AND
OUTLAYS.

THE CURRENT CAS BOARD’S STATEMENT OF OBJECTIVES, POLICIES AND
CONCEPTS STATES THAT ACCRUAL ACCOUNTING GENERALLY PROVIDES
FOR THE BEST MATCHING OF COSTS TO THE PRODUCTION OF GOODS AND
SERVICES THAT GIVE RISE TO THE THOSE COSTS. FURTHERMORE, THE
COMPENSATION STANDARDS THEMSELVES HISTORICALLY EMBRACED

ACCRUAL ACCOUNTING.

s ITEM 3 OF PREAMBLE A TO CAS 408 ACKNOWLEDGED THAT: “UNDER
GENERALLY ACCEPTED ACCOUNTING PRINCIPLES, LIABILITIES ARE
USUALLY RECORDED WHEN OBLIGATIONS TO TRANSFER ASSETS OR
PROVIDE SERVICES IN THE FUTURE ARE INCURRED”. CAS 408
FOLLOWED GAAP BY CONCLUDING THAT THE PROPER MEASURE OF
THE LIABILITY AND THE CRITERION FOR COST RECOGNITION OF
COMPENSATED ABSENCES WAS THE AMOUNT PAYABLE IF THE
EMPLOYER WERE TO TERMINATE THE EMPLOYMENT FOR ANY REASON
OTHER THAN DISCIPLINARY ACTION.

e CAS 412, PRIOR TO BEING REVISED IN MARCH 1995, PROVIDED THAT
PENSION COSTS WERE ASSIGNABLE TO THE EXTENT THAT THEY WERE
FUNDED OR FUNDING COULD BE COMPELLED. THUS, THE COSTS OF
UNFUNDED, NONQUALIFIED PENSION PLANS WERE ASSIGNED AND
ALLOCATED TO GOVERNMENT CONTRACTS ON AN ACCRUAL BASIS, TO
THE EXTENT THAT A VALID LIABILITY WAS DEEMED TO EXIST. ITEM 11
OF PREAMBLE A TO THE ORIGINAL PROMULGATION OF CAS 412
SPECIFICALLY NOTED; ‘

THE BOARD BELIEVES THAT ASSIGNING PENSION COSTS TO COST
ACCOUNTING PERIODS ON A CASH BASIS IS INAPPROPRIATE FROM
AN ACCOUNTING VIEWPOINT AND COULD LEAD TO IMPROPER
ASSIGNMENT OF PENSION COSTS AMONG PERIODS...

THE UNDERLYING CONCEPT OF THE STANDARD IS THAT WHEN A
VALID LIABILITY EXISTS, THE CORRESPONDING COSTS MAY BE
ACCRUED IRRESPECTIVE OF WHEN THE LIABILITY IS LIQUIDATED...

e UNDER CAS 415, THE COST OF DEFERRED COMPENSATION IS

ASSIGNABLE AS A CONTRACT COST IN THE PERIOD THE CONTRACTOR
INCURS AN OBLIGATION TO PAY SUCH COST.

Page 6
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IN DIRECT OPPOSITION TO THE PRINCIPLES STATED IN ITS STATEMENT OF
OBJECTIVES, POLICIES AND CONCEPTS, THE CURRENT BOARD IGNORED
THE CONCEPT OF ACCRUAL ACCOUNTING WHEN IT PROMULGATED THE
REVISION TO CAS 412. THIS REVISION WAS CLEARLY AN
ACCOMMODATION BY THE BOARD TO. GOVERNMENT CRITICS WHO
VIGOROUSLY ASSERTED THAT FUNDING WAS THE ONLY ACCEPTABLE
PROOF OF A CONTRACTOR’S PENSION COST OBLIGATION. WHILE FEW
WILL ARGUE THAT CASH BASIS ACCOUNTING EASES THE TASK OF COST
VERIFICATION, IN MOST INSTANCES IT VIOLATES THE PRINCIPLE OF
MATCHING COST WITH THE BENEFITING ACTIVITIES. THIS IS
PARTICULARLY TRUE WITH REGARD TO PENSION COSTS BECAUSE OF THE
EXTENDED DELAY BETWEEN THE PERIOD THAT THE PENSION BENEFIT IS
EARNED AND THE ACTUAL PAYMENT OF BENEFITS.

1 AM FURTHER CONCERNED THAT THE BOARD MAY BE MOVING IN THE
DIRECTION OF CASH BASIS ACCOUNTING WITH REGARD TO THE PENDING
ADVANCED NOTICE OF PROPOSED RULEMAKING ON POST-RETIREMENT
BENEFIT PLANS OTHER THAN PENSION (PRB) PI.LANS. TOPIC G OF THE
STAFF DISCUSSIOM PAPER DATED SEPTEMBER 20, 1996 OBSERVED THAT,
BECAUSE PRB PLANS ARE MORE COMPARABLE TO NONQUALIFIED
PENSION PLANS THAN TO QUALIFIED PENSION PLANS, “... THE BOARD
MAY HAVE TO ADDRESS MANY OF THE ISSUES THAT AROSE IN THE
PENSION CASE IN THE CASE OF POST RETIREMENT BENEFIT COSTS AS
WELL.” IF THE BOARD PRESCRIBES THE SAME ACCOUNTING FOR PRB
COSTS AS WAS PRESCRIBED FOR NONQUALIFIED PENSION PLANS IN THE
REVISION TO CAS 412, THE RESULT WILL BE CONSISTENT BUT BAD
ACCOUNTING FOR BOTH TYPES OF PLANS.

IN CONCLUSION, 1 WOULD LIKE TO RESPOND TO TWO QUESTIONS:

s SHOULD CAS BE MORE CLOSELY ALIGNED WITH GAAP?
e SHOULD CAS BE MORE CLOSELY ALIGNED WITH THE FEDERAL COST
PRINCIPLES?

WITH REGARD TO THE RELATIONSHIP OF CAS AND GAAP, MY ANSWER IS
YES. CAS SHOULD DEVIATE FROM GAAP ONLY ON AN EXCEPTIONAL
BASIS WHERE THERE ARE PARTICULARLY COMPELLING REASONS TO DO
SO, SUCH AS WHELRE THE VOLATILITY OF COSTS COMPUTED UNDER GAAP
1S COUNTERPRODUCTIVE TO CONSISTENCY BETWEEN PERIODS AND
THEREFORE TO PREDICTABILITY FOR FORWARD PRICING PURPOSES.

Page 7
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WITH REGARD TO THE RELATIONSHIP OF CAS AND THE FAR COST
PRINCIPLES, MY ANSWER IS A RESOUNDING NO. ACTIONS BY THE
DEFENSE AND CIVILIAN ACQUISITION REGULATORY COUNCILS AND
DEPARTMENT OF DEFENSE PROCUREMENT POLICY MAKERS SUGGEST
THAT THE PROCUREMENT POLICY CHARTER IS INEXORABLY AT ODDS
WITH WHAT 1 BELIEVE SHOULD BE THE FUNDAMENTAL FOCUS OF CAS,
LE., THE PROMULGATION OF STANDARDS WHICH REFLECT SOUND
ACCOUNTING CONCEPTS.

THANK YOU FOR THE OPPORTUNITY TO PRESENT MAY VIEWS TODAY AT
THIS IMPORTANT PUBLIC MEETING.
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CAS BOARD ACTIVITIES THAT ARE
INCONSISTENT WITH ITS FUNDAMENTAL
OBJECTIVES AND GENERALLY
ACCEPTED ACCOUNTING PRACTICES

L BACKGROUND

A. Legislative Mandate

The current Cost Accounting Standards Board (CAS Board) legislation (PL 100-679),
included in an amendment to the Office of Federal Procurement Policy (OFPP) Act, provided the
Board with the “authority to make, promulgate, amend and rescind cost accounting standards and
interpretations thereof.” The law explained that the purpose of such actions were “designed to
achieve uniformity and consistency in the cost accounting standards governing measurement,
assignment and allocation of costs to contracts with the United States.”

The Board acknowledged this responsibility in its Statement of Objectives, Policies and

Concepts. The CAS Board stated that:

The primary objective of the Board is to promulgate, amend, and revise Cost
Accounting Standards designed to achieve (1) an increased degree of uniformity
in cost accounting practices among Govermment contractors in like circumstances,
and (2) consistency in cost accounting practices in like circumstances by
individual Government contractors over periods of time.

Thc actions by the new CAS Board, however, have been inconsistent with the law and the
intent expressed by the Board. It appears that the Board, in its current activity, has not evaluated
its actions against the very clear objectives set for its operation.

B. CAS Board QObjectives
1. Cost Accounting Standards

The law requires the CAS Board to promulgate Cost Accounting Standards. The Board,
m its Statement ot Objectives, Polices, and Concepts describes a L'ost Accounting Stanaard as:

.. .a slatement formally issned by the Cost Accounting Standards Board that (1)
enunciates a principle or principles to be followed, (2) establishes practices to be
applied, or (3) specifies criteria to be employcd in selecting from alternative
principles and practices in estimating, accumulating and reporting costs under
contracts subject to the rules of the Board.

Therefore, under the authority of the law and the Board's interpretation of the law,
Standards cover cost, whether used for estimating, accumulating, or reporting purposes.




Furthermore, the Board explained that the measurement, assignment, and allocation of costs--or
allocability—-is an accounting concept involving the ascertainment of contract costs. The Board
stated that its objective in issuing “fair” Standards was to provide to the contracting parties
“accounting data that are representative of the facts.” It is fair to say, therefore, that the Board’s
stated objective is to devise a set of accounting rules to define and measure costs, to assign such
costs to accounting periods, and, finally, to allocate cost to individual contracts. The accounting
rules are definitive as to the allocable relationship between the cost as incurred and the benefiting
contracts. While the Board has acknowledged that its Standards may not always agree with
accounting rules written for other purposes, such as financial or tax accounting, the Board has not
stated that it will deviate from accounting concepts, nor does its authorizing legislation appear to
permit such deviations.

2. Uniformity and Consistency

The objective to increase uniformity and consistency is the solc mission given to the
Board by its authorizing legislation. Going back in history to the GAO study that led to the
legislation to establish the first CAS Board and to the legislation itself, the objective of
uniformity and consistency was singled out as the Board’s sole mission.

3. Consistency in Cost Accounting Practic

The Board expressed an objective for consistency in like circumstances by individual
government contractors over a period of time. This notion of consistency should also apply to
the use of consistent concepts in the development of Standards. The need for each Standard to be
consistent in the accounting concepts used is not established by law or stated as a Board
objective. Nevertheless, for the Board to issue a coherent set of Cost Accounting Standards, this
objective must be met. The Board has expressed the need for consistency within Standards and
explained in its Statement of Objectives, Policies and Concepts that “No one section of a
Standard stands alone, and all sections must be read in the context of the Standard as a whole.”
One should expect that not only should Standards be internally consistent, but that consistency in
accounting concept should be expected among all Standards.

1L CAS BOARD ACTIVITIES
A CAS 412 and 413

I Accrual vs. Cash Accounting. The first amendments to Standards
promulgated by the new Board were the substantial amendments to the pension accounting
Standards CAS 412, Cost Accounting Standard for Composition and Measurement of Pension
Cost, and 413, Adjustment and Allocation of Pension Cost. The amendments contained several
concepts for cost determination not previously used by the CAS Board.

One concept introduced into CAS 412 was the concept of cash-based accounting. The

Board had stated in its redratting of the Statement of Objectives, Policics and Concepts that the

use of cash-based accounting might be used. Cash-based accounting is generally unacceptable




for financial accounting (FAS 87, Employcc Accounting Pensions). Therefore, to use it for cost
accounting should be limited to circumstances where protection of the Government interest is
more important than the accurate determination of contract cost.

Even more important to the mission of the CAS Board, as established in the law and
adopted in the Board’s operating statement, is the need to increase uniformity and consistency in
the cost accounting for Government contracts. By its very nature cash-based accounting
attributes cost incurrence to the accounting period in which payment is made to acquire asscts or
for incurred expenses, rather than to the accounting period in which the assets are used or the
expenses incurred. The resulting mismatching of cost with accounting periods, and the products
produced in those periods, will assure that diffcrent contractors making the same product at the
same cost will reflect different cost values for Government contract costing purposes. Similarly,
within a single entity the attribution of cost to products when a payment is made rather than when
the cost is incurred will result in inconsistencies in results from one accounting period to another.
Therefore, the basic purpose for which the CAS Board was established is not achieved, and,
instcad, such proposed accounting will only serve to decrease uniformity and consistency in cost
accounting for Government contracts.

Finally, the action by this Board to use cash-based accounting reverses actions by the
previous Board to move to accrual accounting. The change in CAS 412 to cash-based
accounting makes the accounting concepts nsed in that Standard in conflict with the changes
from previous cash-bascd procurement regulations to accrual accounting in CAS 408,
Accounting for Costs of Compensated Personal Absence, and CAS 415, Accounting for the Cost
of Deferred Compensation, two other Standards which similarly deal with labor related costs. It
also makes CAS 412 inconsistent with CAS 404, Capitalization of Tangible Assets, 409,
Depreciation of Tangible Capital Assets, and CAS 411, Accounting for Acquisition Cost of
Maitcrial. In fact, these five Standards are all the other Standards dealing with accrual
accounting, so that the change to CAS 412 isolates it as inconsistent with the general concepts
used in the other Standards.

2. Cost Determination vs. Repricing. The other significant change in cost

accounting concepls was the guidance promulgated in CAS 413.50(c)(12). While the change to
cash-based accounting appears to be from a generally acceptable method of accounting to one
which is generally unacceptable, the changes in this area have nothing to do with accounting or
accounting concepts. While contract cost accounting has been described by the CAS Board and
others as dealing with contract cost dctermination, this section of the Standard effectively deals
with the repricing of contracts performed in previous accounting periods by a direct credit or by
the readjustment of contract prices in the current period. Pricing of contracts has never been
considered in the law, by thc Board’s published statements on operations, or by the previous
CAS Board. Pricing of contracts is considered the domain of the procuring agencies and the
CAS Board’s legislation, and operating statements always have limited the Board’s scope to cost
determination. Accounting practices provide for readiustment of prior period cost estimates as
increases or decreases in cost in the current and future periods, such estimating crrors arc
reflected as additional profit or loss in the period in which the error occurred.




This concept is illustrated in several other Standards which cover adjustments in a current
cost accounting period for estimating errors in previous accounting periods. All such Standards
treat the adjustment as an adjustment to cost, not an adjustment to the customer or the repricing
of contracts. Examples in other Standards include CAS 409.50(j) on the adjustment of cost as a
result of the disposition of fixed assets, CAS 415.50(d)(7) and (8) on the adjustment of deferred
compensation carned in previous periods for forfeitures occurring in the current period, and CAS
416.50(a)(1)(i) for refunds, dividends or additional assessments of insurance premiums.

3. Actuarial Assumptions. In addition to the issue of repricing versus cost
adjustment posed by CAS 413.50(c)(12), CAS 413.50(c)(12)(i) provides that:

The actuarial assumptions employed shall be consistent with the current and prior
long term assumptions used in the measurement of pension costs.

This provision is contrary to Generally Accepted Accounting Principles (GAAP) which require
that accounting estimatcs represent the best information available for the circumstances existing
at the time the estimates are made. As APB 20, paragraph 10, provides:

Thus accounting estimates change as new events occur, as more experience is
acquired, or as additional information is obtained.

This provision also conflicts with CAS 412.40(b)(2) which provides that:

Each actuarial assumption used to measure pension costs. . .shal) represent the
contractor’s best estimate of anticipated experience under the plan. . . .

It also conflicts with guidance in other Standards dealing with changes in estimates for changed
circumstances. For example, CAS 409, in a number of sections, requires estimates to reflect both
historic information and future expectations and both asset life and method of depreciation must

- change when changed circumstances indicate the need. CAS 414, when treating with projected
cost of capital rates, requires the use of current treasury rates. CAS 415 requires that current
interest rates be used to adjust deferred compensation amounts in the current period. And,
finally, CAS 416, in dealing with self-insurance, requires that loss experience shall be evaluated
regularly, and self-insurance charges for subsequent periods shall reflect such experience.

B. CAS 404 and 40%
The CAS Board recently promulgated two changes to CAS 404 on capitalization of
tangible assets and 409 on depreciation accounting. The first of these changes was to change the
treatment of accounting for fixed assets in a merger or acquisition. GAAP requires that the seller
reflect the gain or loss between the selling price of the fixed assets and their net book value upon
a sale or merger, and that the buyer capitalize the acquired fixed assets at their fair value not to
exceed the purchase price (APB 16). The changes to CAS 404 and 409 essentially ignorc the
transaction, precluding recognition of the gain or loss by the seller, and requiring use of the
previous owners net book value for the assets, rather than its cost to the buyer. This approach is
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contrary (o GAARP, it is not an alternative accounting approach, and may be outside the scope of
activity authorized by the CAS Board’s legislation.

This approach will likely decrease uniformity in accounting among contractors. For
example, the provisions of the Standard preclude a business which has previously used the fixed
assets on government contracts from recognizing and recording the fixed assets at their cost to
the new owners, while a business which has not previously used the fixed assets on Government
contracts can record the fixed assets at their acquisition cost. Another example of circumstances
leading to a decrease in uniformity will occur when a company, wishing to expand its business,
chooses to acquire another business, while another company in the same circumstances might
choose to purchase additional facilities. The different approaches to achieve the same objectives
results in different fixed assct cost to produce similar products in like circumstances. These
results are diametrically opposed to the basic purpose for which the CAS Board was established.

The second change made to CAS 404 was to increase the minimum acquistion cost
criterion for capitalization of fixed assets. The change was made from a previous minimum
criterion of $1,500 to a revised criterion of $5,000. While this change may be beneficial in
decreasing the expense of administering fixed assets, the change was inscrted after the
publication of the NPRM. This action effectively precludes external review of the change.

CONCLUSION

The various amendments to Standards promulgated to date have consistently moved the
cost accounting practices required by the Standards from those recognized as generally
acceptable to practices that are not generally acceptable or are outside the purview of cost
accounting practice. The conclusion reached is that the CAS Board is making policy decisions
rather than cost accounting practice decisions. Such policy decisions may have supportable
rationales, however, the legislation establishing the Board intended a cost accounting principles
and practices Board, not a procurement policy maker. The procurement agencies have
traditionally been given the responsibility for policy decisions and the CAS Board had

recognized this in its Statement of Objectives, Policies and Concepts. It should continue to

recognize its role in the process of amending existing Standards and issuing new Standards.

The new practices prescribed will decrease uniformity and consistency in the cost
accounting for Government contractors. This result is opposed to the designed purpose of
repstahlishing the Cost Accounting Srandards Board and hrings tn question whether the actions
by the CAS Board are appropriate. In addition, the result of the Board’s recent efforts have
produced conflicting policy and accounting concepts and are resulting in a set of Standards that
can no longer be depended upon to be internally consistent. The result is a less than coherent set

of rules.
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Mr. Ralph Dawn

U.S. General Accounting Office
441 G Street, N.W. =~ RoOm 4A53
Washington, DC 20548

Dear Mr. Dawn:

Because of scheduling conflicts, we regret that we will be
unable to make an oral presentation at the public hearing of the
Cost Accounting Standards Review Panel on June 16 and 17, 1998, It
would be appreciated if the panel would take these written comments
into account.

I am currently a partner in a public accounting which
emphasizes audit, accounting, and consulting services to government
contractors. We have frequently been consulted by both‘governnent
contractors and government agencies; on guestions of contract cost
allowability and allocability generally, and the application of CAS
and FAR cost principles specifically. We have participated as
consultants and expert witnesses in numerous contract cost
disputes. Before entering public accounting, I was on the staff of
the first Cost Accounting Standards Board. For a number of years
I was also a wember, and later chairman, of the ASPR (now FAR) Cost
Principles Subcommittee.

The charter of the Cost Accounting Standards Review Panel
requests it to "focus on" five broad issues. ?hese issues include

401 Washington Avenue, Suite 200

Baltimore, Maryland 21204
(410) 337-2900 . FAX (410) 337-0541
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(i) the viability of the CASB’s original mission after "major
changes in the procurement laws"; (ii) the extent to which a board
is advisable to regulate contractor cost accounting practices;
(iii) the relationship between contract cost allowability and
allocability; (iv) the structure of a Board; (v} the staffing of a
Board; and (vi) any other relevant issues. (June 25, 1996 letter
from William F. Clinger, Jr. and Floyd Spence to Comptroller

General Bowsher) Brief views on each of these issues are set forth

below.

My views on the first five issues to be considered by the

Panel follow.

(i) The viability of the CAS Board’s original mission
after major changes in the procurement laws. The mission of the

current CASB appears to be defined in Section 26 of the Office of
Federal Procurement Policy Act (P.L. 100-679) as follows:
(£) (1) The Board shall have the exclusive authority to
make, promulgate, amend, and rescind cost accounting
standards and interpretations thereof designed to achieve
uniformity and consistency in the cost accounting
standards governing measurement, assignment, and
allocation of costs to contracts with the United States.
similarly, the first CASB was required to "promulgate cost-
accounting standards designed to achieve uniformity and consistency

in the cost accounting principles followed by defense contractors




and subcontractors under Federal contracts."

It is assumed@ that the “viability of the original mission"
refers to a continued need for a Board and the *major changes in
procurement laws" are those aimed at raducing cost based
pricing. Based on these assumptions, any question concerning a
contimued need for the mission, if not the CASB, is vastly
premature. As long as there are cost based contracts, the need
will continue for “cost accounting standards governing measurenment,

assignment, and allocation of costs to contracts.®

The problems created by the lack of an authoritative standaxd
setting body is clearly evident from the problens encountered in
the 1980‘c during the hiatus between the first and second Cost
Accounting Standards Boards. Without an authoritative Board, there
is no practical way to change existing standards, disclosure
requirements, applicability thresholds, and other regulations.
Unless the Panel is willing to cancel all Standards, disclosure
requirements, and related requlations, a Board - or at least some

other responsible organization - is indispensable.

(ii) The extent to which a board is advisable to regulate
contractor cost accounting practices. The obvious, if somewhat
facetious, response to this question is "compared to what?" If the

choice is between an independent board and full time employees of

‘an appropriate federal agency, @& board appears to be preferable.




302

While there may be those who question the need for CAS, or those
who disagree with the existing CAS, there are few who could argue
with the promulgation process. 1In large part this process is
enhanced by the broad and diverse experience brought by an
ostensibly independent board. The use of such a board to “regulate
contractor cost accounting practices" assures consideration of
multiple interests, has withstood the test of time, and should be

continued (but see iv below).

and allocabjlity. This has been a nagging issue since the early
days of the first CASB. Having been extensively involved in the
development of both Cost Accounting Standards and contract Cost
Principles, I believe that the dichotomy of cost allocability and
allocability is unnecessary and counterproductive. The existing
FAR Cost Principles are replete with allocability rules posing as
allowability issues, while CAS contain allowability issues posing
as allocability issues. The line between allowability and
allocability is too blurred to successfully separate these issues.
Under these circumstances a single organization should be entrusted
with what is now divided into Cost Principles and Cost Accounting
Standards. For the reasons stated under (ii) above, a Board is

deemed to be a superior mechanism for the combined functions.

iv. e com it erms o

the board. The current law provides for two "representatives® from




each government and industry. This composition presunably provides
some experience with contract accounting issues, but also seems to
lead to advocacy, rather than independence. Ideally, board member
should be able to decide issues on their merit and equity, not as
an "“advocate of either industry or government. Perhaps an
alternative to the existing board composition, it may be desirable
to include members from academia, the accounting profession without
any significant connection with government contract accounting, or

companies without significant government contracts.

(v) The staffing of a board. The woefully inadequate
staffing of the existing CASB has been amply recognized. (See, for
example, GAO Report B-255794, May 25, 1994). An understaffed board
serves neither the govermment nor government contractors. Even ir
the Board is to continue in its existing mission, additional
staffing is required. Obviously this deficiency would be
exacerbated if the Board were to assume an expanded role, as

contemplated under (iii) above.

In summary, the mission of the CASB is required as long as
cost based contracts exist. The presumably unattainable goal of
eliminating cost based contracting is not a reason to abandon the
mission at this time. A board type structure continues to be the
preferable mechanism for accomblishing the mission. A board
composition and structure which would tend to avoid "advocacy™

should be considered. It would be preferable to combine
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responsibility for both cost allocability and allowability in a
single organization. The CASB, or a substantially similar
organization, is deemed to be preferable organization to achieve

both of these functions.

Sincerely,

Bort Boctewtitinn 0/"/ ks

Bertold Bodenheimer

BB:ks
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Jupe 8, 1998
To: Cost Accounting Standards Board Review Panel

Subject: Comments for Consideration by the Panel

I served as a member of the “old” CASB from 1978 to its demise in 1980. With
that background, I wish to make a few comments for your consideration.
Unfortunately, a scheduling conflict will prevent me from presenting my views in
person at the meetings on June 16-18, but I hope you will find these written comments
useful. A copy of my resume is attached.

* The first issue I wish to address is the suitability of GAAP as a substitute for
CAS. Any objective review of GAAP will conclude quickly that GAAP cannot play
this role. One reason is that the cost-related sections of GAAP have an entirely
different purpose. They are designed solely to determine the period or periods in
which costs are to be classified as expenses for financial statement purposes. Except
for end-of-period inventory measurement, nothing in GAAP prescribes how the costs of
a period are to be assigned to the various contracts and other cost objectives pursued in
that period. If a cost is classified as a current expense, that is the end of it as far as
GAAP is concerned. Cost accounting principles are necessary to implement the next
step by providing guidance as to the classification of costs of an individual time period
to the cost objectives of that period.

Furthermore, public policy may require that GAAP measurements of period
expenses be modified to make them suitable for application to government contracts. A
prime example of such a necessary departure lies in the accounting for mergers and
acquisitions. When an acquisition is accounted for by the purchase method, GAAP
Liuiics that the asscts of the acquired business be revalued. If contract coste thereafier
are based on the revalued amounts, some procedure must be established to prevent the
escalation of the costs of existing contracts. GAAP is silent on this issue because

contract costing is not in GAAP’s domain.
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Gordon Shillinglaw Comments for Consideration by
the Cost Accounting Standards Board Review Panel

The second issue on which I wish to comment is the need for CAS in the current
contractor environment. Without CAS, cost measurements of a given contract can be
manipulated at will and at the contractor’s pleasure. If costs are to be used in the
contracting process, the measurement rules should be understood by both parties so that
conformance to the rules can be monitored and verified. Opposition to that simple idea
can only reflect the position that cost measurement is a private matter that no one in
government has the right to oversee or monitor. This position will be valid only if and
when cost measurements cease to enter into government procurement decisions. That
day seems likely to be far off.

As 1o the need for the CAS Board itself, experience shows that standards need to
be reevaluated from time to time. Without a sitting Board, CAS standards are locked
in concrete. For example, when the old CAS Board was terininated, it was actively
working on proposals to make CAS 410 more flexible to variations in contractors’
situations. That effort could not be completed when the Board went out of existence.

Related to that, someone should have the power to grant full or partial
exemptions from CAS. This power doesn’t have to be lodged in the CAS Board, but it
should be given to some agency or body other than the entity that is negotiating the
contracts. Independence is a key requirement.

Finally, I have no problem with the possible increase in the number of industry
representatives on the Board, although that woyld put further strain on the Board’s very
restricted budget. If that is done, however, neither the representatives of affected
government bodies nor the industry representatives should constitute a majority of the
Board. During my term on the old Board, the industry representative added useful
insights to the standard-setting process and was flexible enough to permit us to get on
with our work. Unfortunately, most industry representatives are likely to he hostile 10
the basic objectives of CAS. Their role is irnportant, but it must not dominate. The
Board has a public mission. It cannot be anti-industry, but it must not be a captive of
industry, either.

Respectfully submitted,
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Mr. Chairman and Members of the Panel:

1 appreclate the opportunity to present the Office of the
Inspector General (0IG), DoD, view on the importance of the Cost
Accounting Standards Board (CASB) and the standards it
promulgates. At the outset, I want to enphaeize that the 0IG,
PoD, has been a strong proponent and supporter of acquisition
reform. We intend to continue working with the Department and
Congress to identify barriers to further reform, develop new
processes and approaches, and evaluate the results of the new
policies and procedures.

Thera were 85 major DoD acquisition programs, valued at over
$725 billion, ongoing at the end of FY 1997. There are also
several hundred smaller system acguisition programs and huge
loegistics procurement efforts. Cumulatively, these programa
constitute the largest and most complex capital investment effort
in the world., The Department must ensure our fighting forces
have the most technologically advanced weapons at reasonable,
proper costs. Because of these risks, the DoD audit community
has given high priority to prudent audit coverage of acquisition
programs from regquirement determination through contract
completion. My comments on the CASE are based on the experience
gained in this extensive internal and contract audit effort.

ACOUISITION REFORM

We fully suppert the identification and implementation of
best practices in both Government and industry. We also endorse
competitive procurement and commercial purchases whenever
feasible., For instance, the Single Process Initiative is an
excellent example of working with industry to adopt commercially-
uped, contractor facility-wide processes instead of the more
costly contract-unique requirements’of the past., It is lmportant
that we identify and buy commercial products whenever they meet
contract requirements in oxder to make best uge of our limited
funds, Commercial buys are exempt from Cost Accounting Standards
{CAS) and other regulations which some contractors view as
burdensome .

Hiowevex, there are still and will continue to be Defense
unique items that camnot be bought commercially off the shelf or
by competitive bidding. The Government will not be able to
obtain the best value if we make sole source procuremants without
CAS. We must not put programs at risk for overcharging because.
of unsupported assertions that laws and regulations such as the
CAS are preventing many companiea from bidding on DoD contracts.
Decpite the commendable emphasis on decreasing DoD dependence on
military-unique items, a certain degree of dependence will always
exist. The same holds trues for sole-source procurement. In
fact, continued consolidation of the defense industry may make
competition even lese likely in the future.




GENERAL ACCOUNTING OFFICE REVIEW

In 1970, the General Accounting Office (GAO) issued a xeport
to Congress on the feasibility of applying uniform cost
accounting standards to negotiated prime contract and
subcontracts over $100,000, In our view, the results of that
study are still valid today.

The GAO ncted that Government cost principles are generally
based on Generally Accepted Accounting Principles (GAAP) and the
accounting methods accepted for income tax purpoges by the
Internal Revenue Service. However, GAAP and accounting
treatments for tax purposes were and are still not adequate for
contract costing because they were designed for totally different
PUIposes.

The GAAP are concerned with reporting cost information for
financial statement purposes and was developed primarily for
stockholder use and protection. GAAP do not address allocations
between producte and services within a fiscal year, Instead,
they emphasize preper treatment of cost allocations between
fiscal years. Accounting treatment for tax purposes attempts to
properly implement existing tax laws and regulations. Tax laws
are enacted for a different purpose than addressing concerns
about proper contract costs and overpricing.

The GAQ also concluded that, when prices are set without
competition and the restrainte of the market place, cost data
play an important role in negotiating, administering, and
settling contracts at fair prices. We agree with the GAO and are
convinced that properly disclosed and consistently followed cost
accounting standards and contractor practices lead to a better
DoD/contractor working environment, ultimately regulting in less
adversarial conditions. 5

Except for the CASB, there are no definitive sources for
criteria on cost accounting practices for contractors doing
business with the Government. The Audit & Accounting Guide for
Audits of Federal Government Contractors, issued by the American
Institute of Certified Public Acecauntants, acknewledges that GAAT
provide little guidance for cost accounting purposes in
Government contracting. In contragt, CAS provides uniformity and
consistency in handling Government contract costs. Applying CAS
ensures comparability in cost data, in turn providing a
reasonable assurance that procurements will be reasonably priced.

The first CASB was created in 1570. After issuing 19
etandards, the original CASE went out of existence on
September 30, 1960. In 1988, the CASE was reestablished under
the Office of Management and Budget. At that time, most major
contracts and subcontracts were issued for negotiated
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procurements and, therefore, pubject to CAS. EHowever, contracts
and subcontracts were exempt from CAS if they were: awarded
under gealed bids; negotiated for lesggs than $5,000,000; awarded
to small business contractors; issued for a price sat by law or
regulation; or awarded on a firm-fixed price basis for commercial
items. Over the years the dollar thresholds have changed.

Today, contracters are required to comply with all CASB standards
if they have received either a single CAS-covered contract award
of $25 million or more, or received $25 milllon or more in CAS-
covered contract awards during the preceding cost accounting
period with at least one award exceeding $1 million.

NEED FOR_COST ACCOUNTING STANVDARDS

The CRSB hae issued 19 standards to increase uniformity and
consietency in the allocation of cogste. We do not believe that
complying with CASE standards is an unreasonable burden for those
covered contractors, In fact, CAS provides a mound foundation
for better understanding and communication between the contractor
and the Government of cost measurement methods that, in tuzn,
should reduce the incidence of misunderstandings and contract
disputes.

It is important teo remember that CAS is not applicable to
commercial contractg cr to "QOther Transactions.” “Other
Transactions" are exempt from the Federal Acquisition Regulation,
contract audit, CAS and most procurement statutes. The DoD
already has authority to use *Other Transactiocns' for research
and development acquisitions. The DoD can thus use commercial
contracts or "Other Transactions" to avold the use of CAS in
special circumstances. In the absence of competition, CAS
provides some protection for both the Government and contractor
against inequitable or inconeistent cost allocations. The GAAP,
Internal Revenue Service rules, and Securities and Exchange
Commission regulations do not eneu{e that costs are allocated to

the proper products.

Over the last § yearas, the Government has saved more than
$300 million as a result of audits that question improper
contractor accounting changes and other CAS noncompliances. As
of March 31, 1998, audit reports involving ancther $500 million
in ropt questicned £vam CAS noaconpllances aud accounting changes

are open and in the process of being resolved. Therefore, from a
taxpayer's prospective, CAS ies providing a useful service.

CONTRACTOR PENSION PLANS

Cne of the most significant items of contractor costs that
is passed toc the Government through contracts is employee pension
cost . PBased on g recent evaluation by this office, the estimated
pension fund assete for the largest 15 contractors were about
§100 billion., The CASB has issued two very important standards,
CAS 412 and 413, that provide the contractors and the Government
with badly needed guidance on the proper composition and




measurement of pension costs, as well as criteria for assigning,
valuing, and allocating them. In addition, because of the
significance of pension-related issues in business combinations,
CAS provides the only real means to ensure that charges to
Government contracts are appropriate. Government funded pension
asgets mugt be properly allocated during restructuring to ensure
future contracte do not shift a disproporticnate share of future
pension costs to the taxpayer.

ACCOUNTING FOR UNALLOWABLES

The CAS 405 facilitates the negotiation, audit,
adwministration, and settlement of contracts by requiring
contractors to identify expressly unallowable costs (examples are
lobbying, political contributions, golden parachutes and
aentartainment costs). The Defense Contract Audit Agency has
reported that, in fiscal year 1997, over $2 billion was deleted
from claime by major contractors. Without CAS, contractors will
not have to identify these unallowable costs and eliminate them
from their claims. Attempting to cperate without CAS would
result in an unacceptable rigk that unallowable coste will be
passed to the Government.

PROTECTION FOR CONTRACTORS

The CAS requiree that major coentractores prepare a disclosure
statement of their cost accounting practices and have it reviawed
by the Government for adequacy. This procese ensures that the
contractor and the Government uss consistent accounting practices
vwhen negotlating gsole source contracts. Prior to the development
of a well structured process, both parties had legitimate reason
to fear that practices could be diaguised or manipulated, The
company could manipulate accounting practices to yield higher
pricea and Government contracting officials could direct
companies to manipulate accounting practices to a particular
program's advantage. Proper implegentation and enforcement of
CAS has stopped this from occurring. In the current environment,
becauge the contractoxr's cost accounting practiceg and procedures
are disclosed in the CAS Disclosure Statement, neither party can
dictate or make deviations to suit their needs.

CONCILUSION

I am concerned with the misperceptions of CAS as an
impediment to eivil-military intagration. Waivers are available
that allow for awarding firm-fixed price contracts for commercial
items, in which case cost or pricing data are not xequired. The
DoD also already has the authority to use *Other Transactions" to
enccurage commercial firme to do research and development
business with the Department. We have noted in recent reviews
that "Other Transactions" are not being awarded vexry often to new
commercial companies who believe that the cost of compliance with
procurement regulations far outweigh the potential profits
associated with a new customer, even one as large as the Federal
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Government. For the period FY 1990 through FY 1997, 85 percent
of the funds for "Other Transactions" went to traditional DoD
contractors (81 percent) and nonprofit institutions (4 percent)
who should already have CAS compliant accounting systems. This
regult leads us to guestion the assertions that a large number of
companies are deterred from deing buginess with the DoD bscauge
of Government procurement regulations.

In a perfect world, we would not need CAS. We would be able
to buy everything either commercially or with adequate price
competition. We strongly support further efforts to aveid
unnecessary military specifications and increase competition.
However, it is unrealistic to assume that Defense contracting
will not always involve a large number of scle source
procurements. As long as wea purchase goods and gervices from
sole sources, CAS will be necessary to protect the Government's
interest. Where there is not a true competitive market-place or
reasonable commercial comparability, we must have the necessary
lawe and regulations to ensure that the prices paid for highly
complex military weapons systems are reasonable.

I support changes to the CAS that are reasonable and vetted
through a rigorous review process. Elements such as applicable .
thresholds clearly ought to be revisited periodically. To
provide flexibility I can also support the Dod having effective
and easy-to-use waiver authority for the CAS in specific
acquisitions, or for portions of an acquisition when needed for
the benefits of Natiocnal Defense. I urge you to carry out this
review with the intention of improving the CASB process, not
eliminating it.




NOTE: Tabs referenced in this letter are not included.

7 |/ Government Electronics & Information Technology Association
" 2500 Wilson Boulevard, Arlington, Virginia 22201-3834
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June 18, 1998

Mr. James F. Hinchman
Acting Comptroller General

U. S. General Accounting Office
441 G Street, N. W.
Washington, DC 20548

Dr. Jacques S. Gansler

Under Secretary of Defense for Acquisition and Technology
3010 Defense Pentagon

Washington, DC 20301-3010

Mr. Nelson F. Gibbs

Vice President and Controller
Northrup Grumman Corporation
1840 Century Park East

Los Angeles, CA 90067

Subject: Issues on the Applicability of Cost Accounting Standards
Dear Co-Chairs of the CAS Board Review Panel:

The Government Electronics a5d Information Technology Association (GEIA) appreciates
the opportunity to contribute to the Review Panel’s stidy of the mission, operation, and
structure of the CAS Board. We regret that we were unable to participate in the public
hearings held by the Panel during June 16 - 18 but are pleased that we have been allowed
to submit written comments.

The GEIA represents the Federal market sector within the Electronic Industries Alliance
(EIA), an umbrella organization representing numerous associations and over 2,500
member firms. The GEIA maintains programs in market planning and forecasting,
Government relations and acquisition policy, standards development, and many other
arcas. Our members are dedicated to serving the unique needs of the Government
business arena, through both special design and off-the-shelf applications of electronic and
information technologies.

While private industry in general has suggested a number of issues for the Review Panel to
consider, we wish to offer comments in one particular area - the applicability of CAS to
certain contracting circumstances. As you may already be aware, this has been an

[
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increasing concern to private industry. To further the Review Panel’s understanding of
this problem, we are providing copies of related correspondence which has beea submitted
to the CAS Board and other Government officials in recent years. Private industry’s
frustration (as well as the Government’s) with the Board’s responsiveness to these
problems will be evident.

In private industry’s view, the CAS Board was slow to act on the CAS exemptions that
were enacted by Congress under the Federal Acquisition Streamlining Act of 1994
(FASA) and the Federal Acquisition Reform Act of 1996 (FARA), later renamed the
Clinger-Coben Act. Moreover, to date, the Board has been apparently unwilling to act on
a number of related issues which have surfaced as the Government adopted new pricing
rules and contracting approaches. The following is a summary of the principal CAS
applicability issues.

CAS and Contracts for Commercial Items

Private industry was disappointed in the CAS Board’s efforts to implement Section 8301
of FASA and Section 4025 of the Clinger-Cohen Act. Both Acts installed exemptions
from CAS on contracts for commercial items.

The CAS Board never fully implemented Section 8301, except to delegate to agency
heads the authority to waive CAS on contracts for commercial items when cost or pricing
data were not obtained (see Tab 12). Private industry disagreed with this action: (1)
because it was unnecessary{or the Board to grant waiver authority to exempt on a case-
by-case basis that which was already expressly exempted by Congress under Section 8301
and (2) whether cost or pricing data was submitted was not a qualifying condition imposed
by Congress (see Tabs 9, 10, 11).

The CAS Board implemented Section 4025 initially as an interim rule and later as a",
superseding final rule. While private industry supported the interim rule, it did not entirely
support the final rule because the Board limited the exemption created by FARA by
prohibiting application to fixed-price contracts with economic price adjustments based on
actual costs incurred (see Tab 4). Not only did private industry find the Board’s reasoning
flawed but also observed that the Board had created 2 number of practical problems
without providing adequate guidance (e.g., was the whole contract CAS-covered or just
the economic price adjustment portion?).

Finally, apart from the exemptions, the CAS Board has not yet acted on the issue of hybrid
commercial contracts (sec Tabs 4 and 9). This might occur, for example, on a firm-fixed
price contract for commercial items, which contains a relatively minor provision (e.g.,
contract line item) for on-site maintenance to be paid on a time and materials basis.
Assuming that the time and materials contract line item does not qualify for an exemption,
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is the entire contract CAS-covered or just the time and materials contract line item? In
deciding the extent of CAS-coverage and Disclosure Statement obligations is the
determining value the entire contract or just the time and materials portion?

CAS and Cost Realism

Another well-known issue that remains unresolved is the Truth in Negotiations Act
(TINA) vs CAS cooflict. This involves firm-fixed price contracts that have been exempted
from TINA but, nevertheless, are CAS-covered contracts because some cost data
(uncertified cost or pricing data) was submitted, usually for cost realism analysis purposes
(scc Tabs 1,4, 5, 6,7, 8,9, 10, 11, 14, 15, 16). This conflict, in private industry’s view,
underscores the CAS Board’s apparent uriwillingness to keep pace with the procurement
reform efforts which have been undertaken by Congress and the Executive Branch.

For example, the application of CAS for purposes of conducting a cost realism assessment
is a growing concern for private industry. In such cases, the cost data submitted is used to
establish whether an offeror understands the Government's statement of work (see FAR
15.401 and 15.404-1). The cost data is not used to negotiate contract price or determine
the amount of payment for products and services delivered to the Government. CAS in
such circumstances serves no practicat value to either party, and the contractual
imposition of CAS could produce inequities for the contractor. That is, should the
Government be entitled to 2 downward contract price adjustment on such CAS-covered
contracts if the contractor changed accounting practices? '

Thismhunotonlybeen}wnwntopﬁmeindumymwtheDepmof
Defense, as well. Private industry strongly concurred with the recommendation offered by
the Director of Defense Procurement nearly two years ago to exempt firm fixed price
contracts where no certified cost or pricing data was submitted (sce Tabs 6, 7, 8, 13).
More recently, private industry support the Under Secretary of Defense for Acquisition
request for a waiver to exempt such contracts, although private industry believed that a
waiver was unnecessary if a more relevant exemption was created by the Board (see Tabs
1,2 3). '

It is not clear why the CAS Board finds it necessary to perpetuate the TINA vs CAS
conflict. The solution appears to be relatively simple, well-justified, broadly supported,
and involves minimal risk to the Government - that is, exempt from CAS all firm-fixed
price contracts awarded without certified cost or pricing data. Nevertheless, to date, the
Board has not responded to the either private industry’s or the Government's concerns in
this area.

In sum, CAS applicability remains a significant issue for private industry. Whea-combined
with other contracting issues, such as the Board's proposals on changes in accounting
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practice and negotiating equitable price adjustments, a question emerges about the
Board's ability or willingness to adkress contracting matters. We believe it is appropriate
fatbewamedmcomduhmngthedelmpeofnwmwwcoumg

We would be happy to meet with you or the Review Panel to discuss these issues further,
if you desire. In the meantime, if you have any questions or need additional mfommuon,
please do not hesitate to call me at (703) 907-7565.

Cr

Dan C. Heinemeier
President
Government Electronics and Information Technology Association

cc: CASB Review Panel Members
Mr. Larry L. Grow
Mr. Jack M. Hughes
Major General Timothy P. Malishenko, USAF
Dr. Louis . Rosen
Mr. Michael J. Thibantt
Rear Admiral Leonard Vincent, USN
Ms. Karen L. Wilson
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January 26, 1999

Mr. James F. Hinchman

Principal Assistant Comptroller General
General Accounting Office

441 G Street, NW

Washington, D.C. 20548

Re: Cost Accounting Standards Board Review Panel

Dear Mr. Hinchman:

This letter is addressed to you in your capacity as Co-Chair of the Cost
Accounting Standards Board Review Panel. The Section of Public Contract Law of the
American Bar Association has undertaken its own study of the Cost Accounting
Standards Board. This study has generated a white paper examining recent
promulgations of the CAS Board in light of limitations on its statutory authority.

The views expressed in the enclosed white paper have not been approved by the
House of Delegates or the Board of Govemors of the American Bar Association and,
therefore, should not be construed as representing the policy of the American Bar
Association.

The Section hopes that the enclosed white paper will prove useful to the Review
Panel in its deliberations, and would be happy to provide any other information and

assistance as you may require.
Sincerely,

David A. Churchill
Chair, Section of Public Contract Law

Enclosure
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cc: Rand L. Allen
Gregory A. Smith
Norman R. Thorpe
Council Members
Lynda Troutman O’Sullian
Alan C. Brown
Agnes P. Dover
Alexander J. Brittin
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SECTION OF PUBLIC CONTRACT LAW
WHITE PAPER

THE CAS BOARD’S STATUTORY AUTHORITY

The Section of Public Contract Law of the American Bar Association has analyzed the
promulgations of the second Cost Accounting Standards Board over the course of its existence,
measuring them against the Board’s statutory authority. The Section’s conclusions are set forth
in this paper. The views expressed herein are presented on behalf of the Section of Public
Contract Law. They have not been approved by the House of Delegates or the Board of
Govemors of the American Bar Association and, accordingly, should not be construed as
representing the policy of the Association.

EXECUTIVE SUMMARY

Recent promulgations of the Cost Accounting Standards Board have strayed beyond the
Board’s charter to regulate matters of cost accounting into areas of procurement policy and
contract administration, which are the exclusive province of the procuring agencies. In this era
of acquisition reform and streamlining, the Board should be looking to shrink, not expand, its
jurisdiction. By straying beyond its charter into areas of procurement policy and contract
administration, the Board has done just the opposite. The Section believes that the answer is to
re-emphasize that the Board should be concemed strictly with what constitutes good cost
accounting.

The current CAS Board has been granted the exclusive authority to “make, promulgate,
amend, and rescind cost accounting standards and interpretations thereof designed to achieve
uniformity and consistency in the cost accounting standards governing measurement,
assignment, and allocation of costs to contracts with the United States.” OFPP Act Amendments
of 1988, § 26(f), 41 U.S.C. § 422(f). The Board was also given the authority to promulgate rules
and regulations requiring contractors to

agree to a contract price adjustment, with interest, for any
increased costs paid to such contractor or subcontractor by the
United States by reason of a change in the contractor’s or
subcontractor’s cost accounting practices or by reason of a failure
by the contractor or subcontractor to comply with applicable cost
accounting standards.

Id., § 26(h); 41 U.S.C. § 422(h).

The legislative history of the OFPP Act Amendments makes clear that Congress
considered and rejected the idea of giving the Board jurisdiction over cost allowability as well as
allocability.
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Notwithstanding the limitation of the Board’s authority to matters of cost accounting, the
Board’s recent efforts have reflected too great an emphasis on agency policy preferences, often at
the expense of sound accounting. Additionally, the Board has in recent years strayed into areas
of contract administration. In three recent instances (the March 1995 revisions to CAS 413, the
Staff Discussion Paper on PRB costs, and the proposed rulemaking on cost accounting practice
changes), the Board has ventured to prescribe (1) contract price adjustments where no statutory
authority exists for such prescriptions, and (2) detailed and overly prescriptive rules governing
the administration of CAS-covered contracts. The Section believes that this trend may reflect, in
part, a belief that if agency preferences are not accommodated, the agencies may negate the
Board’s rules through amendments to the FAR.

The Section believes that there are valid reasons for maintaining the current distinction
between cost accounting, on the one hand, and procurement policy and contract administration
on the other. Separating them encourages the consideration and adoption of sound accounting
rules, while according greater visibility to agency decisions on procurement policy and contract
administration. To the extent it is deemed necessary to better handle the inevitable conflicts
between the CAS and agency procurement regulations, the Board’s authorizing legislation could
be amended to: (1)charge the full Board, not just the OFPP Administrator, with the
responsibility for resolving CAS/FAR conflicts; (2) require, instead of authorize, the Board to
resolve such conflicts; and (3) allow agencies and contractors to invoke the resolution process by
petition to the CAS Board.

DISCUSSION

A. Background

The original CAS Board grew out of the 1968 Defense Production Act hearings. Admiral
Hyman G. Rickover testified before the House Banking and Currency Committee that the lack of
uniform accounting standards made it nearly impossible for Government auditors and
procurement officials to ascertain a contractor’s actual cost and profit on a particular contract,
because estimates of cost and profit were largely dependent upon the accounting principles used
by the contractor.! Section 718 of P. L. 90-370 directed the Comptroller General, in cooperation
with the Secretary of Defense and Director of the Bureau of the Budget, to study the feasibility of
applying uniform cost accounting standards to be used for negotiated defense contracts and
subcontracts of $100,000 or more.

On January 19, 1970, the Comptroller General reported to Congress that it was both
feasible and desirable to establish and apply uniform cost accounting standards for negotiated
procurement contracts, and that the standards should not be limited to defense cost-type contracts
but rather, should be applied Government-wide to both cost-type and fixed price contracts.2 The

1 S. Rep. 1322, 90th Cong,, 2d Sess., reprinted in 1968 U.S.C.C.A.N. 2448, 2459.

2 Comp. Gen. Report B-39995, Feasibility of Applying Uniform Cost Accounting Standards to
Negotiated Defense Contracts (Jan. 19, 1970).
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original CAS Board was established later that year by the Defense Production Act Amendments
of 1970, P.L. 91-379. In establishing the Board, Congress noted that:

When a contract is negotiated, an accurate representation of
the contractor’s cost is necessary in order to arrive at a fair contract
price. In the absence of complete and accurate information about
the cost of a contract, the Federal Government has no way of
knowing whether the contractor’s profits are excessively large or
whether the final price is a fair price. Negotiation is thus
meaningless in the absence of a clear understanding of the actual
costs involved.

* ¥ %

The essential problem in cost accounting is to develop
methods for allocating expenses to a particular contract. Direct
expenses associated with the contract are fairly easy to determine;
however, there are a variety of methods for allocating indirect or
overhead expenses. Since overhead often represents more than
half the cost of a contract, the particular cost accounting method
used to allocate overhead charges has a crucial bearing on
determining the cost of the contract.3

Accordingly, the CAS Board was directed to “promulgate cost-accounting standards
designed to achieve uniformity and consistency in the cost accounting practices followed by
defense contractors and subcontractors under Federal contracts.”® The Board was also given
statutory authority to promulgate regulations requiring defense contractors and subcontractors “to
disclose in writing their cost-accounting principles, including methods of distinguishing direct
costs from indirect costs and the basis used for allocating indirect costs, and to agree to a contract
price adjustment, with interest, for any increased costs paid to the defense contractor by the
United States because of the defense contractor’s failure to comply with duly promulgated cost-
accounting standards or to follow consistently his disclosed cost-accounting practices in pricing
contract proposals and in accumulating and reporting contract performance cost data.”3

The original CAS Board ceased to exist on September 30, 1980, when Congress failed to
appropriate funds for it.
B. Current CAS Board’s Statutory Authority

The current CAS Board was created by section 26 of the Office of Federal Procurement
Policy Act Amendments of 1988, P. L. 100-679. The Section of Public Contract Law supported

3 S. Rep. 91-890, 915t Cong., 2d Sess., reprinted in 1970 U.S.C.C.AN. 3768, 3770.
4 P.L.91-379, § 719, codified at 50 U.S.C. App. § 2168(g).
5 Id., at § 2168(h).
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the establishment of an independent Board in OFPP. The Section, together with others in
industry, also recommended that the reconstituted Board have jurisdiction over issues of cost
allowability as well as allocability.6 However, Congress expressly limited the authority of the
current CAS Board, like the authority of original Board, to matters of cost allocability. As the
Senate Report explains:

In considering the functions and responsibilities of the
Board, the Committee concluded that the agencies, rather than the
Board, should be responsible for determining the allowability of
specific costs. In his testimony on S. 2215, the Comptroller
General stated, “We believe it is important to separate the cost
allocability standards and the cost allowability principles.
Allocability is an accounting issue and allowability is a
procurement policy issue.”

The Committee agrees with this distinction. Accordingly,
Section 4 assigns only allocability functions to the Board.
Allowability and other similar policy issues will be addressed by
the Administrator and the agencies outside the purview of the CAS
Board.”

Hence, although the Board’s jurisdiction over cost accounting (allocability) matters is
exclusive, it is also limited to those matters, and does not extend to issues of procurement policy.
Rather, the statute requires procurement policy issues such as allowability to be addressed by the
procuring agencies and the Administrator of OFPP.8 Consistent with the CAS Board’s statutory
grant of authority, the Section in January 1992 urged the Board to adopt a statement of objectives
that reflected the following fundamental features of the Board’s enabling legislation:?

(1)  That Congress intended the CAS Board to be independent of the procuring
agencies and, for that reason, located the Board in OFPP;

(2)  That Congress also gave the CAS Board exclusive authority to promulgate cost
accounting standards governing the measurement, assignment and allocation of
costs to government contracts;

6 Reauthorization of the Office of Federal Procurement Policy, 1988; Hearings S. 2215 Before the
Subcomm. on Federal Spending, Budget, and Accounting of the Senate Comm. on Governmental
Affairs, 100th Cong., 2d Sess. 199 (1988) (Statement of C. Stanley Dees, Chairman, American
Bar Association Section on Public Contract Law).

7 S. Rep. 100-424, 100th Cong., 2d Sess. 17 (1988).

8 See 41 U.S.C. §§ 405(b), 421, 422()3).

9 See Letter from John S. Pachter, Chair, Section of Public Contract Law, to Ms. Barbara Diering,
Special Assistant, Cost Accounting Standards Board (Jan. 9, 1992).
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(3)  That the standards promulgated by the Board take precedence over conflicting or
inconsistent regulations of the procuring agencies; and

(4)  That to effectuate this statutory hierarchy, Congress gave the Administrator of
OFPP (and Chair of the CAS Board) authority to ensure that regulations of the
procuring agencies are consistent with the cost accounting standards promulgated
by the Board.

The CAS Board’s May 1992 Statement of Objectives, Policies and Concepts recognizes
the limitations on the Board’s authority. Specifically, the Statement observes (in language
substantially similar to that in the original Board’s 1977 Restatement) that:

While the Board has exclusive authority for establishing
Standards governing the measurement, assignment and allocation
of costs, it does not determine the allowability of categories or
individual items of cost. Allowability is a procurement concept
affecting contract price and in most cases is established in
regulatory or contractual provisions. An agency’s policies on
allowability of costs may be derived from law and are generally
embodied in its procurement regulations. A contracting agency
may include in contract terms, or in its procurement regulations, a
provision that it will refuse to allow certain costs incurred by
contractors that are unreasonsble in amount or contrary to public
policy. In accounting terms, these same costs may be alltocable to
the contract in question.10

The Board’s Statement also acknowledges that its Chairman, as Administrator of OFPP, is
responsible for ensuring that the executive agencies’ procurement regulations are not inconsistent
with the Cost Accounting Standards promulgated by the Board.11

C. Consistency of Recent CAS Board Promulgations with the Board’s Statutory
Authority

Notwithstanding its Statement of Objectives, Policies and Concepts, not all of the current
CAS Board’s promulgations have been consistent with its statutory authority. Rather, the Board
in recent years has increasingly strayed into areas of procurement policy and contract
administration. The Section has repeatedly urged the Board to not lose sight of its fundamental
purpose and objective as directed by Congress — the independent development of sound cost
accounting rules for government contracts. The Section has urged the Board to focus on the
accounting issues and not attempt to justify accounting rules on non-accounting procurement
policy grounds. The Section has also decried the Board’s tendency to impose overly detailed and

10 Cost Accounting Standards Board, Statement of Objectives, Policies and Concepts (May 1992),
57 Fed. Reg. 31036 (Jul. 13, 1992).
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prescriptive rules on the administration of CAS-covered contracts. For example, the Section
expressed a concern that the Board’s Staff Papers on CAS 412 and 413, on CAS 404 and 409,
and on post-retirement benefit (“PRB™) costs reflect too great an emphasis on accommodating
agency policy preferences.12 The Section also expressed concern that the Board in its proposed
rulemaking on cost accounting practice changes was becoming too involved in contract
administration, and that the proposed rules would impose additional administrative burdens on
both Government and industry.13 In addition, the Section has expressed its concern that the
Board has not fulfilled its statutory responsibility to ensure that agency regulations on cost
allowability do not conflict with the Standards promulgated by the Board.14

Nevertheless, the Board’s recent efforts continue to reflect too great an emphasis on
agency policy preferences and contract administration at the expense of sound accounting. We
discuss below three examples — the March 1995 revisions to CAS 412 and 413, the Staff
Discussion Paper on Post-Retirement Benefit (“PRB”) costs, and the proposed rulemaking on
cost accounting practice changes — in which the Board has inappropriately premised its ruling on
procurement policy considerations, including the provision of additional opportunities to adjust
the prices of firm fixed-price contracts, and has inappropriately inserted itself info the contract
administration process, in the absence of statutory authority to do so.

1. Changes to CAS 412 and 413

The OFPP Act Amendments of 1988 authorize the CAS Board to promulgate (1) cost
accounting standards for the measurement, assignment, and allocation of costs, to be used in
estimating, accumulating, and reporting those costs; and (2) regulations requiring contractors to
agree to contract price adjustments to protect the Government from the payment of increased
costs as a result of the contractor’s failure to comply with disclosed and established cost
accounting practices or applicable standards or as a result of their voluntary accounting changes.
The so-called “segment closing” provision of the new CAS 413 goes well beyond this statutory
authorization. It is neither a “cost accounting standard” nor a regulation designed to recover
“increased costs” paid by the United States.

Unlike a cost accounting standard, the new segment closing adjustment provision of CAS
413.50(c)(12) does not regulate the measurement, assignment, or allocation of pension costs. In

12 See Letter from John S. Pachter, Chair, American Bar Association Section of Public Contract
Law, to Mr. Robert Lynch, Project Director, Cost Accounting Standards Board (Oct. 18, 1991);
Letter from John S. Pachter, Chair, Section of Public Contract Law, to Dr. Rein Abel, Cost
Accounting Standards Board (Oct. 25, 1991); Letter from John T. Kuelbs, Chair, Section of
Public Contract Law, to Mr. Eric Shipley, Project Director, Cost Accounting Standards Board
(Dec. 19, 1996).

13 Letter from Marcia G. Madsen, Chair, Section of Public Contract Law, to Rudolph J. Schubauer,
Project Director, Cost Accounting Standards Board (Sept. 12, 1997).

14 See Letter from John S. Pachter, Chair, Section of Public Contract Law, to Ms. Barbara Diering,
Special Assistant, Cost Accounting Standards Board (Jan. 9, 1992).
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fact, the new provision has nothing to do with costs. In circumstances where surplus pension
assets have resulted from unanticipated eamings growth or other rise in asset value, the segment
closing provision has, instead, to do with the calculation and recapture of income attributable to
previously allocated pension costs. In cases where there is a shortfall of assets in relation to
liabilities (for whatever reason), and the Government must therefore make up its “share” of the
shortfall, this exercise likewise has nothing to do with the measurement, assignment, or
allocation of costs.

The new segment closing provision also exceeds the authority granted by 41 U.S.C.
§ 422(h), because it requires a contract adjustment in the absence of any noncompliance with
applicable Standards or change in accounting practices. A “cost accounting practice” is defined
as “any disclosed or established accounting method or technique which is used for allocation of
cost to cost objectives, assignment of cost to cost accounting periods, or measurement of cost.13
A “change to a cost accounting practice” is defined as “any alteration in a cost accounting
practice,” other than the “initial adoption of a cost accounting practice” or “partial or totat
elimination of a cost or the cost of a function.”}6 The CAS Board’s illustrations of changes
which do not meet the definition of a change to a cost accounting practice expressly provide that
the elimination of a segment is not a cost accounting practice change.17

Nor would any Government claim under the new CAS 413 be seeking “increased costs
paid” as that term is currently defined. Consistent with the underlying Congressional objectives,
the CAS Board has interpreted the term “increased costs paid” as follows:

(a) Increased costs paid shall be deemed to have resulted whenever the cost
paid by the Government results from a change in a contractor’s cost
accounting practices or from failure to comply with applicable Cost
Accounting Standards, and such cost is higher than it would have been had
the practices not been changed or applicable Cost Accounting Standards
complied with.

15 48 C.F.R. § 9904.302-1.
16 Id,at §99043.302-2.
17 48 C.FR. § 9903.302-4(¢). The illustration is as follows:

Description: A contractor eliminates a segment that was operated for
the purpose of doing research for development of products related to
nuclear energy.

Accounting treatment: The projects and expenses related to nuclear
energy products have been terminated. No transfer of these projects and
no further work in this area is planned. This is an elimination of cost
and not a change in cost accounting practice.

48 C.F.R. § 9903.302-4(e).

325




326

January 1999

(b)  If the contractor under any fixed-price contract, including a firm fixed-
price contract, fails during contract performance to follow its cost
accounting practices or to comply with applicable Cost Accounting
Standards, increased costs are measured by the difference between the
contract price agreed to and the contract price that would have been agreed
to had the contractor proposed in accordance with the cost accounting
practices used during contract performance. The determination of contract
price that would have been agreed to will be left to the contracting parties
and will depend on the circumstances of each case.18

Under the new segment closing provision of CAS 413, a contract adjustment is required
even though the contractor has fully complied with all applicable Standards and its disclosed and
established cost accounting practices, and has consistently estimated and accumulated its pension
costs in accordance with those practices. Hence, the adjustment is unrelated to the statutory
concept of “increased costs” paid and is not authorized by the statute.

The Board’s revisions to CAS 412 were commented on by the Section three times. In
response to the Discussion Paper on Accounting for Fully Funded Defined Benefit Pension
Plans, the Section expressed its concern that the Discussion Paper reflected too great an emphasis
on agency policy preferences because, while recognizing that pension costs are most
appropriately accounted for on an accrual basis, the Paper suggested that the assignment of
pension costs should reflect agency policy decisions to condition pension cost allowability on
funding.19 The Section reminded the Board that its principal focus should be on the
development of sound accounting rules.20

In its comments on the Advance Notice of Proposed Rulemaking, the Section noted that
the Board had recognized the desirability of accrual accounting, although the rule still contained
significant funding components, and termed the ANPRM a “significant improvemen > over the
earlier Staff Discussion Paper.2l However, the Notice of Proposed Rulemaking that followed
veered sharply away from accrual accounting, requiring that pension liability be liquidated
(funded) in the current period to be allocable to cost objectives of the period, and incorporating
the ERISA full-funding limitation for both measurement and allocation of pension cost.22 The
Section noted that in the CAS Board’s May 1992 Statement of Objectives, Policies, and
Concepts, the Board stated that it would not necessarily adhere to accrual accounting in the
assignment of costs to cost accounting periods if to do so showed either bias or prejudice to

18 48 C.F.R § 9903.306(a), (b).

19 Letter from John S. Pachter, Chair, Section of Public Contract Law, to Robert Lynch, Project
Director, Cost Accounting Standards Board (Oct. 18, 1991), at 3.

20 Id atl.

21 Letter from Karen Hastie Williams, Chair, Section of Public Contract Law, to Robert Lynch,
Project Director, Cost Accounting Standards Board (Apr. 12, 1993), at 2.

22 58 Fed. Reg. 5899 (Nov. 5, 1993).
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cither party to the contract23 The Section commented that the Board’s departure from accrual
accounting in this case did not meet the criteria of faimness and equity because the Board
proposed to require contractors to follow the accrual method to assign costs to periods, but to
follow a cash basis of accounting in order to allocate costs to cost objectives of that period, thus
subjecting contractors to the disadvantages of both the accrual and cash basis methods of

accounting and affording the procuring agencies additional bases for disallowing legitimate
pension costs.24 These requirements remained unchanged in the final rule.

2. Staff Discussion Paper on Costs of Post-Retirement Benefit Plans

The CAS Board’s September 20, 1996 Staff Discussion Paper on the Treatment of Costs
of Post Retirement Benefit Plans Other than Pension Plans raised a number of issues related to
accrual accounting and to re-opening the prices of fixed price contracts. By letter dated
December 19, 1996, the Section commented on the provision for adjusting prior years’ costs for
unrealized assumptions when a PRB plan terminates or a segment closes, and specifically
counseled the CAS Board “against reopening the prices of fixed price type contracts, or cost type
contracts in years that are closed,” noting that:

Limiting the adjustment mechanism to costs only is consistent with
sound procurement policy and will secure to the government and
the contractor equally the benefit of their bargain. Moreover, the
OFPP Act Amendments of 1988 do not provide the CAS Board
with authority to adjust contract prices, other than the equitable
adjustment mechanism for cost accounting practice changes or
noncompliances that result in increased costs to the government.
See Pub. L. 100-679, § 26(h)(1), 41 U.S.C. § 422(h)(1). For this
reason, we believe that CAS 413-50(c)(12), as amended March 30,
1995, is subject to challenge as exceeding the Board’s statutory
authority.23

In addition, the Section reiterated its support for accrual accounting, expressing the
opinion that accrual accounting is required by the CAS Board’s statutory mandate to achieve
uniformity and consistency and is consistent with the approach taken in other standards, such as
CAS 408, CAS 412, and CAS 415, governing compensation costs.26 The Section advocated that
funding should be required only if payment of the benefits cannot be compelled, and noted that

23 Letter from Donald J. Kinlin, Chair, Section of Public Contract Law, to Richard C. Loeb,
Executive Secretary, Cost Accounting Standards Board (Jan. 4, 1994) at 6.

24 Id

25 See Letter from John T. Kuelbs, Chair, American Bar Association Section of Public Contract
Law, to Mr. Eric Shipley, Project Director, Cost Accounting Standards Board (Dec. 19, 1996).

26 Id. at 3-4.
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funding requirements stem from procurement policy, not cost accounting, considerations.27 The
Section entreated the Board to refrain from mandating the actuarial assumptions to be used by
contractors, since no single set of assumptions will be appropriate for all contractors.28 Finally,
the Section repeated its urging that the CAS Board avoid treating matters unrelated to cost
accounting, such as the public policy considerations and the effects of reductions in the Federal
budget discussed in the Discussion Paper.29

3. Cost Accounting Practice Changes

The Board has also strayed without statutory authority into areas of contract
administration, as demonstrated by its proposed rulemaking on cost accounting practice changes.
Despite opposition by both federal agencies and contractors, in its supplemental notice of
proposed rulemaking (“NPRM II"') published on July 14, 1997, the Board continues to propose
lengthy, detailed, and complex new regulations for the notification, cost impact, and contract
price and cost adjustment processes for changes made to contractors’ cost accounting practices,
while at the same time considerably expanding the universe of actions that would qualify as “cost
accounting practice changes” necessitating invocation of these complex rules.3¢ In comments
accompanying NPRMII, the Board observed that while it “continues to recognize that
responsibility for administering CAS-covered contracts rests with the various Federal agencies,”
the proposed regulations were necessary because, in the Board’s view, the CAS cost impact
process is “generally not being accomplished in a timely or efficient manner.”3! The Board thus
rejected comments by both Government and industry opposing the proposed rule:

Comment: A Federal agency expressed concern about the extent of detailed
administrative responsibilities and requirements included in the prior NPRM. An
industry representative presented a similar view by stating that some of the
proposed material was overly prescriptive.

Response: In order to fully and clearly describe the cost impact process, inclusion
of certain administrative responsibilities and requirements is unavoidable. ...32

In its Janvary 22, 1991 comments recommending agenda items for the CAS Board’s
consideration, the Section noted that one major concern was then-recent DCAA guidance stating
that consolidation or separation of business unit indirect pools or bases, or a change in the

27 Id at4-5.
28 Id. at 5-6.
29 Id at5.

30 See generally 62 Fed. Reg. 37654, 37678-692 (Jul. 14, 1997) (proposed new subpart 9903.4).
31 Id at37664.
32 M
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composition of indirect cost pools, constituted a change in accounting practice.33 The Section
urged the CASB to undertake a project clarifying the difference between organizational changes
and cost accounting practice changes, revising the guidance to specify that changes may occur in
the composition of a cost pool or in the amount of costs allocated to contracts without any
change having taken place in allocation methods or techniques.34 Instead, the Board’s
promulgations on this subject have evidenced its adoption of the DCAA position.

D.  CAS-FAR Conflicts

We discuss below three examples of CAS-FAR conflicts, two of which remain
unresolved (one despite litigation) and one of which the Board “resolved” by modifying the CAS
to conform to the cost principle: (1) the different CAS and FAR definitions of the term “direct
cost”; (2) the conflicting FAR and CAS requirements for the allocation of business unit general

and administrative (G&A) cost; and (3) accounting for asset revaluation following a business
combination.

1. Definition of “Direct Costs”

. CAS 402-30(a)(3) defines the term “direct cost” to mean “any cost which is identified
specifically with a particular final cost objective.”33 By contrast, the FAR cost principles define
a “direct cost” as “any cost that can be identified specifically with a particular final cost
objective.”36 The difference is significant. The CAS definition, consistent with the fandamentat
requirements of CAS 402, recognizes that whethier a particular cost is “direct” or “indirect”
depends on the treatment of such costs in the contractor’s cost accounting system. CAS 402.402-
50(b) provides in pertinent part that:

The Disclosure Statement to be submitted by the contractor
will require that he set forth his cost accounting practices with
regard to the distinction between direct and indirect costs. In
addition, for those types of cost which are sometimes accounted for
as direct and sometimes accounted for as indirect, the contractor
will set forth in his Disclosure Statement the specific criteria and
circumstances for making such distinctions. In essence, the
Disclosure Statement submitted by the contracior, by
distinguishing between direct and indirect costs, and by describing
the criteria and circumstances for allocating those items which are

33 Letter from Norman L. Roberts, Chair, Section of Public Contract Law, to Richard C. Loeb,
Executive Secretary, Cost Accounting Standards Board (Jan. 22, 1991) at pp. 3-5.

34 d
35 48 C.F.R. § 9904.402-30(2)(3) (emphasis added).
36 48 C.F.R. § 31.202(a).
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sometimes direct and sometimes indirect, will be determinative as
to whether or not costs are incurred for the same purpose.37

In the absence of a Disclosure Statement, “the determination of whether specific costs are
directly allocable to contracts shall be based upon the contractor 's cost accounting practices
used at the time of contract proposal.”38

The FAR definition, by contrast, is not tied to the contractor’s disclosed or established
cost accounting practices. Rather, it imposes a more objective, theoretical standard — whether a
particular cost can be identified with a particular final cost objective, irrespective of whether the
cost has been so identified — that may conflict with CAS 402’s fundamental requirement that all
costs incurred for the same purpose in likes circumstances be treated the same. The FAR
definition can thus lead to disputes, because it permits Government auditors to second-guess the
contractor’s cost allocation practices by arguing that particular costs can, and therefore should, be
allocated directly notwithstanding the contractor’s consistent treatment of such costs as indirect
costs,

In its January 22, 1991 comments recommending agenda items to the Board, the Section
recommended that the Board clarify the appropriate definition of direct costs in light of the FMC
Corp. decision.39 The ASBCA and the Federal Circuit in that case used the FAR definition of
direct cost to determine that legal costs of prosecuting a claim under a subcontract should be
charged direct to that subcontract, despite the contractor’s practice of classifying legal costs as
indirect, because the costs “can be identified specifically” with the subcontract. The Section
pointed out that this test for defining “direct cost” lacks specificity, and makes it difficult at best
for contractors to comply with CAS 401, which requires contractors to estimate and report costs
on a consistent basis and thus to estimate as direct costs only those costs that can be specifically
identified to the contract at the time of proposal preparation.40

The Board has failed to address this conflict.
2. Allocation of Business Unit G&A Expenses

It is a fundamental requirement of CAS 410 that “[bJusiness unit G&A expenses shall be
grouped in a separate indirect cost pool which shall be allocated only to final cost objectives.”41
The Standard defines a “final cost objective” in pertinent part as “a cost objective which ... in the
contractor’s accumulation systems, is one of the final accumulation points.”42  Accordingly,

37 48 C.F.R. § 9904.402-50(b) (cmphasis added).
38 48 C.F.R. § 9904.402-50(c) (emphasis added).

39 FMC Corp., Northern Ordnance Div., ASBCA No. 30,130, 87-2 BCA 119,791, aff'd FMC
Corp. v. US., 853 F.2d 882 (Fed. Cir. 1988).

40 Letter from Norman L. Roberts to Richard C. Loeb, supra, n.33 at 6-7.
41 48 C.F.R. § 9904.410-40(a) (emphasis added).
42 48 C.F.R. § 9904.410-30(a)(5).
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CAS 410 does not permit the allocation of G&A expenses to intermediate cost objectives, such
as service centers or other overhead pools. FAR 31.203(c), on the other hand, provides in
pertinent part that: “Once an appropriate base for distributing indirect costs has been accepted, it
shall not be fragmented by removing individual elements. All items properly includable in an
indirect cost base should bear a pro rata share of indirect costs irrespective of their acceptance as
Government contract costs.”3 Thus, the FAR requires that indirect costs, including G&A, be
allocated to all of the costs, both allowable and unallowable, in the allocation base,
notwithstanding the CAS 410 requirement that G&A expenses be allocated only to final cost
objectives.

This conflict between CAS 410 and Defense Acquisition Regulation 15-203(c), the
predecessor to FAR 31.203(c), was at the heart of Rice v. Martin Marietta Corp., 13 F.3d 1563
(Fed. Cir. 1993). In the proceedings below, the Armed Services Board of Contract Appeals held
that DAR 15-203(c) conflicted with CAS 401, and was therefore unenforceable. The Federal
Circuit reversed, holding that DAR 15-203(c) was an allowability, not allocability, provision.
The Board failed to address this issue prior to the litigation and has failed to address it since.

3. Asset Revaluation

The “purchase method” of accounting, which requires a buyer in a business combination
to record the acquired company’s assets at their fair market value, has long been required for
most types of business combinations by Accounting Principles Board (“APB”) Opinion No. 16
(which is encompassed by generally accepted accounting principles (“GAAP™)). In
promulgating CAS 404 in 1973, the original CAS Board adopted the “purchase method” of
accounting, incorporating it by reference in CAS 404.50(d):

Under the “purchase method” of accounting for business
combinations, acquired tangible capital assets shall be assigned a
portion of the cost of the acquired company, not to exceed their fair
value at date of acquisition.#4

CAS 409, as originally promulgated, required depreciation cost to be calculated by measuring the
difference between capitalized cost and residual, thus permitting the buyer to recover the
associated depreciation and facilities costs for the purchased company using the “stepped-up”
asset basis required by the “purchase method” of accounting. Upon disposition by sale, CAS 409
requires the gain or loss to the seller to be recognized and measured based on the difference
between the amount realized and the undepreciated balance, but expressly limits the gain to be
recognized for contract costing purposes “o the difference between the original acquisition cost
of the asset and its undepreciated balance.”43

43 48 C.F.R. § 31.203(c).
44 38 Fed. Reg. 5321 (Feb. 27, 1973) (CAS 404.50(d)).
45 48 C.F.R. § 409.50(GX1).
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However, effective July 23, 1990, the FAR cost principles were amended to add a new
principle, 31.205-52, for asset valuations resulting from business combinations:

When the purchase method of accounting for a business
combination is used, allowable amortization, cost of money, and
depreciation shall be limited to the total of the amounts that would
have been allowed had the combinations not taken place.46

The new FAR 31.205-52 thus imposed a rule governing cost allowability that was
contingent on cost measurement techniques in direct conflict with the requirements of CAS 404
and 409. On January 22, 1991, the Section recommended that this CAS-FAR conflict be
included as an item on the Board’s regulatory agenda.47 The Section also provided comments in
response to the Staff Discussion Papers published on August 26, 199143 and November 4,
1993.49 In its October 25, 1991 letter, for example, the Section urged the Board to “not lightly
consider abandoning the purchase method of accounting or adopting any other practices that
differ from GAAP where these current methods have been widely used and relied upon for both
Government and financial reporting purposes for many years.”30 The Section commented that
the Staff Discussion Paper overall was too preoccupied with procurement policy, and failed to
adequately acknowledge conflicts between the cost principle and longstanding CAS
requirements.5! Many other commenters similarly recognized the conflict between FAR 31.205-
52 and the CAS.

Professor Fremgen of the Naval Postgraduate School, like most industry commenters, and
contrary to most Government commenters, urged the CAS Board to focus on good accounting in
resolving the CAS-FAR conflict. Professor Fremgen’s comments are pertinent to some of the
issues now facing the Review Panel:

In general, I believe that this Staff Discussion Paper (SDP)
is overly concerned with contract pricing and payments by or to the
government. These are matters of legitimate concern, but they are
properly within the purview of government contracting agencies

46 55 Fed. Reg. 25530 (Jun. 21, 1990) (FAC 84-58, adding new FAR 31.205-52, effective July 23,
1990).

47 See Letter from Norman L. Roberts to Richard C. Loeb, supran. 33.

48 56 Fed. Reg. 42079 (Aug. 26, 1991) (Staff Discussion Paper: ‘“Recognition and Pricing of
Changing Asset Values Resulting from Mergers and Business Combinations by Government

Contractors”).

49 58 Fed. Reg. 58882 (Nov. 4, 1993) (Staff Discussion Paper: “Treatment of Gain or Loss
Subsequent to a Merger or Business Combination™).

50 Letter from John S. Pachter, Chair, Section of Public Contract Law, to Dr. Rein Abel, Cost
Accounting Standards Board, at p. 7 (Oct. 25, 1991).

51 Id at2.
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and the Federal Acquisition Regulation. The SDP states
specifically (p. 7) that the “primary goa ” of the CASB is
“increasing uniformity and consistency in the pricing of
Government contracts in accordance with the concept of equity”
(emphasis added). And it cites the Board’s “Statement of
Objectives, Policies, and Concepts” (57 Fed. Reg. 31036) for this
assertion. But that is not what the “Statement” says. Rather, it
states that the primary objective of the Board is to set standards to
achieve “increased ... uniformity ... and consistency in cost
accounting practices” (emphasis added). It goes on to recognize
that the Board’s authority pertains to the measurement, assignment,
and allocation of costs, not to allowability. Further, it asserts that a
Cost Accounting Standard is considered fair if it provides equitable
allocation of costs to contracts, even though the resultant contract
pricing may be regarded as fair or unfair by the contracting parties.

Thus, the unanimous opinion of the Government
commenters on the earlier SDP that CAS should be brought into
line with FAR § 31.205-52 (p. 2) is inconsistent with the
recognized differences in the roles of CAS and FAR. Similarly,
the Government commenters’ belief that “the capital used to
execute recent business combinations could have been put to better
use” (p. 3) is irrelevant to accounting.  Accounting should
faithfully reflect what did happen, not what should have been done.
If a contracting officer believes that the price paid in a business
combination was clearly excessive, he or she can disallow it in
accordance with the FAR’s “reasonableness” criterion.

There seems to be a persistent underlying theme in the SDP
that business combinations are not really legitimate transactions.
Thus, cost accounting should be manipulated to offset their
undesirable effects. Without regard to the validity of that theme,
accounting is not an appropriate means of correcting the implied
wrong.52

Despite widespread recognition of the conflict between FAR 31.205-52 and CAS, the
Board did nothing to eliminate the conflicting FAR cost principle. Rather, on February 13, 1996,
the CAS Board revised CAS 404 and 409 to prohibit the step-up or step-down of assets
following a business combination when, during the most recent cost accounting period prior to a
business combination, the assets generated either depreciation expense or cost of money charges

52 Comments of Professor Fremgen, Naval Postgraduate School, in response to the November 4,
1993 Staff Discussion Paper, reprinted in CCH Cost Accounting Standards Guide § 20,019, at p.
11,596.
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that were allocated to Federal government contracts or subcontracts negotiated on the basis of
cost.53 Ironically, in amending the CAS to conform to the FAR, the Board acknowledged “that
there is an appearance of conflict between the provisions of CAS 9904.404 and FAR 31.205-52,”
and stated that “the OFPP Administrator will determine whether any changes may be necessary
in the FAR cost principles to make them fully compatible with the amended CAS 9904.404 and

9904.409.54
4, CAS-FAR Conflict Resolution

Although the current Board’s enabling statute, like its predecessor P.L. 91-379, provides
that the Board has exclusive authority over standards “governing the measurement, assignment,
and allocation of costs,”55 and that “costs which are the subject of [CAS] ... shall not be subject
to regulation ... established by another executive agency that differ with such standards with
respect to the measurement, assignment, and allocation of such costs,”36 CAS-FAR conflicts
persist. As demonstrated by the examples discussed above, the procuring agencies have not been
willing to withdraw conflicting cost principles, and the OFPP Administrator has not exercised his
statutory authority to eliminate conflicting agency procurement regulations. The persistence of
these CAS-FAR conflicts detracts from the underlying purpose of the Board to promote
consistency in the costing of government contracts. In addition, the failure or inability to resolve
CAS-FAR conflicts administratively will likely continue to lead to time-consuming and costly
disputes and litigation.

Section 26(j) of the OFPP Act requires the Administrator, “under the authority set forth in
section 6 of this Act ... to ensure that no regulation or proposed regulation of an executive
agency is inconsistent with a cost accounting standard promulgated or amended under this
section by rescinding or denying the promulgation of any such inconsistent regulation or
proposed regulation and taking such other action authorized under section 6 as may be
appropriate.” 41 U.S.C. § 422. Section 6 of the OFPP Act authorizes, but does not require, the
Administrator of OFPP to resolve these conflicts. To ensure that such conflicts are promptly and
appropriately resolved, it may be appropriate to modify the statutory language to require the
Board to resolve conflicts between the CAS and FAR or other agency regulations — by rescinding
the offending regulation, not by capitulating to the procuring agencies (as happened in the case of
the CAS 404 - FAR 31.205-52 conflict) -- within a stated period of time (e.g., 60 days) after
being petitioned to do so by either (a) a contractor with contracts subject to CAS, or (b)a
procuring agency. In addition, thought should be given to having CAS-FAR conflicts resolved
by the fuil Board, not just the Chair.

53 61 Fed. Reg. 5520 (Feb. 13, 1996).
54 Id., at 5521 (emphasis added).

55 41 US.C. § 422()(1).

56 41 U.S.C. § 422()(3).
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An administrative conflict resolution method could be a preferable alternative to litigating
these matters (although that would still be an option for the contracting parties), because it is
likely to be faster and cheaper, and lead to more predictable results. The Board, in the Section’s
view, is better positioned than courts and agency boards of contract appeals to resolve the
accounting issues at the heart of CAS-FAR conflicts. For the same reason, giving the Board
statutory authority (and responsibility) to resolve CAS-FAR conflicts is more likely to effectuate
the statutory hierarchy intended by Congress.

* ok ok Rk

As Congress recognized in reestablishing the Board in 1988, there are valid reasons for
maintaining the current distinction between issues of cost allocability, which are assigned to the
CAS Board, and cost allowability, which fall within the policy purview of the procuring
agencies. The Section, in its February 1988 White Paper, acknowledged that questions of
allocability and allowability are often intertwined and that a clear separation is not always
possible.  Nevertheless, where procurement policy is involved, separating accounting
considerations from policy considerations should permit the consideration and adoption of sound
accounting rules while according greater visibility to procurement policy decisions. For these
reasons, it continues to be beneficial for the CAS Board to confine itself to matters of cost
accounting, focusing on its principal mission of achieving uniformity and consistency, as well as
fairness and equity, in the measurement, assignment and allocation of cost.

In this era of acquisition reform and streamlining, the Board should be looking to shrink,
not expand, its jurisdiction. By straying beyond its charter into areas of procurement policy and
contract administration, the Board has done just the opposite. The Section continues to urge that
the Board’s guiding principle, consistent with its fundamental purpose and objective as directed
by Congress, should be the independent development of sound cost accounting rules for
government contracts.

-17-
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SECTION OF PUBLIC CONTRACT LAW
WHITE PAPER

PROPOSED CAS BOARD RESTRUCTURING - CONSTITUTIONAL
CONSIDERATIONS

The Section of Public Contract Law of the American Bar Association has analyzed the
constitutiona! implications of the current organization and location of the Cost Accounting
Standards Board. The Section’s conclusions are set forth in this paper. The views expressed
herein are presented on behalf of the Section of Public Contract Law. They have not been
approved by the House of Delegates or the Board of Governors of the American Bar Association
and, accordingly, should not be construed as representing the policy of the Association.

EXECUTIVE SUMMARY

The CAS Board consists of five members: (1) the OFPP Administrator, the Board's
Chairperson, who is appointed by the President, with the advice and consent of the Senate;
(2) one member appointed by the Secretary of Defense; (3) an officer or employee of the General
Services Administration (“GSA”) appointed by the GSA Administrator; (4) a representative of
industry; and (5) one individual who is particularly knowledgeable about cost accounting
problems and systems. The latter two members are appointed by the OFPP Administrator. The
Board is imbued with the “exclusive authority to make, promulgate, amend, and rescind cost
accounting standards and interpretations thereof designed to achieve uniformity and consistency
in the cost accounting standards governing measurement, assignment, and allocation of costs to
contracts with the United States.”

The Supreme Court has held that administrative functions of an executive agency which
“represent the performance of a significant governmental duty exercised pursuant to a public
law,” such as rulemaking, may only be exercised by persons who are “Officers of the United
States” as that term is used in Article II, § 2, clause 2 of the Constitution (the “Appointments
Clause™). “Officers™ under the Appointments Clause are of two types: “principal officers” and
“inferior officers.” “Principal Officers” are selected by the President with the advice and consent
of the Senate and generally include Supreme Court justices, ambassadors, Department heads and
their immediate deputies, executive agency heads, and other similar high ranking officials.
“Inferior officers” are appointed by the President, the Judiciary, or the Heads of Departments.
Their work is directed and supervised at some level by others who were appointed by
presidential nomination with the advice and consent of the Senate. Although the line between
“principal” and “inferior” officers is not sharply drawn in every case, the distinction can be
important, because “principal officers” clearly have rulemaking authority, while the rulemaking
power of “inferior officers” has never been specifically determined.
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The CAS Board unquestionably engages in “administrative functions” which “represent
the performance of a significant governmental duty exercised pursuant to a public law” and its
actions must, therefore, be performed by “Officers of the United States.” The current Board
configuration raises constitutional questions that could affect the validity of the Board’s
promulgations. The CAS Board is located within the Office of Federal Procurement Policy
(“OFPP™), which in turn is located within the Office of Management and Budget (“OMB”). The
Appointments Clause of the Constitution may require that the Board’s cost accounting standards
and interpretations be adopted by a “principal officer” in order to have the force and effect of
law. Under the current CAS Board structure, only the Administrator of the Office of Federal
Procurement Policy (“OFPP”) is appointed by the President and confirmed by the Senate.
However, the OFPP Administrator is subordinate to the Director of the Office of Management
and Budget (“OMB™). Thus, the OFPP Administrator may be considered an “inferior officer.”
Consequently, to satisfy Constitutional requirements, if the Board is to retain its current
structure, it may be necessary to have the Board’s cost accounting standards and interpretations
adopted by the Director of OMB in order for them to be binding on the executive agencies. If so,
the language in the Board’s underlying statute should be modified to specifically provide that the
Board’s standards and interpretations, after being adopted by a majority of the Board, must then
be approved by the head of the agency. The Section believes that having the actions of the cAS
Board subject to the approval of the OMB Director in this manner would reduce the CAS
Board’s effectiveness and perhaps create the perception that it is not an “independent Board,” as
specified in its implementing statute.

Alternatively, the CAS Board could be restructured and take one of three forms: (1) the
Board may be established as an independent agency composed entirely of members appointed by
the President and confirmed by the Senate; (2) the Board may retain its current composition but
its implementing statute should be modified to specifically provide that the CAS Board members
are not subject to direction, in the performance of their functions, by any other Government
officers or employees; or (3)the current Board structure could be retained with the
acknowledgment that its cost accounting standards and interpretations are only advisory in
nature. The latter alternative would permit the Board members to be subject to direction by a
principal officer while avoiding potential conflicts with the Appointments Clause.

Establishing the Board as an independent agency with members who are appointed by the
President with the advice and consent of the Senate would achieve two significant goals of the
Board’s enabling statute: the Board’s pronouncements undoubtedly would have the force and
effect of law upon adoption by a majority of the Board members, and the balance of power
among the Board members would be ensured. The Board members would be “principal officers”
within the meaning of the Appointments Clause and therefore, the Board would possess
unequivocal constitutional authority to promulgate standards that are binding upon all executive
agencies. In addition, as “principal officers,” there would not exist even the appearance that a
Board member could be swayed by the procuring agency, as could potentially be the case
currently for the members appointed by the Secretary of Defense and the GSA Administrator,
respectively, and the two private sector members appointed by the OFPP Administrator.

.2.
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If the Board retains its current composition, freeing the OFPP Administrator from the
OMB Director’s control, at least with respect to CAS Board matters, would minimize questions
about compliance with the Appointments Clause. The statutory provision that requires the OFPP
Administrator to obtain the OMB Director’s concurrence with certain decisions would have to be
amended to state expressly that the provision is inapplicable to promulgations of the CAS Board.
Neither the OMB Director nor any other individual can direct the Administrator in the
performance of his or her duties as Chair of the CAS Board. Under a scheme where the OFPP
Administrator would be the only “principal officer” on the Board, however, the Administrator
would have to adopt Board pronouncements in order for them to be binding. The Chair’s power
would therefore be greater than the authorizing statute contemplates, resulting in at least the
appearance of undue influence on the workings of the Board.

If language were included in the Board’s authorizing statute specifically stating that the
Board members are not subject to direction, in the performance of their CAS Board duties, by
any other Government officer or employee, the Board could be located within any executive
agency. One proposal for the restructuring of the CAS Board is to move the Board from OFPP
and place it under the authority of the Comptroller General, who is said to possess a “unique
blend of independent accounting and procurement expertise ideally suited to CAS Board
services.” This alternative would pose a potential violation of the separation of powers principle
if the Board were to retain its current composition (particularly if its members are either inferior
officers or employees) with the Comptrolier General as the Chair, in lieu of the OFPP
Administrator, because an officer appointed by the Legislative Branch would control an
executive function. If the CAS Board were merely “attached” to GAO for administrative support
purposes, however, and the Board retained its independence, the arrangement would have an
increased chance of withstanding constitutional scrutiny. Even if all the members of the Board
were principal officers, in cases where the Comptroller General was perceived as the “swing
vote,” separation of powers issues could arise.

Discussron

A. Structure and Function of the Current CAS Board

As presently configured, the CAS Board is an “independent board” within the OFPP
which is part of OMB under the Executive Office of the President. It consists of five members,
all of whom are required to have experience in Government contract cost accounting: the OFPP
Administrator, the Board’s Chairperson, who is appointed by the President, with the advice and
consent of the Senate; one member appointed by the Secretary of Defense; an officer or
employee of the General Services Administration appointed by the GSA Administrator; and a
“representative of industry” and one “who shall be particularly knowledgeable about cost
accounting problems and systems,” both of whom are appointed by the OFPP Administrator.”!
The Board members (with the exception of the OFPP Administrator) serve staggered four-year

1 41 U.S.C. § 422(a)(1).
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terms and can be reappointed indefinitely.2 They serve part-time, as each holds another full-time
position in the Government, private sector or academia.

The Board has the “exclusive authority to make, promulgate, amend, and rescind cost
accounting standards and interpretations therecf designed to achieve uniformity and consistency
in the cost accounting standards governing measurement, assignment, and allocation of costs to
contracts with the United States.”> New standards and modification or rescission of existing
standards, or any interpretations thereof, must be approved by a majority of the Board, with each
Board member receiving one vote4 Prior to promulgating any accounting standards or
interpretations thereof, the Board is required to solicit the views of the Comptroller General and
professional accounting organizations, contractors, and other interested parties on the probable
costs of implementation compared to the probable benefits; the advantages, disadvantages, and
improvements anticipated in the pricing and administration of, and settlement of disputes
concerning, contracts.5 Although the Board’s rulemaking activities are specifically exempted
from the rulemaking and judicial review requirements of the Administrative Procedure Act,6 it is
required to publish advance notices of proposed rulemaking and proposed rules in the Federal
Register, with a 60-day public comment period for each of these rulemaking phases.” Rules,
regulations, cost accounting standards, and modifications thereof have the full force and effect of
law, and become effective within 120 days after publication in the Federal Register in final form,
unless the Board determines a longer period is necessary.3

The Board is also required to promulgate rules and regulations to administer its cost
accounting standards.9 These administrative rules and regulations now appear in Parts 30 and 52
of the Federal Acquisition Regulation (“FAR”) and must, at a minimum, require contractors and
subcontractors as a condition of contracting with the United States to:

(A) disclose in writing their cost accounting practices, including
methods of distinguishing direct costs from indirect costs and the
basis used for allocating indirect costs; and

See 41 US.C. § 422(a)(2).
41 U.S.C. § 422(f).

41 US.C. § 422((3).

41 U.S.C. §422(g)(1)XA).
41 US.C. § 422 (g)(3).

41 U.S.C. § 422(g)(1)(C)~(D). During the 60-day ANPRM comment period, the Board must also
consult with the Comptroller General and consider any recommendation the Comptroller General

may make. 41 U.S.C. § 422(g)(1XD).
41 U.S.C. § 422(g)2).
41 U.S.C. § 422(h)X1).
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(B) agree to a contract price adjustment, with interest, for any
increased costs paid to such contractor or subcontractor by the
United States by reason of a change in the contractor’s or
subcontractor’s cost accounting practices or by reason of a failure
by the contractor or subcontractor to comply with applicable cost
accounting standards. 0

Certain responsibilities are specifically reserved to the Board’s Chair, the OFPP
Administrator. In addition to appointing the two private sector members, the Administrator, after
consultation with the Board, may appoint an executive secretary and two additional staff
members and may, at his or her discretion, hire temporary staff to support the Board.!l1 The
Administrator, again after considering input from the other Board members, also has the power
to prescribe rules and procedures governing actions of the Board. Such rules and procedures
must provide, at 2 minimum, that any cost accounting standard promulgated, amended, or
rescinded (and interpretations thereof) be adopted by majority vote of the Board members.12

B. Constitutional Considerations

1. Appointments Clause
Article I1, § 2, clause 2 of the Constitution (the “Appointments Clause”) provides:

[The President] shall nominate, and by and with the Advice and
Consent of the Senate, shall appoint Ambassadors, other public
Ministers and Consuls, Judges of the Supreme Court, and all other
Officers of the United States, whose Appointments are not herein
otherwise provided for, and which shall be established by Law: but
the Congress may by Law vest the Appointment of such inferior
Officers, as they think proper, in the President alone, in the Courts
of Law, or in the Heads of Departments.

“Qfficers” under the Appointments Clause are of two types: “principal officers” and
“inferior officers.” “Principal Officers” are selected by the President with the advice and consent
of the Senate and include “Ambassadors, other public Ministers and Consuls, Judges of the

10 Id FAR Part 30 contains only the rules relating to the administration of CAS, which are
administered by the procuring activity. The CAS and other rules and regulations of the CAS
Board now appear in Chapter 99 of Title 48 of the Code of Federal Regulations. Although
Chapter 99 is considered part of the "FAR System," it is under the exclusive regulatory control
of the CAS Board. 57 Fed. Reg. 39586 (Aug. 31, 1992).

11 41 U.S.C. § 422(c)-(d).
12 41 U.S.C. § 422(D(3).
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Supreme Court, and all other Officers of the United States.”13 “Inferior officers” are appointed
by the President, the Judiciary, or the Heads of Departments.14 The line between “inferior” and
“principal” officers is one that is far from clear, and the Framers of the Constitution provided
little guidance on where it should be drawn.!3

In the Supreme Court’s most recent decision addressing the distinction between the two
groups, Edmond v. United States, “inferior officers” are defined as those officers whose work is
directed and supervised at some level by others who were appointed by presidential nomination
with the advice and consent of the Senate.16 In that case, judges of the Coast Guard Court of
Criminal Appeals were held to be "inferior officers" by reason of the supervision over their work
exercised by the General Counsel of the Department of Transportation in his capacity as Judge
Advocate General of the Court of Appeals for the Armed Forces. Although the Court relied on a
single factor, it acknowledged the importance of the factors upon which it relied in Morrison v.
Olson, 17 where the issue was whether an independent counsel who had been appointed by a
Special Division of the U.S. Court of Appeals for the District of Columbia was a “principal” or
“inferior” officer. The Court examined four factors in making its determination: (1) the scope of
the.officer’s duties; (2) the scope of the officer’s authority; (3) the length of the officer’s tenure;
and (4) whether the officer is subject to removal by a higher Executive Branch official.18
Because the independent counsel was subject to removal by a higher officer (the Attorney

13 Buckley v. Valeo, 424 U. 8. 1, 132 (1976). See also Morrison v. Olson, 487 U.S. 654, 670-71
(1988) (citing Buckley).

14 There is some question as to the scope of the term “Heads of Departments” for purposes of the
Appointments Clause. It is clear the term “Department” refers to “a part or division of the
executive government, as the Department of State, or of the Treasury, expressly created and
givfen] . . . the name of a department by Congress” and does not embrace “inferior
commissioners and bureau officers.” United States v. Germaine, 99 U.S. 508, 511-12 (1879). In
Freytag v. Commissioner, 501 U.S. 868 (1991), citing Germaine, the Court concluded the Tax
Court was not a “Department” under the Appointments Clause and specifically rejected the
Commissioner's position that “every part of the Executive Branch is a department, the head of
which is eligible to receive the appointment power” because in its view, such a holding would be
contrary to the “Framers’ conclusion that widely distributed appointment power subverts
democratic government.” /d. at 885. The Court also specifically stated, however, that its
conclusion did not address “any question involving an appointment of an inferior officer by the
head of one of the principal agencies, such as the Federal Trade Commission, the Securities and
Exchange Commission, and the Federal Reserve Bank of St. Louis.” Id. at 887 n.4.

15 Morrison, 487 U.S. at 671 (citing 2 J. Story, Commentaries on the Constitution § 1536, pp. 397-
98 (3d ed. 1858)) (“In the practical course of the government there does not seem to have been
any exact line drawn, who are and who are not to be deemed inferior officers, in the sense of the
constitution, whose appointment does not necessarily require the concurrence of the senate.”).

16 520 U. S. 651, 663 (1997).

17 487 U.S. 654 (1988).
18 See id. at 671-72.
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General), performed only limited duties, had narrow jurisdiction and limited tenure, the court
found that she was an “inferior officer.” 19

In Buckley v. Valeo,20 the Supreme Court held that “administrative functions” of an
executive agency which “represent the performance of a significant governmental duty exercised
pursuant to a public law” may only be exercised by persons who are “Officers of the United
States” as that term is used in the Appointments Clause.2! Such “administrative functions™
include “rulemaking” and “determinations of eligibility for funds.”22

In analyzing the impact of the Appointments Clause on the CAS Board, it is clear that the
Board engages in “administrative functions” which “represent the performance of a significant
governmental duty exercised pursuant to a public law.” The CAS Board promulgates rules
which must be followed by contractors and subcontractors as a condition of contracting with the
federal government, and which provide for a contract price adjustment for any resulting
increased costs resulting from their violation. Accordingly, for the Board’s cost accounting
standards to have the force and effect of law, as required by its authorizing statute, its
proncuncements may require approval by a “principal officer™ of the United States.23

The CAS Board is described in its implementing statute as an “independent Board within
the Office of Federal Procurement Policy.” The term “independent,” however, may refer to the
fact that the Board is a distinct organizational unit within OFPP, or that it is “independent” from
the procuring agencies, not that it is “independent” from OFPP. The statute places the Board
“within” OFPP and its two private sector members serve solely at the discretion of the OFPP

19 Id at 666. Justice Souter, in his concurring opinion in Edmond, opined that “[tlhe mere

existence of a ‘superior’ officer is not dispositive,” and that the four factors in Morrison must be
analyzed in every case. Id. at 668. In Varnadore v. Secretary of Labor, 141 F.3d 625 (6th Cir.
1998), the issue was the status of an Administrative Review Board (“ARB”) composed of three
members, appointed by the Secretary of Labor for two year terms, which was responsible for
“issuing final agency decisions on questions of law and fact arising in review or on appeal” in
certain “wage and hour” cases. The Sixth Circuit concluded that the members of the ARB were,
“at most” the type of “inferior” officers that the Appointments Clause allows the heads of
departments, such as the Secretary of Labor, to appoint. /d. at 631.
Other examples of persons found to be “inferior officers” include a district court clerk, Ex parte
Hennen, 13 Pet. 225, 258 (1839); an election supervisor, Ex parte Siebold, 100 U.S. 371, 397-98,
(1880); a vice-consul charged temporarily with the duties of the consul, United States v. Eaton,
169 U.S. 331, 343 (1898); and a “United States commissioner” in district court proceedings. Go-
Bart Importing Co. v. United States, 282 U.S. 344, 352-54 (1931).

20 424 U.S. 1 (1976).

21 Id. at 140-41.

22 Id. at 140,

23 See 41 U.S.C. § 422(h)(1).
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Administrator. OFPP, in turn, is “established in” OMB, 24 which itself is “in” the Executive
Office of the President. 25

The OFPP Administrator is appointed by the President, with the advice and consent of the
Senate, an indicator of “principal officer” status. However, in order for the OFPP Administrator
to deny the promulgation of, or rescind, any Government wide-regulation or final rule relating to
procurement, the OFPP Administrator must obtain the concurrence of the OMB Director.26
This fact, combined with the statutory framework of OFPP discussed above, indicates the OFPP
Administrator is subordinate to the Director of OMB who is appointed by the President, with the
advice and consent of the Senate, and who administers OMB “under the direction of the
President,”27

Because the OFPP Administrator is directed and supervised by the Director of OMB, the
OFPP Administrator may be considered an “inferior officer,” despite being appointed by the
President and confirmed by the Senate. With regard to the other four CAS Board members, one
appointing official, the Secretary of Defense, is clearly a Department head, as is possibly the
GSA Administrator. Thus the two members appointed by those officers are probably, at best,
“inferior officers.” The OFPP Administrator, who appoints the two private sector members, is
not the “Head of a Department,” Thus, the two private sector members would likely be deemed
“employees.” 28

Assuming the CAS Board is headed by an “inferior officer,” the OFPP Administrator,
with the remaining members as either “inferior officers” or “employees,” the Board’s standards,
rules and regulations may not have the force and effect of law because there is no “principal
officer” on the Board to approve them. Even if all of its members were appointed by the
President, with the advice and consent of the Senate, as is currently the case only for the OFPP
Administrator, it is conceivable that none of the Board members would qualify as “a principal
.officer” if the Chair of the Board were subservient to the head of the agency, as the OFPP
Administrator currently is to the OMB Director.

One means of overcoming this potential impediment to the CAS Board’s rulemaking
authority would be to establish the Board as an independent agency comprised only of members
who are appointed by the President with the advice and consent of the Senate. This

24 See41U.S.C. § 404(a).
25 31US.C.§501.

26 41 U.S.C. § 405(f).

27 31 U.S.C. § 502(a).

28 Although not contemplated by the statute, it might be possible to satisfy the constitutionat
appointment requirement for “inferior officers” by having the Director of OMB, an individual
who might be considered a Department head, approve the appointment of the two private sector
members.
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configuration increases the likelihood that the Board's actions would have the force and effect of
law, while at the same time balancing power among the Board members, because each Board
member would clearly be a “principal officer” within the meaning of the Appointments Clause.
Therefore, the Board would have unequivocal constitutional authority to promulgate standards
that are binding upon all executive agencies. In addition, as “principal officers,” the Board
members would each be vested with the same authority. Each member would have one vote, and
any Board decision would require approval of a majority of the members.

The Federal Energy Regulatory Commission (“FERC” or “Commission”) is an example
of this configuration. Although the FERC is “within” the Department of Energy, similar to the
location of the CAS Board within OFPP, FERC is an “independent regulatory commission.”
FERC members are not subject to direction in the performance of their functions by any other
members or by officers of the Department of Energy. Actions of the Commission are determined
by a majority vote of the members present and each member, including the Chairman, has one

vote.

One significant difference between FERC and the CAS Board is the amount of time
members devote to the performance of their duties. FERC members cannot engage in any othes
business, vocation or employment while serving on the Commission. CAS Board members,
conversely, serve in a part-time capacity. The Supreme Court addressed the required frequency
with which Officers of the United States perform their tasks in United States v. Germaine2% In
that case, a surgeon appointed by the United States Commissioner of Pensions alleged that he
was not an “officer” and could not be prosecuted under a criminal statute that applied to “officers
of the United States.” The Court determined that the Commissioner of Pensions was not a
department head. Because the defendant was not appointed in the manner prescribed by the
Appointments Clause, he was not an “officer of the United States” and not covered by the
statute.30 The court noted that even if the defendant had been appointed by a department head,
he would not have been an officer because his employment was not “continuing and permanent.”
31 The surgeon would only be requested to conduct examinations in special cases and may have
made “50 examinations . . . in a year, or none.”32 The “occasional and intermittent” nature of
the surgeon’s work would preclude his being an officer of the United States.33

While the members of the CAS Board serve part-time, there is much greater continuity in
their work than in the work of the defendant in Germaine. The execution of the Board’s tasks
requires the continuous attention of its members, and the Board has regular meetings. The nature
of its work is comparable to the work of the Federal Retirement Thrift Investment Board which is

29 99U.S. 508 (1879).

30 [doatS12.
31 Id
32 Id.
33 d
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an independent agency within the Executive Branch that was established to administer the Thrift
Savings Plan. The Thrift Investment Board has five members who are appointed by the
President and confirmed by the Senate, and all but one serve part-time. While the work of the
Thrift Investment Board does not require the full-time attention of its members, they
communicate frequently and meet quarterly. The existence of an independent board composed
of principal officers with part-time status lends support to the conclusion that if the CAS Board
were established as an independent agency, the part-time status of its members would not likely
be an impediment to their having “principal officer” status.

To maximize the protection against a successful constitutional challenge to the Board’s
standards and rules, in the event the Board retains its current composition, the OFPP
Administrator would have to be free of the OMB Director’s control. The statutory provision that
requires the OFPP Administrator to obtain the OMB Director’s concurrence with certain
decisions would have to be amended to state expressly that the provision is inapplicable to
promulgations of the CAS Board. It should be clear that neither the OMB Director nor any other
individual can direct the Administrator in the performance of his or her duties as chair of the
CAS Board. Under a scheme where the OFPP Administrator would be the only “principal
officer” on the Board, however, the Administrator may have to adopt Board pronouncements ift
order for them to pass Constitutional muster. The Administrator would not have merely one of
five votes but would instead have exclusive control of CAS Board decisions. The other Board
members would be advisors to the OFPP Chair with no decision-making power. Attempts to
limit the Administrator’s power by requiring him or her to adopt those standards upon which a
majority of the Board members agree and not to take action without a majority vote may be
deemed an unconstitutional restraint of the Administrator’s authority. The Chair’s power would
likely be greater than the authorizing statute contemplates.

If the Board retains its current composition and the Chair is subordinate to the OMB
director (or any other executive officer in the event the Board were moved outside of OMB to
another executive agency), the language in the Board’s underlying statute should be modified in
order to avoid a possible violation of the Appointments Clause, in the event it is determined that
there are no “principal officers” on the Board. The statute should specifically provide that the
Board’s standards and interpretations, after being adopted by a majority of the Board, must then
be approved by the head of the agency; or the language indicating the Board’s standards “have
the full force and effect of law” must be replaced with language indicating the Board’s actions
are only recommendations which executive agencies are free to accept or reject at their
discretion. The Section views this as a highly undesirable alternative, for if the Board were
divested of its rulemaking authority, the goal of uniformity and consistency in the cost
accounting standards would be threatened.

2. Separation of Powers: CAS Board Under Comptroller General

One proposed scenario for the restructuring of the CAS Board is to move the Board from
OFPP and place it under the authority of the Comptroller General. This arrangement is
potentially violative of the principle of separation of powers between the Legislative and

-10-
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Executive branches of the Government. The Framers of the Constitution divided the delegated
powers into three defined categories - Legislative, Executive, and Judicial - to encourage each
branch to confine itself to its assigned responsibility.”34 The principal function of this
separation of powers is to protect individual liberty by providing a “safeguard against the
encroachment or aggrandizement of one branch at the expense of the other.”35 However, the
Framers understood that a “hermetic sealing off of the three branches of Government from one
another would preclude the establishment of a Nation capable of governing itself effectively”’36
Consequently, “while the Constitution diffuses power the better to secure liberty, it also
contemplates that practice will integrate the dispersed powers into a workable government.”37

A violation of the separation of powers doctrine occurs, infer alia, when one branch
attempts to expand its purview beyond the Constitutional limits, even if such expansion is
condoned by another branch.38 The seminal case on this issue is INS v. Chadha.39 In Chadha,
Chadha’s deportation was suspended by the Attorney General, pursuant to Immigration and
Nationality Act section 244(c)(2). The House of Representatives then vetoed the Attorney
General’s suspension order, as permitted under the Act, resulting in Chadha’s deportation.
Chadha filed a petition for review of the deportation order with the United States Court of
Appeals for the Ninth Circuit, which held that the House was without constitutional authority to
order Chadha’s deportation and that section 244(c)(2) violated the constitutional doctrine of
separation of powers. The Government appealed to the Supreme Court. In finding that Congress
had violated the separation of powers in reserving to itself the right to overturn the Attorney

34 INS v. Chadha, 462 U.S. 919 (1983).

35 Buckley, 424 U.S. at 122.

36 Id. at 120-21.

37 Youngstown Sheet & Tube Co. v. Sawyer, 343 U.S. 579, 635 (1952) (Jackson, J., concurring).

38 Bowsher v. Synar, 478 U.S. 714 (1986). The Supreme Court first directly addressed this issue in
Myers v. United States, 272 U.S. 52 (1925). Myers revolved around a statute which limited the
President’s ability to remove certain postmasters by providing they could be removed only “by
and with the advice and consent of the Senate.” In the ensuing suit resulting from the President’s
removal of one such Postmaster without Senate approval, the Court declared the statute
unconstitutional on the ground that for Congress to “draw to itself, or to either branch of it, the
power to remove or the right to participate in the exercise of that power . .. would be . . . to
infringe the constitutional principle of the separation of governmental powers.” /d. at 161.

The issue next came before the Court in Humphrey's Executor v. United States, 295 U.S. 602
(1935), where a Federal Trade Commissioner who had been removed by the President sought
backpay. The relevant statute permitted removal “by the President,” but only “for inefficiency,
neglect of duty, or malfeasance in office,” none of which was present. Here the Court upheld the
statute, holding that “illimitable power of removal is not possessed by the President [with respect
to Federal Trade Commissioners].” Id. at 628-29. The Court distinguished Myers, reaffirming its
holding that congressional participation in the removal of executive officers is unconstitutional.

39 462 U.S. 919 (1983).
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General’s decision regarding deportation, the Supreme court stated that Congress can implement
policy determinations only by the bicameral passage of legislation followed by presentment to
the President and that Congress must abide by a delegation of authority to the Executive Branch
until that delegation is legislatively altered or revoked.40

In a subsequent decision involving the Comptroller General, Bowsher v. Synar,4! the
issue before the Supreme Court was the Emergency Deficit Control Act of 1985 (more popularly
known as the “Gramm-Rudmann-Hollings Act”), which established a maximum deficit amount
for federal spending for each of the fiscal years 1986 through 1991. If in any fiscal year the
budget deficit exceeded the prescribed maximum by more than a specified sum, the Act required
basically across-the-board cuts in federal spending to reach the targeted deficit level. The
Directors of OMB and the Congressional Budget Office were required to submit their deficit
estimates and program-by-program budget reduction calculations to the Comptroller General
who, after reviewing the Directors’ joint report, then reports his conclusions to the President.
The President then had to issue an order mandating the spending reductions specified by the
Comptroller General that became effective unless, within a specified time, Congress legislated
adequate reductions to bring the deficit under the statutory budget ceiling.42

A complaint seeking a declaratory judgment that the Act was unconstitutional was filed
immediately after the Act was signed into law. The District Court concluded the Act did not
pass constitutional muster because the powers conferred upon the Comptroller General as part of
the automatic deficit reduction process were executive powers, which could not constitutionally
be exercised by an officer removable by Congress.43 On appeal, the Supreme Court found the
Comptroller General’s role to be that of “interpreting a law enacted by Congress to implement a
legislative mandate,” the very essence of “execution” of the law.44 The Comptroller General
was required to exercise judgment concerning facts that affected the application of the Act and to
interpret the provisions of the Act to determine precisely what budgetary calculations were
required.45 The executive nature of the Comptroller General's functions under the Act was also
demonstrated by the grant of authority to determine the budget cuts to be made.46

Having determined the Comptroller General’s activities constituted executive functions,
the Court then turned to the legislative branch’s involvement in those functions. The Court
began by noting that “the Constitution does not contemplate an active role for Congress in the

40 Id. at 954-55.
41 478 U.S. 714 (1986).
42 Id. at 717-18.

43 Id. at 720.
44 Id. at 733.
45 I
46 Id
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supervision of officers charged with the execution of the laws it enacts.”¥7 The President
appoints “Officers of the United States” with the advice and consent of the Senate and once the
appointment has been made and confirmed, the Constitution explicitly provides for removal of
Officers of the United States by Congress only upon impeachment by the House of
Representatives and conviction by the Senate. An impeachment by the House and trial by the
Senate can rest only on “Treason, Bribery or other high Crimes and Misdemeanors.”48 In the
Court’s view, any additional direct congressional role in the removal of officers charged with the
execution of the laws, beyond impeachment, was inconsistent with separation of powers.49

Although nominated by the President and confirmed by the Senate, the Comptroller
General was subject to removal not only by impeachment, as were other “principal officers,” but
was also capable of being removed by joint resolution of Congress at any time for:
“(1) permanent disability; (2) inefficiency; (3) neglect of duty; (4) malfeasance; or (5) a felony or
conduct involving moral turpitude.”50 The Court recognized the President could veto such a
joint resolution but concluded the Comptroller General “could be removed in the face of
Presidential opposition” because the veto could be overridden by a two-thirds vote of both
Houses of Congress.5! This ability to remove the Comptroller General on its own volition was
critical factor, in the Court’s view, evidencing Congress’s control over the Comptroller
General.52 This was distinctly different, according to the Court, from the typical statutes
establishing independent agencies which provide for removal only by the President for a
specified cause or else did not specify a removal procedure at all.53 In the Court’s opinion:

To permit an officer controlled by Congress to execute the laws
would be, in essence, to permit a congressional veto. Congress
could simply remove, or threaten to remove, an officer for
executing the laws in any fashion found to be unsatisfactory to
Congress. This kind of congressional control over the execution of
the laws, Chadha makes clear, is constitutionally impermissible.54

In analyzing the constitutional implications of reassigning the CAS Board under the
Comptroller General, it is clear that the Board’s functions are executive in nature. Its authorizing
statute’s grant of the “exclusive authority to make, promulgate, amend, and rescind cost

47 Id at 722.

48 d

49 i

50 31 U. S. C. §703(e)(1)(B).

51 478 U. S. 714, 727 n.7 (1986).
52 Id at 727.

53 Id at 724 n4.
54 Id at 726-27.
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accounting standards and interpretations thereof designed to achieve uniformity and consistency
in the cost accounting standards governing measurement, assignment, and allocation of costs to
contracts with the United States” impacts a substantial number of Executive Branch contracts
and contractors and is “the very essence of execution of the law” required by Bowsher. Because
the statute permitting Congress to remove the Comptroller General from office remains
unchanged from the time of Bowsher, the requisite legislative involvement in the activities of the
Comptroller General would also be present.35

If the Comptroller General were simply substituted for the OFPP Administrator, with the
remainder of the statutory scheme remaining the same, the arrangement would run afoul of the
separation of powers doctrine. Because all of the members of the Board except for the
Comptroller General would be, at most, inferior officers, the Board would be forced to rely on
the Comptroller General’s “principal officer” status to make its standards mandatory. Thus, a
legislative branch official rather than an executive branch official would be exercising sole
rulemaking authority.

If, however, all members of the CAS Board possessed principal officer status, i.e., were
appointed by the President with the advice and consent of the Senate, and the Board were truly
independent in the sense that its actions would not be subject to the approval of any department
head or other officer of the United States, the Board could be attached to GAO for administrative
support purposes without causing separation of powers problems. While there is a possibility
that the participation of the Comptroller General on the Board could raise constitutional
questions in those instances in which the Comptroller General was the “swing vote,” the
principal officer status of the other members of the Board would give it a good chance of
withstanding constitutional scrutiny.

CONCLUSION

The current configuration of the CAS Board may be violative of the Appointments
Clause because the Board is empowered with rulemaking authority and if its members are all
“inferior officers” of the United States or employees, the constitutionality of its exercise of that
power is open to question. To make the Board's pronouncements less vulnerable to challenge, it
should be restructured so that its decisions are clearly independent and not subject to the
approval of any other executive officer. The Board may be established as an independent agency
composed of members appointed by the President and confirmed by the Senate. Because each
member would be a “principal officer,” this configuration would ensure the Board’s ability to
make binding rules and the balance of power among the Board members. If the Board retains its
current composition, in order for the Board Chair to have clear principal officer status, the Chair
should be freed of the OMB Director’s control. The statutory provision that requires the OFPP
Administrator to obtain the OMB Director’s concurrence with certain decisions would have to be

55 A bill (H.R. 4296) that would have made the Comptroller General and the Deputy Comptroller
General congressional appointees instead of presidential appointees died with the conclusion of
the 105th Congress. Fed. Cont. Rept. Oct. 26, 1998 at 407.
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amended to state expressly that the provision is inapplicable to promulgations of the CAS Board.
If the Board retains its current configuration, with certain of the Chair’s decisions subject to the
control of the OMB Director, it should be recognized that the Board may lack the power to make

binding rules.

If the CAS Board were established as an independent entity with each member appointed
by the President and confirmed by the Senate, the Board could be located within any executive
agency. As an independent Board comprised only of “principal officers,” the CAS Board could
be transferred from OFPP to GAO and chaired by the Comptroller General with a good chance of
passing constitutional muster.




Appendix X

METHODOLOGY USED TO IDENTIFY
CAS-COVERED CONTRACTS

The federal government does not maintain a database of contracts subject to the
CAS; therefore, the universe of the CAS-covered contracts is not readily available.
The federal government-wide data base for contract actions, FPDS, was used to
determine the amount of cost-based actions; however, it has two major limitations
for the purpose of using it to identify CAS-covered actions. First, the FPDS does
not identify contract actions that are CAS-covered and secondly, it does not collect
contract actions by CAS-covered contractor segments. These limitations
prohibited the use of the FPDS data to determine alternative threshold or trigger
analysis. Therefore, to analyze the impact of alternative CAS applicability
thresholds for individual contracts and for full and modified coverage, the Panel
used a surrogate CAS universe developed by DCAA and DCMC. DCAA obtained
data on the CAS-covered contracts from its defective-pricing database. That
database includes contract awards subject to TINA that are also generally subject
to the CAS. The data was obtained for a single annual period—April 1997 to
March 1998. The defective-pricing universe is created and maintained by each
DCAA Field Audit Office!®® and includes negotiated prime contracts, subcontracts,
and modifications where the government required cost or pricing data. The data
source includes the contract and modification numbers, pricing action amount,
and the award or definitization data. Since the CAS are also applicable to
contracts when TINA does not apply, DCAA requested that field offices report
competitively awarded CAS-covered contracts they were aware of and not
included in the defective-pricing universe. Using these two sources of data,
DCAA and DCMC estimated that the CAS universe includes 588 business
segments, totaling approximately $72 billion.

DCAA does not audit each contract action and focuses instead on those contracts
where the financial risk to the government is highest. Thus, the DCAA CAS
universe has limitations because the defective pricing-universe may be
incomplete for low dollar cost-type contracts due to the low risk of defective
pricing. This limitation may cause underreporting of contractors with cost-type
contract awards of less than $100 million and, in turn, affect the analysis
concerning contractors with modified CAS coverage. DCAA’s CAS universe may
also under-report the CAS-covered contracts where certified cost and pricing data
was not obtained and thus may not include CAS-covered firm-fixed-price
contracts when cost data (but not certified cost and pricing data) was obtained.

uSDCAA’s field audit offices consist of 18 resident offices and 64 branch offices and are responsible for oversight involving approximately
9,000 active contractors.
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CAS Coverage Analysis Using Alternative Trigger Concept and Full Coverage Threshold

Applicability threshold remains at $500,000 (Dollars in millions)

Sl 14

Full coverage Trigger = $500 thousands Trigger = $2 million Trigger = $5 million
threshold
Number of |Percent of [Dollars Percent of | Number of |Percent of |Dollars |Percent of ]| Number of | Percentof |Dollars |Percent of
contractors | total contract contractors | total contract contractors | total contract
contractors dollars contractors dollars contractors dollars
$25 Million
Mmﬁnn 3S:
Modified to none 0 0% $0 0% 120 20% $261 0% 219 37% $916 1%
Full to none 0 0% $0 0% 1 0% $29 0% 7 1% $227 0%
Full to modified 0 0% $0 0% 0 0% $0 0% 0 0% $0 0%
Remaining:
Total Modified 308 52%| $2.226 3% 188 32% | $1.965 3% _89 15% $1.310 2%
Total Full 280 48%| $69.811 97% 279 47% | 369,782 97% 273 47% $69,584 96%
Total Coverage 588 100%| $72,037 100% 467 79% | $71,747 100% 362 62% $70,894 98%
$50 Million
Reductions:
Modified to none 0 0% $0 0% 120 20% $261 0% 219 37% $916 1%
Full to none 0 0% $0 0% 1 0% $29 0% 7 1% $227 0%
Full to modified 91 15%]| $3,315 5% 90 15% | $3,286 5% 84 14% $3,088 4%
Remaining:
Total Modified 399 68%] $5,541 8% 278 47% | $5,251 7% 173 29% $4,398 6%
Total Full 189 32%] $66,496 92% 189 32% | $66,496 92% 189 32% $66,496 92%
Total Coverage 588 100%) $72,037 100% 467 79% | $71,747 99% 362 61% $70,894 98%
$75 million
Reductions:
Modified to none 0 0% 30 0% 120 20% $261 0% 219 37% $916 1%
Full to none 0 0% 30 0% 1 0% $29 0% 7 1% $227 0%
Full to modified 127 22%| $5,472 8% 126 21% | $5,443 8% 120 20% $5,245 7%
Remaining:
Total Modified 435 74%] $7,698 11% 314 53% | $7,408 10% 209 36% $6,555 9%
Total Full 153 26%| $64,339 89% 153 26% | $64339 89% 153 26% $64,339 89%
Total Coverage 588 100%| $72,037 100% 467 79% |$71,747 99% 362 62% $70,894 98%

Source: Table based on data provided by DCAA and DCMC

114Data for under $25 million is probably understated due to use of DCAA Defective Pricing database which may not collect all low dollar cost-
type contract actions and associated dollars.




Full coverage Trigger = $10 million Trigger = $25 million
threshold Number of |Percent of | Dollars |Percent of | Number of |Percent of |Dollars |Percent of
contractors |total contract contractors | total contract
contractors dollars contractors dollars
$25 Million
| Reductions:
Modified to none 279 47% $1,700 2% 308 52% $2,226 3%
Full to none 30 5% $1,137 2% 88 15% $4,212 6%
Full to modified 0 0% $0 0% 0 0% $0 0%
Remaining:
Total Modified 29 5% $526 1% (1] 0 Q 0
Total Full 250 42% | $68.674 95% 192 33% | $65,599 91%
Total Coverage 279 47% | $69,200 96% 192 33% | $65,599 91%
$50 Million
Reductions:
Modified to none 279 47% $1,700 2% 308 52% $2,226 3%
Full to none 30 5% $1,137 2% 88 15% $4,212 6%
Full to modified 65 11% $2,429 3% 29 5% $1,137 2%
Remaining:
Total Modified 94 16% $2.955 4% 29 5% $1,137 2%
Total Full 185 31% | $66,245 92% 163 28% | $64,462 89%
Total Coverage 279 47% | $69,200 96% 192 33% | $65,599 91%
$75 million
Reductions:
Modified to none 279 47% $1,700 2% 308 52% $2,226 3%
Full to none 30 5% $1,137 2% 88 15% $4.212 6%
Full to modified 97 17% $4,334 6% 51 9% $2,408 3%
Remaining:
Total Modified 126 21% $4,860 7% 51 9% $2,408 3%
Total Full 153 26% | $64,340 89% 141 24% | $63,191 88%
Total Coverage 279 47% | $69,200 96% 192 33% | $65,599 91%

Source: Table based on data provided by DCAA and DCMC.
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Trigger Contract Analysis - Modified Coverage''
CAS Awards 1 April 1997 - 31 March 1998

Applicability = $500,000 Applicability=$500,000, Applicability=$500,000,
Trigger=$1 million Trigger=$2 million
Number of | Pricing Total CAS Number of | Pricing| Total CAS Number of | Pricing | Total CAS
contractors | actions |awards($000) ] contractors | actions |awards($000) | contractors | actions [awards($000)
Modified 308 981 2,225,923 260 913 2,175,216 188 712 1,964,875
Change to 48 68 50,707 120 269 261,048
no CAS
coverage
Percent 16% % 2% 39% 27% 12%
changed
tono
coverage
Applicability=$500,000, Applicability=$500,000, Applicability=$500,000,
Trigger=$5 million Trigger=$10 million Trigger=$25 million
Number of | Pricing Total CAS Numberof | Pricing | Total CAS Number of | Pricing Total CAS
contractors | actions |awards($000) | contractors | actions | awards($000) | contractors | actions | awards ($000)
Modified 89 324 1,309,560 29 84 526,089 0 0 0
Change to 219 657 916,363 279 897 1,699,834 308 981 2,225,923
no CAS
coverage
Percent 1% 67% 41% 91% 91% 76% 100% 100% 100%
changed
tono
coverage

(Source: DCAA and DCMC.)

15Data for modified coverage is probably understated due to use of defective pricing database which may net collect all low dollar cost-type
contract actions and associated dollar values.




Trigger Contract Analysis - Full Coverage
CAS Awards 1 April 1997 - 31 March 1998

Applicability = $500,000 Applicability = $500,000, Applicability=$500,000,
Threshold Trigger = $1 million Trigger=$2 million

(dollars in CAS Numberof | Pricing Total CAS Number of Pricing Total CAS Number of Pricing Total CAS
millions) covered contractors | actions |awards($000) [ contractors actions awards ($000) | contractors actions awards ($000)
$25 No 0 0 0 0 0 0 1 29 28,918
Modified 0 0 0 0 0 0 0 0 0
Full 280 5,915 69,810,682 280 5915 69,810,682 279 5,886 69,781,764
$30 No 0 0 0 0 0 0 1 29 28,918
Modified 24 216 660,991 24 216 660,991 23 187 632,073
Full 256 5,699 69,149,691 256 5,699 69,149,691 256 5,699 69,149,691
$35 No 0 0 0 0 0 0 1 29 28,918
Modified 43 395 1,283,690 43 395 1,283,690 42 366 1,254,772
Full 237 5,520 68,526,992 237 5,520 68,526,992 237 5,520 68,526,992
$40 No 0 0 0 0 0 0 1 29 28,918
Modified 61 565 1,959,856 61 565 1,959,856 60 536 1,930,938
Full 219 5,350 67,850,826 219 5,350 67,850,826 219 5,350 67,850,826
$45 No 0 0 0 0 0 0 1 29 28,918
Modified 74 776 2,510,741 74 716 2,510,741 73 747 2,481,823
Full 206 5,139 67,299,941 206 5,139 67,299,941 206 5,139 67,299,941
$50 No 0 0 0 0 0 0 1 29 28,918
Modified 91 921 3,314,746 91 921 3,314,746 90 892 3,285,828
Full 189 4,994 66,495,936 189 4,994 66,495,936 189 4,994 66,495,936
$55 No 0 0 0 0 0 0 1 29 28,918
Modified 104 1,014 3,992,253 104 1,014 3,992,253 103 985 3,963,335
Full 176 4,901 65,818,429 176 4,901 65,818,429 176 4,901 65,818,429
$60 No 0 0 0 0 0 0 1 29 28,918
Modified 113 1,091 4,508,720 113 1,091 4,508,720 112 1,062 4,479,802
Full 167 4,824 65,301,962 167 4,824 65,301,962 167 4,824 65,301,962
$65 No 0 0 0 0 0 0 1 29 28,918
Modified 115 1,118 4,631,807 115 1,118 4,631,807 114 1,089 4,602,889
Full 165 4,797 65,178,875 165 4,797 65,178,875 165 4,797 65,178,875
$70 No 0 0 0 0 0 0 1 29 28,918
Modified 121 1,197 5,038,549 121 1,197 5,038,549 120 1,168 5,009,631
Full 159 4,718 64,772,133 159 4,718 64,772,133 159 4,718 64,772,133
$75 No 0 0 0 0 0 0 1 29 28,918
Modified 127 1,317 5,471,776 127 1,317 5,471,776 126 1,288 5,442,858
Full 153 4,598 64,338,906 153 4,598 64,338,906 153 4,598 64,338,906
$80 No 0 0 0 0 0 0 1 29 28,918
Modified 131 1,357 5,780,170 131 1,357 5,780,170 130 1,328 5,751,252
Full 149 4,558 64,030,512 149 4,558 64,030,512 149 4,558 64,030,512
$85 No 0 0 0 0 0 0 1 29 28,918
Modified 137 1,419 6,276,986 137 1,419 6,276,986 136 1,390 6,248,068
Full 143 4,496 63,533,696 143 4,496 63,533,696 143 4,496 63,533,696
$90 No 0 0 0 0 0 0 1 29 28,918
Modified 143 1,502 6,803,240 143 1,502 6,803,240 142 1,473 6,774,322
Full 137 4,413 63,007,442 137 4,413 63,007,442 137 4,413 63,007,442
$95 No 0 0 0 0 0 0 1 29 28,918
Modified 151 1,629 7,546,013 151 1,629 7,546,013 150 1,600 7,517,095
Full 129 4,286 62,264,669 129 4,286 62,264,669 129 4,286 62,264,669
$100 No 0 0 0 0 0 0 1 29 28,918
Modified 159 1,808 8,329,850 159 1,808 8,329,850 158 1,779 8,300,932
Full 121 4,107 61,480,832 121 4,107 61,480,832 121 4,107 61,480,832

(Source: DCAA and DCMC.)




Trigger Contract Analysis - Full Coverage (continues)

Applicability = $500,000 Applieability = $500,000, Applicability=$500,000,
Threshold Trigger = $5 million Trigger=$10 million Trigger=$25 million
(dollars in CAS Number of | Pricing Total CAS Number of Pricing Total CAS Number of Pricing Total CAS
millions) covered contractors | actions |awards($000) | contractors actions awards ($000) | contractors actions awards ($000)
$25 No 7 170 226,713 30 611 1,137,434 88 1,457 4,212,421
Modified 0 0 0 0 0 0 0 0 0
Full 273 5,745 69,583,969 250 5,304 68,673,248 192 4,458 65,598,261
$30 No 7 170 226,713 30 611 1,137,434 88 1,457 4,212,421
Modified 21 161 576,763 14 70 390,851 4 13 110,439
Full 252 5,584 69,007,206 236 5,234 68,282,397 188 4,445 65,487,822
$35 No 7 170 226,713 30 611 1,137,434 88 1,457 4,212,421
Modified 38 291 1,137,922 29 168 885,673 11 27 341,581
Full 235 5,454 68,446,047 221 5,136 67,787,575 181 4,431 65,256,680
$40 No 7 170 226,713 30 611 1,137,434 88 1,457 4,212,421
Modified 55 436 1,777,172 42 244 1,381,540 15 39 491,336
Full 218 5,309 67,806,797 208 5,060 67,291,708 177 4,419 65,106,925
$45 No 7 170 226,713 30 611 1,137,434 88 1,457 4,212,421
Modified 67 606 2,284,028 50 305 1,718,525 19 59 662,274
Full 206 5,139 67,299,941 200 4,999 66,954,723 173 4,399 64,935,987
$50 No 7 170 226,713 30 611 1,137,434 88 1,457 4,212,421
Modified 84 751 3,088,033 65 410 2,429,171 29 111 1,136,602
Full 189 4,994 166,495,936\ 185 4,894 66,244,077 163 4,347 64,461,659
$55 No 7 170 226,713 30 611 1,137,434 88 1,457 4,212,421
Modified 97 844 3,765,540 77 488 3,056,364 39 147 1,659,402
Full 176 4,901 65,818,429 173 4,816 65,616,884 153 4,311 63,938,859
$60 No 7 170 226,713 30 611 1,137,434 88 1,457 4,212,421
Modified 106 921 4,282,007 85 549 3,514,811 45 176 2,000,696
Full 167 4,824 65,301,962 165 4,755 65,158,437 147 4,282 63,597,565
$65 No 7 170 226,713 30 611 1,137,434 88 1,457 4,212,421
Modified 108 948 4,405,094 87 576 3,637,898 46 188 2,063,483
Full 165 4,797 65,178,875 163 4,728 65,035,350 146 4,270 63,534,778
$70 No 7 170 226,713 30 611 1,137,434 88 1,457 4,212,421
Modified 114 1,027 4,811,836 93 655 4,044,640 49 199 2,264,357
Full 159 4,718 64,772,133 157 4,649 64,628,608 143 4,259 63,333,904
$75 No 7 170 226,713 30 611 1,137,434 88 1,457 4,212,421
Modified 120 1,147 5,245,063 97 706 4,334,342 51 211 2,408,361
Full 153 4,598 64,338,906 153 4,598 64,338,906 141 4,247 63,189,900
$80 No 7 170 226,713 30 611 1,137,434 88 1,457 4,212,421
Modified 124 1,187 5,553,457 101 746 4,642,736 54 224 2,639,349
Full 149 4,558 64,030,512 149 4,558 64,030,512 138 4,234 62,958,912
$85 No 7 170 226,713 30 611 1,137,434 88 1,457 4,212,421
Modified 130 1,249 6,050,273 107 808 5,139,552 60 286 3,136,165
Full 143 4,496 63,533,696 143 4,496 63,533,696 132 4,172 62,462,096
$90 No 7 170 226,713 30 611 1,137,434 88 1,457 4,212,421
Modified 136 1,332 6,576,527 113 891 5,665,806 64 324 3,490,676
Full 137 4,413 63,007,442 137 4,413 63,007,442 128 4,134 62,107,585
$95 No 7 170 226,713 30 611 1,137,434 88 1,457 4,212,421
Modified 144 1,459 7,319,300 121 1,018 6,408,579 70 370 4,046,990
Full 129 4,286 62,264,669 129 4,286 62,264,669 122 4,088 61,551,271
$100 No 7 170 226,713 30 611 1,137,434 88 1,457 4,212,421
Modified 152 1,638 8,103,137 129 1,197 7,192,416 T4 428 4,436,639
Full 121 4,107 61,480,832 121 4,107 61,480,832 118 4,030 61,161,622

(Source: DCAA and DCMC.)
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Trigger Contract Analysis - Full Coverage (continues)

Applicability = $500,000 Applicability = $500,000, Applicability=$500,000,
Threshold Trigger = $1 million Trigger=$2 million
(dollars in CAS Number of | Pricing Total CAS Number of Pricing Total CAS Number of Pricing Total CAS
millions) covered contractors | actions |awards($000) | contractors actions awards ($000) | contractors actions awards ($000)
$25 No 0% 0% 0% 0% 0% 0% 0% 0% 0%
Modified 0% 0% 0% 0% 0% 0% 0% 0% 0%
Full 100% 99% 100% 100% 99% 100% 100% 99% 100%
$30 No 0% 0% 0% 0% 0% 0% 0% 0% 0%
Modified 9% 4% 1% 9% 4% 1% 8% 3% 1%
Full 91% 96% 99% 91% 96% 99% 91% 96% 99%
$35 No 0% 0% 0% 0% 0% 0% 0% 0% 0%
Modified 15% T% 2% 15% 7% 2% 15% 6% 2%
Full 85% 93% 8% 85% 93% 98% 85% 93% 98%
$40 No 0% 0% 0% 0% 0% 0% 0% 0% 0%
Modified 22% 9% 3% 22% 9% 3% 21% 9% 3%
Full 8% 90% 97% 8% 90% 97% 8% 90% 7%
$45 No 0% 0% 0% 0% 0% 0% 0% 0% 0%
Modified 26% 13% 4% 26% 13% 4% 26% 13% 4%
Full T4% 86% 96% 14% 86% 96% T4% 86% 96%
$50 No 0% 0% 0% 0% 0% 0% 0% 0% 0%
Modified 33% 15% 5% 33% 15% 5% 32% 15% 5%
Full 68% 84% 95% 68% 84% 95% 68% 84% 95%
$55 No 0% 0% 0% 0% 0% 0% 0% 0% 0%
Modified 37% 17% 6% 37% 17% 6% 37% 17% 6%
Full 63% 82% 94% 63% 82% 94% 63% 82% 94%
$60 No 0% 0% 0% 0% 0% 0% 0% 0% 0%
Modified 40% 18% 6% 40% 18% 6% 40% 18% 6%
Full 60% 81% 93% 60% 81% 93% 60% 81% 93%
$65 No 0% 0% 0% 0% 0% 0% 0% 0% 0%
Modified 41% 19% 7% 41% 19% T% 41% 18% T%
Full 59% 81% 93% 59% 81% 93% 59% 81% 93%
$70 No 0% 0% 0% 0% 0% 0% 0% 0% 0%
Modified 43% 20% T% 43% 20% T% 43% 20% %
Full 57% 79% 93% 57% 79% 93% 57% 79% 93%
$75 No 0% 0% 0% 0% 0% 0% 0% 0% 0%
Modified 45% 22% 8% 45% 22% 8% 45% 22% 8%
Full 55% 7% 92% 55% T7% 92% 55% 7% 92%
$80 No 0% 0% 0% 0% 0% 0% 0% 0% 0%
Modified 47% 23% 8% 47% 23% 8% 46% 22% 8%
Full 53% 7% 92% 53% 7% 92% 53% 77% 92%
$85 No 0% 0% 0% 0% 0% 0% 0% 0% 0%
Modified 49% 24% 9% 49% 24% 9% 49% 23% 9%
Full 51% 76% 91% 51% 76% 91% 51% 76% 91%
$90 No 0% 0% 0% 0% 0% 0% 0% 0% 0%
Modified 51% 25% 10% 51% 25% 10% 51% 25% 10%
Full 49% 4% 90% 49% T4% 90% 49% T4% 90%
$95 No 0% 0% 0% 0% 0% 0% 0% 0% 0%
Modified 54% 27% 11% 54% 27% 11% 54% 27% 11%
Full 46% 2% 89% 46% 2% 89% 46% 2% 89%
$100 No 0% 0% 0% 0% 0% 0% 0% 0% 0%
Modified 57% 30% 12% 57% 30% 12% 56% 30% 12%
Full 43% 69% 88% 43% 69% 88% 43% 69% 88%

(Source: DCAA and DCMC.)
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Trigger Contract Analysis - Full Coverage (continues)

Applicability = $500,000 Applicability = $500,000, Applicability=$500,000,
Threshold Trigger = $5 million Trigger=$10 million Trigger=$25 million

(dollars in CAS Number of | Pricing Total CAS Number of Pricing Total CAS Number of Pricing Total CAS

millions) covered contractors | actions |awards($000) | contractors actions awards ($000) | contractors actions awards ($000)
$25 No 3% 3% 0% 11% 10% 2% 31% 24% 6%
Modified 0% 0% 0% 0% 0% 0% 0% 0% 0%
Full 98% 97% 100% 89% 89% 98% 69% 5% 94%
$30 No 3% | 3% 0% 11% 10% 2% 31% 24% 6%
Modified 8% 3% 1% 5% 1% 1% 1% 0% 0%
Full .90% 94% 99% 84% 88% 98% 67% 75% 94%
$35 No 3% 3% 0% 11% 10% 2% 31% 24% 6%
Modified 14% 5% 2% 10% 3% 1% 4% 0% 0%
Full 84% 92% 98% 79% 86% 97% 65% 74% 93%
$40 No 3% 3% 0% 11% 10% 2% 31% 24% 6%
Modified 20% 1% 3% 15% 4% 2% 5% 1% 1%
Full 8% 89% 97% _14% 85% _96% 63%. 74% 93%
$45 No 3% 3% 0% 11% 10% 2% 31% 24% 6%
Modified 24% 10% 3% 18% 5% 2% 7% 1% 1%
Full 4% 86% 96% 1% 84% 96% 62% 4% 93%
$50 No 3% 3% 0% 11% 10% 2% 31% 24% 6%
Modified 30% 13% 4% 23% % 3% 10% 2% 2%
Full 68% 84% 95% 66% 82% 95% 58% 3% 92%
$55 No 3% 3% 0% 11% 10% 2% 31% 24% 6%
Modified 35% 14% 5% 28% 8% 4% 14% 2% 2%
Full 63% 82% 94% 62% 81% 94% 55% 2% 92%

__$60 No 3% 3% 0% 11% 10% 2% 31% 24% _ 6%___|

Modified 38% 15% 6% 30% 9% 5% 16% 3% 3%
Full 60% 81% 93% 59% 80% 93% 53% 72% 91%
$65 No 3% 3% 0% 11% 10% 2% 31% 24% 6%
Modified 39% 16% 6% 31% 10% 5% 16% 3% 3%
Full 59% 81% 93% 58% 79% 93% 52% 72% 91%
$70 No 3% 3% 0% 11% 10% 2% 31% 24% 6%
Modified 41% 17% 7% 33% 11% 6% 18% 3% 3%
Full 57% 79% 93% 56% 78% 93% 51% 72% 91%
$75 No 3% 3% 0% 11% 10% 2% 31% 24% 6%
Modified 43% 19% 8% 35% 12% 6% 18% 4% 3%
Full 55% 7% 92% 55% 77% 92% 50% 71% 90%
$80 No 3% 3% 0% 11% 10% 2% 31% 24% 6%
Modified 44% 20% 8% 36% 13% 7% 19% 4% 4%
Full 53% 7% 92% 53% 77% 92% 49% 71% 90%
$85 No 3% 3% 0% 11% 10% 2% 31% 24% 6%
Modified 46% 21% 9% 38% 14% 7% 21% 5% 4%
Full 51% 76% 91% 51% 76% 91% 47% 70% 89%
$90 No 3% 3% 0% 11% 10% 2% 31% 24% 6%
Modified 49% 22% 9% 40% 15% 8% 23% 5% 5%
Full 49% 74% 90% 49% 74% 90% 46% 70% 89%
$95 No 3% 3% 0% 11% 10% 2% 31% 24% 6%
Modified 51% 25% 10% 43% 17% 9% 25% 6% 6%
Full 46% 72% 89% 46% 72% 89% 44% 69% 88%
$100 No 3% 3% 0% 11% 10% 2% 31% 24% 6%
Modified 54% 28% 12% 46% 20% 10% 26% 7% 6%
Full 43% 69% 88% 43% 69% 88% 42% 68% 88%

(Source: DCAA and DCMC.)
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Appendix XI

FULL VERSUS MODIFIED COVERAGE RISKS

Full CAS coverage requires compliance with all 19 standards, while modified CAS
coverage requires compliance with only four. Thus, there are 15 standards that
apply to full but not to modified coverage. As a result, there is an inherent risk
associated with contractors that move from full to modified coverage.

For contracts that are not covered by FAR Part 31 (e.g., fixed-price contracts), the
risk to the government would be its loss of the right to a contract price -
adjustment due to contractor’s failure to comply with the requirements contained
in these 15 standards. To the extent that FAR Part 31 incorporates the CAS, cost-
reimbursement contracts continue to be subject to the referenced standards.

The 15 standards that apply to full but not to modified coverage concern a myriad
of subjects, including cost allocation, capitalization and depreciation, standard
costs, materials, pensions, cost of money, deferred compensation, insurance, and
B&P, and IR&D. FAR Part 31 incorporates by reference 5 of these 15 standards
(including standards concerning deferred compensation, pensions, and cost of
money) and duplicates another 4 (including standards concerning consistency in
allocating costs incurred for the same purpose, unallowable costs, self-insurance,
and IR&D costs and B&P costs excluding allocation provisions). Thus, for
contracts covered by FAR Part 31, the risk is mitigated to the extent that these
CAS provisions are incorporated into the FAR. However, additional risk would
exist for the other 6 standards, and for the parts of the 4 standards that are not
duplicated in the FAR.

The CAS include 4 standards that address in detail cost allocation requirements
(CAS 403,410, 418, and 420). Conversely, FAR Part 31 does not include the
detailed cost allocation requirements contained in these 4 standards. Instead, the
FAR contains a broad based cost allocation rule that has not markedly changed
since 1959. For these 4 standards, the risk to the government may be higher to
the extent that broader based allocation requirements could allow an increase in
inequitable cost allocations to government contracts.

The CAS also include 2 standards that address accounting for tangible capital
assets (CAS 404 and CAS 409). These standards include detailed requirements
regarding when to capitalize an asset, how long its useful life will be, and what
method of depreciation will be used. While FAR Part 31 also addresses the
accounting for tangible capital assets, it provides general criteria. Under FAR
Part 31, depreciation costs are generally deemed to be reasonable if they are the
same as those used in non-government segments, are the same as those included
in the contractor’s records and financial statements, and are the same as those
used for tax purposes. Thus, the FAR permits more flexibility in asset cost
assignment between accounting periods. The risk related to this particular
standard exists to the extent contractors may move costs between accounting
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periods and use this movement as a means of redistributing costs between
contracts (due to variations in government cost-type contract participation
between accounting periods).

CAS 407 contains detailed requirements for use of standard costs, while FAR Part
31 provides general criteria. CAS 407 requires that (1) the standard costs be
entered into the books of account, (2) the standard costs and related variances be
appropriately accounted for at the level of the production unit, (3) the practices
regarding the use of standard costs be stated in writing and consistently followed,
and (4) standard cost variances be allocated to contracts at least annually and on
the same basis as the standard costs. FAR 31.201-1 has a broader based
requirement that requires that standard costs be properly adjusted for applicable
variances. The increased risk related to this standard exists to the extent
contractors may use the broader FAR criteria to reallocate costs between cost-
type government contracts and all other contracts. Such cost reallocation could
result from allocating variances less frequently than annually or from not
allocating variances on the same basis as the standard costs are allocated. In
addition, without the written practices required by the standard, it would be
more difficult for the government to cite a contractor for noncompliance with
disclosed practices.

While CAS 411 and FAR Part 31 both contain accounting requirements for
material costs, the CAS 411 requirements are significantly more detailed. CAS 411
(1) requires consistent contractor policies for accumulating and allocating material
costs, (2) permits direct allocation of material cost to cost objectives if the cost
objective was specifically identified at the time of purchase or production of the
units, (3) states that indirect material not consumed by the end of the period
cannot be charged in that period but instead must be established as an asset, and
(4) provides five acceptable inventory costing methods (FIFO, moving average,
weighted average, standard cost, and LIFO). FAR 31.205-26 requires that
materials purchased solely for and identifiable to a contract be charged directly to
that contract and that the inventory method used be a generally recognized method
that is consistently applied and has equitable results. The increased risk related to
this standard exists to the extent contractors may use the broader FAR criteria to
reallocate costs between cost-type government contracts and all other contracts.
This could result from using an inventory method that is not recognized by the
CAS or by charging indirect material that is not consumed by the end of the period
to a contract or contracts. In addition, without the written practices required by
the standard, it would be more difficult for the government to cite a contractor for
noncompliance with disclosed practices.




Appendix XII

)

ANALYSIS OF THE CAS BOARD WAIVER REQUESTS

Date of Days from
Company Agency Company
The CAS | request to submission to | request to the
Company | Agency | Board Agency the CAS CAS Board

Subject of request request | request | decision | submission Board decision | decision

(requesting agency) |(ColA) |(ColB) | (Col C) (Col A - Col B) | (Col B - Col C) | (Col A - Col C) | Remarks

Agency Requests

(1) Waiver for the N/A| 2/14/91| 2/21/91 N/A 8 N/A| The original request was made by

purchase of classified the National Security Agency on

chips from a company 2/6/91. DOD needed the chips for

that was reluctant to do Operation Desert Storm.

business with the

government (DOD)

(2) Waiver for the N/A | 9/24/98 | 10/5/98 N/A 60 N/A| The Omnibus Appropriations Act

application of the CAS for 1999 stated that the CAS

to health insurance would not apply to the Federal

carriers under the Employee Health Benefits

Federal Employee Program. OPM officials state that

Health Benefits this “exemption” is a “waiver”

Program (OPM) because appropriation law applies
for only one year.

(3) Waiver from the N/A| 1/10/91 4/8/91 N/A 88 N/A]| When the CAS Board was

period cost assignment 1/10/91 | 4/10/91 reestablished in 1988, DOD

provisions of the CAS requested the review of five open

412.40(c) (DOD) cases. Also, DOD requested
waiver authority for the CAS
requirements, when appropriate,
on an individual contract basis.
The CAS Board focused on issues
regarding CAS 412.

(4) Authority for DOD N/A | 11/14/97 | 6/15/98 N/A 212 N/A| The acting CAS Board Chairman

to grant certain CAS referred the request to the CAS

waivers for firm-fixed Board staff on 2/13/98. The waiver

price contracts when was limited to a 2-year period

cost or pricing subject to four limitations.

information is provided

by the prospective

contractor (DOD)

(5) Exemption from the N/A| 8/20/92| 4/26/93 N/A 246 N/A | Denied. On 12/23/92, DCAA

requirements of the CAS supported a DOD 12/3/92 modified

for DOD commercial request. A CAS exemption was

item acquisitions (DOD) published on 11/4/93.

Company Requests

(6) Segment accounting | 8/17/95 | 8/28/95 | 9/12/95 12 14 26 | The CAS Board conducted a

requirements of CAS detailed analysis of the waiver

413 re: the proposed request. Based on this analysis, it

merger of three defined placed a number of conditions on

benefit pension plans the approved waiver.

(DOD)
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Date of Days from
Company Agency Company
The CAS | request to submission to | request to the
Company; Agency | Board Agency the CAS CAS Board
Subject of request request | request | decision | submission Board decision| decision

requesting agency) [(ColA) |(ColB) | (ColC) |[(ColA-ColB)| (ColB-ColC)| (ColA-Col C)| Remarks
(7) Waiver of segment | 9/26/96 |11/25/96 | 12/5/96 59 11 70 | While the CAS Board approved the
accounting waiver request, approval was made
requirements of CAS contingent on certain conditions
413 for a large defense pertaining to accounting for period
merger of two costs and traceability.
companies (DOD)
(8) Partial waiver 6/6/98 | 7/14/98 | 8/19/98 39 35 74 | After a university submitted its
request re: a letter on 6/6/98, the NASA
contractor’s financial Resident Office submitted its letter
liability if a to NASA Headquarters on 6/10/98.
subcontractor fails to
comply with the CAS
(NASA)
(10) The CAS 2/19/92 | 3/12/93 | 6/14/93 24 92 116 |Denied. The CAS Board did not
requirements for all 1 believe that the contract required
DOD contracts awarded the incorporation of the CAS
to a contractor for a clause because anticipated
specific 5-year period purchases did not meet threshold
of time to acquire requirements.
needed chemicals
(DOD)
(9) The CAS 11/2/92 2/1/93 3/4/93 90 33 123 | DOE’s Oak Ridge Field Office’s
requirements with ' letter of 1/14/93 provided a
respect to a proposed comprehensive explanation
subcontract justifying the waiver.
(Department of Energy
(DOE))
(11) The CAS 5/17/93 | 9/17/93 | 10/8/93 120 22 142 | The CAS Board approved the
requirements for an request. However, the Board
urgent subcontract expressed concerns over competi-
needed by a company tive sources, basis for contractual
to support the Navy’s refusal, and other issues.
Trident II Missile
Program (DOD)
(12) The CAS coverage | 8/10/90 | 3/18/91 | 3/19/91 218 1 219 | This request was also based on
of three subcontractors letters sent 12/21/90 and 1/11/91
supporting Navy’s from the Navy’s Director, Strategic
Trident IT (DOD) Systems Program. The Navy made

its request to DOD on 2/28/91.
(13) The CAS coverage 1/8/91 | 9/20/91 110/10/91 253 20 273 | After receiving the contractor’s
of one contractor letter, the Navy’s Director,
supporting the Navy’s Strategic Systems Program, sent
Trident II (DOD) his request to DOD on 3/8/91.
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Date of Days from
Company Agency Company
The CAS | request to submission to | request to the
Company | Agency | Board | Agency the CAS CAS Board
Subject of request request | request| decision | submission Board decision | decision
l(requesting agency) |(ColA) | (Col B) [ (ColC) [(ColA-ColB)| (Col B -Col C) (Col A - Col C){ Remarks
(14) Partial waiver 2/18/93 | 9/21/93 | 11/26/93 213 65 278 | While a university submitted its

request re: a
contractor’s financial
liability if a
subcontractor fails to
comply with the

CAS (NASA)

letter on 2/18/93, the NASA
Resident Office did not submit its
letter to NASA Headquarters until
9/16/93.

Note: N/A = Not applicable.




Appendix XIII

COMPARISON OF THE
THE CAS AND GAAP

SIMILARITIES BETWEEN THE CAS AND GAAP

The meaning of the term GAAP has varied over time. Originally, GAAP referred
to accounting policies and procedures that were widely used in practice. As
standards setting bodies and professional organizations increasingly became
involved in recording practices and recommending preferred practices, the term
came to refer to the pronouncements issued by particular accounting bodies such
as the Committee on Accounting Procedure and the Accounting Principles Board
(APB), both committees of the American Institute of Certified Public Accountants
(AICPA), and more recently the FASB. Today, many different series of
authoritative literature exist, some are still in effect but are no longer being
issued, like APB Opinions and the AICPA Accounting Research Bulletins (ARB).
Others—such as FASB Statements and Interpretations—continue to be issued by

accounting organizations.

To better organize and make clear what is meant by GAAP, the accounting
community established what is commonly referred to as the GAAP hierarchy. The
purpose of the hierarchy is to instruct financial statement preparers, auditors,
_and users of financial statements concerning the relative priority of the different
sources of GAAP used by auditors to judge the fairness of presentation of
financial statements. The following displays the four levels of established
principles that are supported by authoritative literature as well as additional

sources of GAAP.
Hierarchy of GAAP

Level A-

* Financial Accounting Standards (FAS)
* FASB Interpretations

+ APB Opinions

+-ARB

Level B-

+ FASB Technical Bulletins (FTB)

« AICPA Industry Audit and Accounting guides
+ AICPA Statements of Position

Level C-
- Consensus Positions of the Emerging Issues Task Force (EITF)

» AICPA Practice Bulletins




Level D-
» AICPA Accounting Interpretations
- FASB Implementation Guides

Other accounting literature

- FASB Concepts Statements

+ APB Statements

« AICPA Issue Papers

. International Accounting Standards Committee Statements

. GASB Statements, Interpretations, and Technical Bulletins

- Pronouncements of other professional associations and regulatory bodies
+ AICPA Technical Practice Aids

+ Accounting textbooks, handbooks, and articles

Five of the 19 standards (CAS 401, 407, 408, 411, 417) do not significantly differ
from GAAP.

The Related

CAS GAAP Observation

401 FASB Concept The CAS address consistency between estimating and accumulating contract

Statement 2, costs. GAAP address consistency in reporting financial performance between

APS 4 and periods. CAS are concerned with consistency in proposing and recording

APB 20 contract costs, while GAAP are concerned with consistency in reporting
financial performance.

407 ARB 43 For financial accounting purposes, GAAP contain a footnote with regard to the
use of standard costs. The CAS Board did not believe that this was sufficient
for contract costing purposes.

408 FASB 43 FASB 43 and CAS 408 are substantially the same. CAS 408 has not been
reviewed to determine if and how FASB 43 could be used to streamline thr
standard.

411 ARB 43 Both CAS 411 and GAAP provide criteria for acceptable inventory costing
methods but the GAAP criteria are general while the CAS list specific costing
methods that may be used.

417 FASB 34 GAAP require the capitalization of actual interest costs incurred with the
construction of capital assets, while the CAS require the capitalization of an
imputed cost of money value.




DIFFERENCES BETWEEN THE CAS AND GAAP

Eight of the 19 standards (CAS 404, 406, 409, 412, 413, 415, 416, and 420) differ
from related GAAP requirements as shown below:

The
CAS

Related
GAAP

Observation

404

FASB Concept
Statement 6,
APB 16

GAAP permit step-up/step-down of assets while the CAS do not. The CAS Board
believed that the government should share in gains or losses subsequent to asset
revaluation but developing equitable procedures would be complex and costly.
Therefore, the Board concluded that the most acceptable solution would be to retain
the original asset acquisition cost as a base for calculating contract costs.

406

APB
Statement 4
EITF 94-3
EITF 95-3

The CAS provide specific instances in which a period other than the fiscal year may
be used, while GAAP do not provide specific instances in which a period other than
one year may or may not be used as an accounting period. For assignment of
restructuring costs to accounting penods the CAS provide flexibility to expense or
defer such costs, while GAAP require certain restructuring costs to be expensed in
the current period.

409

APB Statement 4
APB 16

GAAP permit step-up/step-down of assets while the CAS do not. The CAS Board
believed that the government should share in gains or losses subsequent to asset
revaluation but developing equitable procedures would be complex and costly.
Therefore, the Board concluded that the most acceptable solution would be to retain
the original asset acquisition cost as a base for calculating contract costs.
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FASB 87

The CAS require funding of the pension liability while GAAP do not. The CAS
Board included a funding requirement to allocate pension costs to the current
period. The Board determined that it was necessary to link the period assignment
of costs to current period funding to ensure the verifiability of the accrued amounts.
This was due to the magnitude of the liability and the extended delay between the
accrual of the cost and the settlement of the liability.
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FASB 87and 88

The CAS address final accountmg for segment closings, while GAAP do not. The CAS
require that actuarial gains and losses using an immediate-gain actuarial cost
method be amortized over 15 years, while GAAP require immediate recognition of
certain actuarial gains and losses and different amortization requirements for others.
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Numerous

A substantial amount of GAAP were formulated after the CAS were issued (e.g., post-
retirement benefits); other GAAP were formulated before the CAS promulgation but
have changed significantly since the CAS were promulgated (e.g., employee stock
ownership plans and stock based compensation).
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FASB 5
FAS 106

The CAS recognize self-insurance while GAAP do not. The CAS Board staff decided
to depart from the GAAP because government procurement regulations in existence
at the time the CAS Board was debating this issue already allowed a charge for self-
insurance. In addition, the CAS require funding for retiree insurance benefits to
measure insurance cost in a particular cost accounting period. This conflicts with
GAAP, which do not include a requirement. The original CAS Board believed that if
the contractor wished to recognize a cost in the current period when the actual
payment would not take place until an indefinite time in the future, such an
obligation should be evidenced by funding.
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FAS 2

GAAP do not permit assignment of IR&D costs to future periods; the CAS permit
assignment of IR&D costs to future periods but only if specifically permitted by
procurement regulations. The CAS Board stated that FAS 2 was not determinative
for contract costing and pricing purposes. The Board stated that it would undertake
research on a project to determine the feasibility of a standard for the accounting
treatment of deferred development costs. In the interim, the Board wrote the
standard so that the procurement agencies could continue to use their existing
procurement rules for assigning IR&D costs to accounting periods.
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Appendix XIV

DOD’s COST BASED CONTRACTING
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Note: Negotiated cost-based awards include cost-type contracts, flexible-price fixed type contracts and firm fixed-type contracts, where
certified cost and pricing data was obtained or progress payment were made based on incurred costs. Negotiated cost-based awards do not
include non-negotiated awards, firm fixed priced awards where certified cost and pricing data was not obtained, or where progress payments
were not made.
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SUMMARY INFORMATION ON SELECTED BOARDS

Board/
Commissions

Principal characteristics

FASB

The Board consists of seven members appointed by the Financial Accounting Foundation for 5-year
terms, who are eligible for reappointment to one additional 5-year term. Members serve full-time
and are required to sever all connections with the firms or institutions they served prior to joining
the Board. The Board is assisted by a staff of about 40 professionals from public accounting,
industry, academia, and government, plus support personnel. This is a not a government agency.

Government
Accounting
Standards Board

The Board consists of seven members appointed by the Financial Accounting Foundation. The
Chairman serves full-time; other members serve on a part-time basis and may be in the employ of
other organizations. The Board is assisted by a staff of about 10 professionals from public account-
ing, academia, and government, plus support personnel. This is not a government agency.

Federal
Accounting
Standards
Advisory Board

Established in 1990 by the Secretary of the Treasury, the Director of OMB, and the Comptroller
General (known as the principals), the Board is an advisory committee recommending accounting
standards to the principals to promulgate. The Board is comprised of nine part-time members
selected from government entities and the private sector. Treasury, OMB, GAO, and CBO select
their own members. The principals select the remaining five members. The principals select the
Board’s Chairperson from among the three non-federal members.

FERC

An independent regulatory commission within DOE, the Commission is composed of five members
appointed by the President for a term of 5 years, who can be removed only by the President. All of
the members are considered principal officers. Members may not engage in any other business,
vocation, or employment while serving on the Commission. In the performance of their functions,
the members, employees, or other personnel of the Commission may not be responsible to or
subject to the supervision or direction of any officer, employee, or agent of any other part of the
Department. In each annual authorization and appropriation request, the Secretary of Energy
identifies the portion thereof intended for the support of the Commission and includes a statement
by the Commission showing the amount requested by it.

ASBCA

The ASBCA is an independent tribunal to hear and decide contract disputes between government
contractors and DOD. The Board consists of attorneys who have been qualified in the manner
prescribed by the Contract Disputes Act of 1978. The Under Secretary of Defense (Research and
Engineering) and the Assistant Secretaries of the Military Departments responsible for procure-
ment appoint the Chairman and Vice-chairman and other members of the Board. The Department
of the Army provides administrative support to the Board. The Departments of the Army, the
Navy, the Air Force, and the Office of the Secretary of Defense share the Board’s cost on an equal
basis and to the extent determined by the Assistant Secretary of Defense (Comptroller).

Railroad
Accounting
Principles Board
(RAPB)

Established in 1980 as part of the legislative branch, Congress charged the Board with developing
a set of cost accounting principles for rail carriers subject to the jurisdiction of the Interstate
Commerce Commission (ICC). The Board had seven members (five non-government and two
government) and was chaired by the Comptroller General. The Board’s authorizing legislation
called for the Board to cease to exist 3 years after its effective date and for the accounting
principles it developed to be adopted by ICC. The principles adopted by the ICC are still binding
on all carriers.

Surface
Transportation
Board (STB)

An independent agency administratively housed within the Department of Transportation, the
Board is responsible for the economic regulation of interstate surface transportation to ensure that
competitive and efficient transportation services are provided to meet the needs of shippers,
receivers, and consumers. Created in 1996 as a successor agency to the ICC, the STB ensures that
the cost accounting principles developed by RAPB are followed. The STB is an independent,
bipartisan, adjudicatory body. It consists of three members appointed by the President with the
advice and consent of the Senate for 5-year terms. The President designates the Board’s Chair-
man from among the members.

Federal
Retirement Thrift
Investment Board

The Board was established as an independent agency by the Federal Employees’ Retirement
System Act of 1986, 5 U.S.C. 8472, and is composed of five members. Three are appointed by the
President, who designates one of them the Chairman. The other two members are also appointed
by the President: one taking into consideration the recommendation made by the majority leader
of the Senate, and the other taking into consideration the views of the Speaker of the House. The
Board establishes policies for the investment and management of the Thrift Savings Fund. The
Board’s members are not full-time government employees.
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Board/
Commissions

Principal characteristics

Municipal
Securities
Rulemaking
Board

The Board is a self-regulatory organization that is subject to oversight by the Securities and Ex-
change Commission. It regulates dealers who deal in municipal bonds, municipal notes, and other
municipal securities. The Board consists of 15 members—5 of bank dealers, 5 of securities firms, and
5 public members not associated with any bank dealer or securities firm. Board members serve
staggered 3-year terms. The Board members elect a chairman and vice-chairman who serve one-year
terms. All Board operations are financed by fees and assessments paid by the dealer community. The
Board has broad rulemaking authority over municipal securities dealers’ activities.
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