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GAO's study of the Jeasibility of establishing and applying

cost accounting standards in the negotiation and administration
of defense contracts, as required by Public Law 90-370, was
described in the GAO Review, Spring 1970, In connection yith
this study, 16 GAQ regional offices made a special inquiry invo
the nature and extent of cost accounting systems and related
records maintined by selected contracters,

A provision of the Armed Services
Procurement Act, as revised in 1956,
(10 U.S.C. 2313(h) ), seta fosth thats

® * % cach conlrect negotlated under this
chapter shall provide that the Compiroller
General and his representatives are entitled,
until the explration of three years afrer final
payment, to exanine any hocks, documents,
papers, or records of the contractor, or any
of his subcontractors, that directly pestain to,
aud Involve transactions relating to, the con-
tract or subcontract,

The approach taken in making this
raview was to gather information cn the
characteristics of cost records main.
tained by defenss contractors and
evaluute their usefulness for specific
purposes. Tho cost accounting records
of 45 contractors were examined, The
selection included large, medium, and

small contractors engaged in both Gov-
ernment and comnmercial work on a
wide variety of products, OF these con.
tractors, 18 haa'total annual sales of
more than $50 million; 14 had annual
sales ranging hetween $15 million and
$50 million; and 13 had annual sales of
less than $15 million,

Efforts were directed toward ascer.
taining whether contractor cost ac-
counting records and the records used
to support price proposels for negoti.
ated countracts were generally ade. -
quate; in particular, the purpose of the
study was to find out:

—Whether the accounting system
provided sufficient data to deter.
mine the cost of performing given
contracts,
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~—Whether the accounting records
permitted pricing evaluation
reviews,

~~Whether they were usaful for other
evaluation yeviews such as those
for termirations, delay claims, or
change-order pricing,

A bypioduct of this inquiry was the
information it provided on the extent
of similarity and/or uniformity of cost
words presently prepared by defensy
vontractora, This information should be
useful to the Cost Accounting Stand.
ards Roard,

Results of Survey

The survey showed that supporting
documentaticn was maintained by all
contractors for basic accounting trans.
actions, Material costs, both direct and
indirect, and regardless of the type of
accounting system, were supported by
records such as purchase crders, in.
voices, receiving reports, vouchers, and
paid checks, Similarly, labor costs, both
direct and indirect, were supported by
some form of labor timecard or job
ticket and other payroll and payment
records. To this extent the survey
showed & gcncrnl lmil'ormity in types of
cost records in use by contractors,

The area in which contractors’ cost
records were found to differ was in the
summary records prepared from the
above source . Jocumeats, Reports: for
management summarize? material, la-
bor, and overhead costs in mauny forms,
Tor example, labor cos*s wers summa.
rized by contract, work package, labor
classification, or whatever other form
was required by managen..int or the
customer.
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As shown below, several types of cost
syetems were found among the 45

contractors;
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There was littla relationship between the
type of cost accounting system and the
type of summary or report-type records
available,

During the survey emphasis was di.
rected to the following:

—Adequacy of contractor cost ac-
counting records for the calcula-
tion of cost of nerformance,

~—Identification of costs by contract,
line item, and change order,

—Inclusion in contractor records of
the information zequired for pric.

ing reviews,
—~Comparability of proposal costs
with incurrcd costs,

Each of these points is comniented upon

Lelow,

Calculation of Cost of Performance

From the results of our inquiries, wa
classified the adequacy of contractor
cost accounting records for the calcula.
tion of cost performance. (See the table
on the following page.)

Noteworthy is the fact that the con.
tractess whose records were inadequata
wero in the lower sales volume groups
and that more than hslf in the third
group were inadequate,
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The 10 contractors whose yecords
wera inadequate employed a variety of
cost accounting systems and’ practiccs,
but there was little correlution of the
type of system with the type of product
or the volume of Government sales,

Of the 10 inadequate accounting sys. .

tems, two did provida for the recording
of coats by contractor or job order, hut
neither of the two contractors effec.
tively administered its system, For those
contractors who employed other than
a job ordar system, our conclusions
that sufficient data were not available
were based on overall ‘aspects of the
systems or practices, For exampie, one
conlractor’s costs were recorded by de.
partment; as a result, costs applicable
to Government wark were not identifi-
able to specific contracls or products,
Two small contractors who had no cost
systems maintained only records re-
quived for basic financial requirements
and operating statements,

Overall, the survey results suggest
that the nonavailability of sufficient
summary data to provide cost of per-
formance by contract may be limited to
telatively small companiss having a low
volume or percentage of Government
sales. Howiver, the aggregate of their
primoe and s:2bcontract sales to the Gov-
ernment {s tikely to be quite substantiul
even though the relatively small sizo of

the individual contracts may generally
exempt their records from any critical
scrutiny to deterinine the huca for
pricing,

The larger defense conlw.ton segre-
gale costs in such a manner that sum-
mary data related to overall costs of
performance are readily available, They
maintain not only source documents but
also summaries that identify, in one for-
mat or another, costs ussociated with
total contractual effort. However, in
only a relatively few cases are contract
costs segregated as b-tween basic con.
tract costs and ‘weparately negotiated
moditications to the contract. These
contractors, who receive a large per-
~antage of the defense procurement
dollars, already hnve, in effect, stand-
ards of their own for summarizing
costs,

'The reason or reasons for this differ-
ence in recordkeeping between largs
and small contrazcors were not devel-
oped in depth during this survey, In the
case of the smaller contractor, however,
it appears that management is more
close'y assoclated with production and
other aspects of operallons' thus there
is less need lor recoris to provide a cost
control or a reporting system. Con.
versely, the larger contractor whose
managerent is possibly three or four
echelons removed from operations finds
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that a comprehensive reporting system
i3 esaential 753 the assembly of data for
informed decisions,

A contractor whose involvereat Is
‘ stbstanthil in elther Government of
commercial work, or both, develops and
vecords sipnificant cost accounting data
brecause they are needed for effictive
uerations, With respect to inadequate
records, the most critically affected
glusp of Government contractors may
tre expocied to be thoss who have out-
gXown the nersonalized ontrol possible
inthe um’.l enterprise but have not yet
adopted Ihe sophisticated reporting

Tugtices, that are indispensable when
respezaibility must b delegated, The
adyerss effect on the contractor will, to
some extent, almost always be passed on
to the Government,

Although summary data related to
cot of performance of tho smaller
conlractors may not be available or
readily assembled, and the volume of
fransactions jnvolved might seem to
liznjt the significance of this problem

ares, the facts, if available, might well

shaoy that this is not tha case, Reviews
mads by the GAO Philadylphia
Reglonal Office have disclosed indica.
fions of significant overpricing which
were not yeported because of the inad-
eguacy of documentation available to
G.AQ fiom existing accounting records.
Om the other hand, we have scen in.
stances where failure to summarize cost
dests ir. the normal course of operations
hea caused contractors to be unaware
of or to ovrrlook costs that would be
scceptableln price negotiations,

With respect to coniractor records
providing cost of performance, we
made determinations as to adequacy on
the basls of contractor definitions and
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procedures, However, from the suryey
it appeays that the problem is not oriy
whether records are available by wh.ich
a contractor's interpretation of cfet of
performance can be evaluated, but also
whether the varjous (reatments ein-
ployed by contractors yiela uniform
and meaningful cost determinations.

Kentification of Costs by Contract,
Line Rem, and Change Order

We found that contractors whose
accounting records permit a calculation
of cost of performance generally pro.
vide for identification of cost by con-
tract, The survey, however, indicated
instances where adequate determina.
tions of cost of performance could be
made even though costs were not re.
corded by contract, Typical of such a
situation is one in which a contractor
with a process or product line cost
system has records that require only the
establishment of individual contract
production cutoff points to identify the
shop costs related to a contract. Appli-
cable general and adminisirative and
other casts could then be allocated.,

Both large and small contractors
tended to minimize the need for cost
reporting systems refined to the point
of associating incurred costs to line
jtems or change orders, Although the
reasons for minimizing such refine.
ments in their costs systems were not
developed as a part of this survey, we
believe they represent the difference
between satisfying the recognized needs
of company management and the
Government in the identification of
costy,

The identificaticn of cost by line item
or change order Is, nevertheless, neces-
sary in certzin instances. For example,
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contractors’ claims against the Govein-
ment occur with some frequency and a
reasonably precise identification of cost
is neceasary if an equitable scitlement
is to be achieved. In addition, congres.
sional inquiries regarding contract
overgyns may request an jdentification
of cost not only by contract but also by
items' procured under the contract, Al:
s0, the segregation of cost by line jtem
and/or change order generally pro-
vides a better basis for identifying pro-
curement and/or production weak-
nesses, All in all, it would seem that such
a desirabla refinement of costs has de-
pended primarily on a company's view
as to whether the value to management
exceeded the added coat,

Tho Defense Cuntract Audit Agency
and rontractizy officers are conlinually
required to make pricing decisions that
rest on the reasonableness and validity
of contract costs, In addition the Armed
Services Board of Contract Appeals,
the GAG, and the Federal courls are
from time to time involved in efforls
which require delermination of the
reasonableness or equitability of con.
tract costs, The fact that such reviews
may be necessary makes difficult any
persuasive argument for denying the
need for records to be kept in such a
manner as to permit identification,
when necessary, of cost by significant
line flem and/or change order, espe-
cially for the larger procurements,

Information Required for
Pricing Reviews

Reviews of pricing proposals could
not bo effectively performed at the
plants of several relatively small con.
tractora. Comparisons of propozal costs
with costs of performance for these
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contractors could not be made bocause
data related to cost of performance
were not recorded by conlracl. line
item, or change order to pe:mit com-
parison with pricing proposals, As in-
dicated preyiously, individual instances
of such a condition may not be signifi.
cant in respect to possible adverse con-

tract pricing.) Howaver, the author be-

lieves that in the uggregate a significant
number of Government procurements
and contracling entitics are seldom sub-.
jected to the restraints provided by in-
dependent reviews of pricing and pric-
ing practices,

For the larger conlmctors, historical
cost data were considered generally ad-
equate for pricing reviews, It was noted
that contractor records generally were
retained for a sufficient period to satisfy
any postaward audit requirements,

Comparison of Pronosed and
Incurred Costs

Not all desirable compariwns of pro-
posed and incurred costs could be made
readily for 20 of tha 45 contraclors
surveyed, For some of these contrac.
tors, summaries of cost of performance
were not available; for others, certain
comparisons could not be made for
reasons such as the commingling of
basic contract costs and change order
costs, The deficlencles here concerned
the smaller ' zontractors and contracts,
We feel that 'a close line of reference
should exist between the classifications
of proposed costs and actual costs.

The inability to make a reasonable
comparison appears to be the result of
a lack of similarity between estimating
and accounting systems, Although such
comparisons may not provide a total
measuro of a contractor's efficiency,
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reliability, or overall technical capa.
, bility, they do provide a common hasis
. for evaluating the performance of a con.
' tract, procurement decisions, and/or
t the effectiveness of operations by con-
tractor officials as well as by those Gov.
srnment representatives with related re-
sponsibilities,

The degree to which contract costs
should be segregated depends upon the
specific circumstances involved, A clear
relationship between line item costs on
a proposal and the costs subsequenily
recorded for the contract should be
evident, Where this relationship is not
evident, the identification of costs by
contract and cost element should be
the minimum requirement for cost pres.
entation, With respect lo the recording
of such data, regulations or staudards
could provide fur specific contractual
agreement on the identification of costs
by change order whenever practicable
and necessary, In many instances, the
segregation of change order costs may
be neither feasible nor economical, In
such instances, contractors might be
required to satisfy Government pro-
curement officlals, generally in ndvance
of performance, as to why cosis of
chango orders cannot or should not be
identified,

Improvement in the auditability of
proposals and performance data for
any desired review, including those for
postaward audit or contract pricing
purposes, depends largely on improve-
ment in estimating and cost accounting
systems and a corresponding improve-
ment in the relationship Letween these
syslems,

CONTRACTORS' COST RECORDS

Concluding Comments

As mentioned previously, the direc.
tion taken in this inquiry was to gather
information on the kinds of records
kept by defense contractors and the ade-
quacy of the records for examinations
made by the Comptroller General, All
of the 45 contractors surveyed main.
tained basic transaction records, From
that point their accounting summations
ranged from simple operating state-
ments prepared on an enterprise hasis
to highly sophisticated siatements pre-
pared in great detail on a division,
plant, contract, task, product, process,
or other basis,

The existence of a wide variety of sys-
temized cost controls certainly is no
surprize to the accountant with broad
commercial or Government experience,
Correspondingly, it should he no great
surprise to find inconsistencies among
contructors as to what should be the
nature of any selecled cost accounting
principles to be applied in the identifi.
calion, classification, and control of
costs, Cost control systems, whalever
their form, can be guided by broadly
defined cost accounting standards, when
established, generally without radically
changing present systems or attempting
to introduce uniform systems, Existing
cost controls provide a valuabls fund
of information on procedures and sys-
tems which could serve as a framework
for the development and application of
sound cost accounting standurds that
will gain general acceplance,





