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The new audit and accounting guide
is applicable to 1991 audits

Revisions in the
Audits of Federal

Government Contractors

By Robert A. Esernio, Jr., Robert A. Dyson and Harriet Coorssen

The rules and regulations applying to
government contracts seem like a gi-
ant maze to the newcomer to this
work. The new AICPA guide captures
the essence of the required knowledge
needed by a CPA in this work and
Drovides references to more detailed
instructions.

n 1990, the AICPA issued an audit
and accounting guide, Audits of Fed-
. eral Government Contractors. The
88 guide replaced the industry audit
guide, Audits of Government Contrac-
tors, which was originally issued in 1975
and subsequently enhanced in 1981 by
SOP 81-1, “Accounting for Performance
of Construction-Type and Certain Pro-
duction-Type Contracts.” The guide ap-
plies to audits of financial statements of
entities providing goods and services to
the federal government or their subcon-
tractors. It reflects changes resulting
from the accounting and auditing pro-
nouncements and federal statutes and
regulations issued since 1975.

The objectives of the guide are to
provide both a general background of
the federal government contracts envi-
ronment and practical guidance regard-
ing accounting, auditing, and financial
reporting for federal contractors. It de-
scribes relevant federal regulations and
associated business and operating risks
and describes the prevalent practices in
applying professional accounting and

auditing pronouncements and SEC reg-
ulations to government contractors. And
if more information is needed, the guide
contains an annotated bibliography of
selected books, periodicals, and manuals
useful in obtaining additional under-
standing of government contracting,
keeping abreast of current develop-
ments, and researching specific issues.

The federal contract sector has be-
come more complex with the passage of
new laws and regulations. The guide
reflects that growing complexity by pro-
viding a more complete description of
Federal Acquisitions Regulations (FAR)
that include FAR supplements, Cost Ac-
counting Standards Board pronounce-
ments (CAS), cost principles, definitions
of cost allowability, changes in cost ac-
counting practices, and cost estimation.
In addition, the guide discusses supple-
mental acquisition regulations issued by
various government agencies and circu-
lars issued by the Office of Management
and Budget which supplement and im-
plement FAR. Finally, the guide de-
scribes  defective pricing, contract
claims, terminations, and suspension
and debarment. The guide, however,
presents only a general description of
these matters and practitioners and in-
dustry accountants are advised to refer
directly to FAR and other publications
listed in the guide’s bibliography in or-
der to keep current or to research spe-
cific situations.

USING THE GUIDE

The guide is a mini-course in contract-
ing with the federal government. It ex-
plains what it means to do business with
one of the world’s largest purchasers of
goods and services. The guide alerts the
CPA to the unique circumstances present
when a business entity decides to con-
tract with a sovereign power that “con-
ducts its procurement activities under
specific laws and implementing regula-
tions.”

Chapter 1, “Contract Procurement Pro-
cess,” provides general background on
how the federal government contracts
for goods and services. Some it buys off
the shelf, just as many other customers.
Frequently, however, the federal govern-
ment will be the only purchaser and
there will be no market to establish
prices or foster competition. Accord-
ingly, the federal government must in-
troduce procedures to insurequality at a
reasonable price. The auditor must un-
derstand these procedures.

Chapter 2, “Federal Acquisition Legis-
lation and Regulations,” provides the
background for the auditor to under-
stand the laws and regulations that must
be considered in designing the audit of a
federal contractor. It explains the role of
FARs and the cost principles that must be
followed in accounting for federal gov-
ernment contracts. The auditor is made
aware of the fact that there are differ-
ences between GAAP and FAR and CAS
requirements.
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FINANCIAL REPORTING
CONSIDERATIONS

Chapter 3 of the guide presents ac-
counting and financial reporting matters
pertaining to federal contracts. Although
generally updating the previous guide to
incorporate recent FASB pronounce-
ments, the guide does present additional
guidance on matters unique to the fed-
eral contract area regarding accounting
changes, certain research and develop-
ment expenditures, program account-
ing, contingencies, disclosures, and cash
flow statements.

Accounting Changes

The guide provides two methods of ap-
plying APBO 20, “Accounting Changes,” to
federal contractors. The first concerns a
change in method of accounting from com-
pleted contract to percentage of comple-
tion, or vice versa. According to the guide,
this change requires the retroactive appli-
cation of the new accounting principle by
restating prior period financial statements
in accordance with APBO 20, paragraph 27.

the contractor and government
agree to share the estimated
costs and anticipated benefits of
certain research and
development activities.

The second concerns changes in the
application of an accounting policy, such
as the basis of measuring progress in the
percentage of completion method from
“cost to cost” to “units of delivery,” that
is accounted for as a change in account-
ing principles in accordance with APBO
20, paragraphs 19 to 22. Under this
method, financial statements for prior
periods included for comparative pur-
poses would be presented as previously
reported and the cumulative effect of
changing to the new accounting princi-
ple would be included in net income of
the period of the change.

Fixed-Price Best-Efforts R&D
Cost Sharing Arrangements

The guide provides guidance on ac-
counting for and disclosing arrange-
ments where the contractor and govern-
ment agree to share the estimated costs
and anticipated benefits of certain re-
search and development (R&D) activi-
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ties. In particular, the guide sets forth the
conditions under which certain activities
qualify as other than R&D contracts. In
these arrangements, the contractor is
obligated to perform on a best efforts
basis to achieve agreed upon objectives
in return for partial reimbursement of
costs and sharing the rights of the R&D
results with the government. In general,
the government is expected to be the
sole or principal customer of any prod-
ucts developed as a result of these ar-
rangements.

Program Accounting

Program accounting concerns the
deferral of certain project costs, ordi-
narily recognized as period expenses, in
anticipation of potential revenues from
future new or expanded contracts. The
guide does not consider program ac-
counting appropriate in accounting for
government contracts and subcontracts
except in very limited applications, such
as major commercial aircraft production,
which is sold to both commercial and
governmental customers.

Contingencies

The guide emphasizes that contingen-
cies should be disclosed, when appro-
priate, in accordance with SFAS 5, and
provides several examples of situations
and types of information requiring dis-
closure. These situations include un-
usual or infrequent contract price adjust-
ments, provisions for loss, substantial
incentive income, significant claims rev-
enues, and significant problems encoun-
tered in the performance of contracts
materially affecting operations. For ex-
ample, the guide requires expensing
costs in excess of the level permitted by
the contract, unless the facts and circum-
stances require the classification of these
costs as assets. In addition, the guide
notes that the government is claiming
rights to excess plan assets of termi-
nated, overfunded pension plans when
earlier government reimbursements
funded or partially funded the plan.

Financial Statement Disclosures

The guide presents reporting and dis-
closure practices unique to federal con-
tractors while, at the same time, noting
that financial statement reporting and
disclosure requirements of federal con-
tractors generally do not differ from the
requirements for other business enter-
prises.

Pertaining to the recognition of con-
tract revenue, the guide requires the
disclosure of the methods of measuring
the extent of progress toward comple-
tion when the percentage of completion
method is applied or the specific criteria
used to determine when a contract is
substantially complete when the com-
pleted contract method is applied.

... interest capitalization is not
necessary if the contract costs
are billed and collected
currently.

The guide also discusses the require-
ment that information about the contrac-
tor’s major customers be disclosed. SFAS
30, “Disclosure of Information about
Major Customers,” requires public com-
panies to disclose the fact that 10% or
more of its revenue is derived from sales
to any single customer and the amount
of revenue from each such customer. In
applying this rule to federal contractors,
the guide considers the federal govern-
ment as one customer.

Interest Capitalization

The guide supports the predominant
practice among federal contractors of
not capitalizing interest when applying
the percentage of completion method
on long-term government contracts. It
reasons that the manufacture of the
products under the contract are em-
ployed in the earnings process and,
therefore, under SFAS 34, need not in-
clude capitalized interest. In addition,
interest capitalization may not be neces-
sary if the contract costs are billed and
collected currently.

Cash Flow Statements

The guide indicates that federal con-
tractors should present the form and
content of the statement of cash flows in
a manner similar to other business en-
terprises, with some differences reflect-
ing the federal contract environment.
Progress and advance payments received
on contracts should be reported at gross,
regardless of whether those payments
have been applied against unbilled con-
tract receivables or accumulated costs of
contracts in progress in the balance
sheet. Contractors using the direct
method in reporting cash flows should
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present progress and advance payments
received on contracts, if significant, as a
separate class of cash receipts from op-
erating activities. Those using the indi-
rect method should show progress and
advance payments, if significant, as a
separate adjustment in reconciling net
income to cash provided for operating
activities. Contractors accounting for
progress and advance payments as bor-
rowings should report such amounts as
cash received from financing activities.

Other Matters

The guide also provides new guidance
on the following:
B Contract Incentives. It requires a
reasonable estimate of revenue resulting
from contract incentives to be included
in total estimated revenues when apply-
ing the percentage of completion
method. If a contractor cannot reason-
ably predict whether performance tar-
gets will be met, then such revenue
should be excluded from total estimated
revenues.
B Contract Cost Estimates. It notes that
estimating total contract costs is a com-
plex process requiring the participation
of financial, engineering, manufacturing,
and other technical departments. Con-
tract cost estimates change due to con-
tract. modifications, productivity gains,
unanticipated technical problems, and
additional information. Because of these
changes, contract cost estimates should
be reviewed and updated regularly over
the period of contract performance. The
effects of changes in estimates should be
accounted for by using the “cumulative
catch-up” method, in which the entire
revision is recognized in the period of
change. As a result, the balance sheet at
the end of the period that the change
occurred should reflect the accounting
information as if the revised estimate
had been applied since the beginning of
the contract period.
8 Other Contracts, Arrangements, and
Related Accounting Considerations, As
a general rule, revenues and costs
should include all items for which the
contractor has an associated risk, includ-
ing materials and equipment either fur-
nished by the government or that which
the contractor is required to purchase as
an agent of the government. The guide
recommends excluding these material
and equipment costs or subcontract
costs from sales and cost of sales, even

those included in the contract price, if
they represent such a substantial amount
in relation to the contractor’s other per-
formance costs that their inclusion might
significantly distort the contractor’s vol-
ume of activity. Excluded costs should
be reported in a manner consistent with
the terms of the contract. If such costs
are excluded from sales and cost of
sales, the general nature of the related
transactions, if material, and the account-
ing policy applied to them, should be
disclosed in the notes to the financial
statements.

B Inventories and Partial Payments
The predominant practice among fed-
eral contractors provides that progress
payments received on fixed-price con-
tracts are usually applied first to amounts
carried in unbilled receivables, with any
remainder applied to accumulated costs
of contracts in progress (inventories).

... the guide does bighlight
those matters unique to the
federal contract environment.

This is based on the view that legal title
to the related inventories vests with the
government on the contractor’s receipt
of progress payments. However, some
contractors believe that the standard
progress payment clause entitles the
government only to a lien or secured
interest in the related inventory and
therefore should be accounted for as a
financing transaction.

AUDITING CONSIDERATIONS

Chapter 4 provides guidance to inde-
pendent auditors in performing audits of
financial statements of federal contrac-
tors. The guide presents considerations
necessary in performing an audit of a
federal contractor, including those appli-
cable to any audit performed in accor-
dance with GAAS, while emphasizing
matters unique to the federal contract
environment. A discussion of those mat-
ters unique to the federal contract envi-
ronment, particularly those pertaining to
planning and applying SAS 55, “Consid-
eration of Internal Control Structure in a
Financial Statement Audit,” follows.

Planning
SAS 22, “Planning and Supervision,”
requires the auditor to consider matters

relating to the contractor’s industry and
business in planning the audit. The
guide presents the following character-
istics of the federal contract industry:
W Cost-based pricing, which provides
for reimbursement of allowable costs;
B Reliable payment of appropriate bill-
ing;
B Financing in the form of advance
payments and progress billings;
B Government audit and other over-
sight of the contractor’s operations that
often provide recommendations for
avoiding costs. Audits by government
agencies may result in disputes over
allowable costs whose resolution is
sometimes delayed. The resulting uncer-
tainty of recovering disputed costs
should be addressed in the audit and be
accounted for in accordance with SFAS
5;
B Risk of allegations of defective pric-
ing if the contractor fails to submit cur-
rent, accurate, and complete costs or
pricing data, or cost mischarging leading
to loss of contracts, suspension and dis-
barment, loss of reputation, or criminal
penalties assessed against both the con-
tractor and management. This includes
both the intentional and unintentional
improper allocation of costs between
individual and different types of con-
tracts;
B Risk of disallowance of incurred costs
that result in reduced revenues;
B Risk of cash flow deficiencies if prog-
ress payments are withheld by the gov-
ernment or retentions are increased be-
cause of disputes with the government,
noncompliance with regulations, or
other problems;
B Risk of contract losses if the contrac-
tor is unable to meet its contractual
obligations regarding the design or man-
ufacture of complex or state-of-the-art
products.
8 Risk of unrealizable investments in
equipment and facilities and a general
reduction in business activity resulting
from changes in government programs
and funding policies, as opposed to gen-
eral economic conditions;
M Risks relating to excess or obsolete
stock are usually less than other com-
mercial enterprises experiences; and
B Risk of unilateral contract changes or
claims affecting revenues.

The guide also presents the following
additional matters to be considered by
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the auditor when obtaining an under-
standing of the federal contractor’s bus-
iness:

B The contractor’s products and serv-
ices, including the relationship of those
products and services to major federal
procurement programs;

B The mix of government and commer-
cial business;

B The government agencies represent-
ing the contractor’s customers;

B The methods of obtaining contracts;
B The types of contracts, i.e., firm fixed-
price, fixed-price incentive, and cost-
plus-fixed-fee;

B The key information on significant
contracts, including the government
agency or department administering the
contract; the type of contract; contract
price; revenues, costs, and profivloss
recognized to date; estimated revenues,
costs, and profitloss at completion; and
incentive, escalation, or other relevant
contract provisions;

B The significant government regula-
tions governing contract accounting,
such as FAR, FAR supplements, and CAS;
B The contractor’s contract backlog;

B The Cost Accounting Standards Board
Disclosure Statement and revisions; and
B The litigation, claims, and disputes
with the government.

Consideration of the Internal
Control Structure

In planning the audit, the auditor
should obtain a sufficient understanding
of each of the three elements of a con-
tractor’s internal control structure.
These elements are the control environ-
ment, the accounting system, and the
control procedures. The control envi-
ronment reflects the overall attitude,
awareness, and actions of the board of
directors, management, owners, and
others concerning the importance of
control and its emphasis in the entity.
The accounting system consists of the
methods and records established to
identify, classify, and report an entity’s
transactions and to maintain accountabil-
ity for an entity’s assets and liabilities.
Control procedures are those policies
and procedures in addition to the con-
trol environment and accounting system
that are established to provide reason-
able assurance that specific objectives
are achieved.
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After obtaining an understanding of
the internal control structure, the audi-
tor assesses control and inherent risk
and determines detection risk. The
guide adopts the standard definitions of
these risks, as follows:

B Control Risk The risk that a material
misstatement that could occur in a finan-
cial statement assertion will not be pre-
vented or detected on a timely basis by

the contractor’s internal control struc-
ture policies and procedures.

B Inberent Risk The susceptibility of
an assertion to material misstatement
assuming there are no related internal
control structure policies and proce-
dures.

B Detection Risk. The risk that the au-
ditor will not detect a material misstate-
ment that exists in an assertion.

There’s a lot we can do
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The guide applies SAS 55 in a manner
consistent with its application to a com-
mercial enterprise. The auditor assesses
control risk in terms of financial state-
ment assertions by evaluating the effec-
tiveness of the internal control structure
in preventing or detecting material mis-
statements in the financial statements.

Failure to identify changes and
segregate related costs exposes
the contractor to delay and not
recovering costs.

Based on the assessed level of control
risk and inherent risk, the auditor deter-
mines the acceptable level of detection
risk, which is then used to determine the
nature, timing, and extent of the auditing
procedures to be used to detect material
misstatements in the financial state-
ments. Although this approach is fairly
consistent with a commercial enterprise,
the guide does highlight those matters
unique to the federal contract environ-
ment.

All of the considerations discussed
hereinafter address the risk of material
misstatement of financial reporting. The
need for proper reporting is enhanced
by risks inherent to the federal contract
environment, such as those related to
allegations of defective pricing due to
the failure to submit current, accurate,
and complete data; cost mischarging re-
sulting in the disallowance of incurred
costs; and cash flow deficiencies result-
ing from disputes with the government
or noncompliance with regulations.

Consideration of the Control
Environment

As in all entities, the management of a
federal contractor is responsible for
maintaining an effective internal control
structure. However, two elements of the
control environment, management’s
philosophy and operating style and ex-
ternal influences over the contractor,
contain considerations unique to federal
contractors. Management's philosophy
and operating style concern its approach
to taking and monitoring business risks,
its attitudes and actions towards financial
reporting and its emphasis on meeting
financial operating goals. Management’s
commitment to maintaining an effective
internal control structure is a significant
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factor in obtaining assurance that con-
trols operate effectively and that errors
and irregularities material to the finan-
cial statements are prevented, or, at a
minimum, detected and corrected on a
timely basis. The size of many federal
contracts and complexity of applicable
federal regulations make the establish-
ment of an adequate internal control
structure imperative to avoid disputes
and other risks related to pricing and
compliance. A second factor concerns
external influences over the contractor,
such as the regulations and government
oversight inherent to the federal con-
tract environment. The regulations and
oversight increase the probability that
improper reporting will be detected ei-
ther by the independent auditors or
government oversight personnel.

Consideration of the Accounting
System and Control Procedures

In considering the accounting system
and control procedures, the auditor
should address the following, which the
guide considers to be particularly im-
portant elements of a federal contrac-
tor’s internal control structure.

Monitor Compliance with Govern-
ment Procurement Regulations. The
system should provide reasonable assur-
ance that the contractor is complying
with applicable regulations and provide
the ability to identify and respond to
changes in those regulations. All federal
contractors are required to comply with
FAR and certain FAR supplements, which
include a detailed set of cost principles.
In addition, contractors with substantial
business with the government are gen-
erally required to comply with CAS. Con-
tractors not required to comply with
those standards may use CAS as non-
authoritative guidance in cost account-
ing matters. .

Estimating Systems and Proposal
Preparation Practices. Failure to main-
tain adequate controls over developing
cost estimates used in contract proposals
exposes management to the risk of in-
curring losses on contracts if the pro-
posed costs are estimated too low. The
contractor should have a system in place
that produces these estimates and iden-
tifies the sources of factual information
used to develop such estimates and as-
sures that these sources are approved by
management.

Contract Cost Accounting Practices.
The information on contract-cost rec-
ords is used for such functions as con-
trolling costs, evaluating the status and
profitability of individual contracts, and
preparing customer billings. These rec-
ords also provide information used in
the periodic detailed cost reports sub-
mitted to management and federal and
contractor project managers. In addition
to the risks associated with improper
financial reporting discussed above,
these controls also provide assurance
that all allowable costs are billed,
thereby reducing the risk that the con-
tractor does not recover all allowable
contract costs.

Contract-Revenue Recognition Prac-
tices. Contract revenues are generally
related to the applicable contractual
terms. This is particularly true of cost-
reimbursement contracts. As a result of
this relationship between costs and rev-
enues, these controls should be related
to those pertaining to contract costs and
compliance with government regula-
tions, such as the cost principles out-
lined in FAR and CAS.

... government is claiming
rights to excess plan assets of
terminated, overfunded pension
Pplans.

Billing Procedures. The federal con-
tractor should maintain adequate con-
trols that provide assurance that the
method of billing is in accordance with
the specific contract terms and is re-
viewed and approved by an appropriate
level of management. This is achieved by
providing personnel responsible for
billing with adequate training in applica-
ble regulations, such as CAS and FAR
part 32, “Contract Financing,” which
presents the record-keeping and report-
ing requirements pertaining to advance
and progress payments. In addition, the
controls should provide assurance that
personnel responsible for billing re-
ceive timely and accurate billing-related
information, as discussed under contract
cost and revenue recognition practices.

Change Order Identification, Pricing,
and Reporting. Federal contractors
should have adequate controls to iden-
tify, negotiate, and process various
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change orders so to address the fre-
quency of change orders and the strict
regulations governing price adjustments.
Although the government acknowledges
both the change and the price adjust-
ment in instances of formal change or-
ders, such acknowledgement does not
always accompany less formal changes,
which are called constructive change
orders. Failure to identify constructive
changes and segregate the related costs
exposes the contractor to the risks of
incurring delay and disruption costs and
not recovering costs incurred in per-
forming the additional work.

Claims Processing and Reporting.
Claims may arise from disputes, such as
those over change orders or construc-
tive change orders, and may have an
effect on the ultimate profitability of a
contract. Therefore, a federal contractor
should have adequate controls that pro-
vide reasonable assurance that potential
claims are identified on a timely basis,
related costs are documented and segre-
gated, and the government is notified of
the claims in a timely fashion.

Inventory Costing and Control. Or-
dinarily, the contractor need not imple-
ment additional controls on inventory as
government inventory poses no special
risks. Indeed, the risk of inventory obso-
lescence related to federal contracts is
less than that in ordinary commercial
contracts as the nature of most govern-
ment contracts results in the recovery of
allowable costs. However, appropriate
controls should be maintained if the
contractor uses a borrow/pavback svs-
tem, in which inventory is transferred
between contracts, in order to obtain
assurance that inventory is transferred
with the appropriate government ap-
provals and contracts are properly
charged in the transfer.

Government-Furnisbhed Property. The
contractor should have adequate con-
trols designed to safeguard government-
furnished assets and to avoid charging
this property to contracts and including
it in the contractor’s assets for financial
reporting purposes.

Cost Aspects of Related Party and
Inter-Organizational Transfers. In gen-
eral, the purpose of controls over these
transfers should ensure their proper re-
cording, which is ordinarily based on
cost for both government contracting
and financial reporting purposes. The
controls, however, should address the
limited exceptions permitted by FAR.

Illegal Acts. Auditors should be aware
that federal contractors may be subject
to more laws and regulations than other
commercial clients when applying SAS
54, “Illegal Acts by Client.” For example,
contractors are subject to FAR, CAS, and
other laws specifically addressed in the
contract.

‘Substantive Tests

In addition to the guidance pertaining
to planning and internal control struc-
ture matters discussed above, the guide
provides detailed guidance on signifi-
cant substantive tests that the auditor
should consider applving in audits of
federal contractors. These procedures
pertain to:

B Contracts in process;

B Accounts receivable;

8 Progress pavments;

B Property and equipment;

B Contract-related liabilities;

B Government claims;

B CAS Disclosure Statement;

B Independent research and develop-
ment and bid and proposal costs; and
B Classified contracts.

CPAs are advised to refer to the guide
when considering these matters in per-
forming an audit of a federal contractor.

EFFECTIVE DATES

The guide has different effective dates
for its accounting and tinancial reporting
provisions and auditing provisions. It
effectively “grandfathers in” the account-
ing for existing contracts by applving the
accounting and financial reporting pro-
visions to contracts entered into after
December 31, 1990. Its auditing provi-
sions are effective for audits of financial
statements of periods beginning on or
after December 15, 1990. Earlier appli-
cation of all provisions is encouraged.

THE GUIDE AS REFERENCE
TOOL

The guide fulfills the function of a
reference guide in that it directs practi-
tioners and accountants to various pro-
fessional pronouncements, government
laws and regulations, and other publica-
tions useful in addressing and research-
ing specific situations. The guide also
presents accounting, financial reporting
and auditing guidance in addressing the
unique environment of government
contracting. {2
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