


will receive substantial constructive feedback from in-
dustry commentators and may take months (or years)
before being issued as final.

Summary of Changes. Before diving into the good, the
bad, and the ugly, let’s set the stage by reviewing some
key excerpts from the proposed rule.

s ‘‘The Contractor shall provide to the Contracting
Officer and Government auditor within the 6-month pe-
riod following the expiration of the Contractor’s fiscal
year, and annually thereafter, a report regarding com-
pliance with the system criteria. . .as of the end of the
Contractor’s most recent fiscal year.’’ The report must
include disclosure of any significant deficiencies with
‘‘sufficient information for the Government to under-
stand the deficiencies.’’

s ‘‘In the first year in which the Contractor is re-
quired to provide the annual report. . .and every three
years thereafter, or more frequently if directed by the
Contracting Officer,. . .the Contractor’s annual report
shall include an audit report on the Contractor’s CPA’s
examination of the Contractor’s compliance with the
system criteria. . .as of the end of the most recent fiscal
year.’’

— ‘‘The examination shall be performed in accor-
dance with GAGAS [Generally Accepted Government
Auditing Standards] for examination attestation en-
gagements, and the CPA audit report shall include suf-
ficient information regarding any reported significant
deficiencies for the Government to understand the defi-
ciencies.’’

—The CPA firm performing the audit must be ‘‘inde-
pendent and objective with respect to the audited en-
tity’’ and ‘‘qualified to perform the audit.’’

—‘‘If the significant deficiencies were reported in the
Contractor’s annual report, or the Contractor’s CPA au-
dit report, provide the Contractor’s CPA’s opinion re-
garding the effectiveness of the corrective actions.’’

s ‘‘In evaluating the acceptability of the contractor’s
[system], the contracting officer, in consultation with
the Government auditor and functional specialist, if ap-
propriate, shall determine whether the contractor’s
[system] complies with the [DFARS] criteria.’’

s ‘‘The Government auditor shall document find-
ings and recommendations [presumably after reviewing
the contractor’s report and the independent CPA audit
report] in a report to the contracting officer regarding
any identified significant. . .system deficiencies. The re-
port shall describe the deficiencies in sufficient detail to
allow the contracting officer to understand the deficien-
cies.

s ‘‘The Contractor shall provide the Contractor’s
CPA’s audit strategy, risk assessment, and audit plan
(program), upon completion, for the audits required
in. . . this clause, to the cognizant contracting officer
and Government auditor for review if’’ certain thresh-
olds are met.

s ‘‘The Contractor shall maintain and make avail-
able to the Government upon request. . .documentation
to provide reasonable support for [its] assessment;
and. . .information considered in the selection of a
CPA’’

s ‘‘The Contractor shall arrange for Government ac-
cess to the working papers supporting the CPA audit re-

ports. . .and documentation supporting the Contractor’s
CPA’s independence, objectivity and qualifications.’’

s The contractor shall ‘‘make available to the Gov-
ernment, upon request, the results of internal or exter-
nal reviews or monitoring that have been conducted to
ensure compliance with the system criteria.’’ (This spe-
cific requirement was only included in proposed
changes to the estimating and accounting system
clauses)

s ‘‘If the Contracting Officer determines that the
Contractor’s business system contains significant defi-
ciencies or that the contractor has failed to comply with
the applicable reporting and audit requirements, the fi-
nal determination will include a notice to withhold pay-
ments.’’

The Good. On the surface, the proposed changes ap-
pear laudable for removing DCAA as the primary audi-
tor of defense contractor accounting, cost estimating,
and MMAS systems. Many contractors will rejoice after
years of struggling through or waiting to have a DCAA
business system audit. Contractors will now be able to
select, hire, and fire independent auditors based on
their own evaluation criteria and needs. The objectivity
and professional judgment of qualified CPAs will be a
welcome change for many contractors. Client service
and cooperative problem solving (as opposed to prob-
lem spotting) will now be an essential element of the
business system audit.

Allowing contractors to obtain independent business
system audits will ultimately expand industry-wide au-
dit capacity as DCAA addresses its other priorities. We
expect audit quality and timeliness to improve along
with the overall audit process. A larger pool of auditors
will also help contractors achieve compliant systems
and obtain faster system approvals when RFPs make
them a condition of award or significant evaluation fac-
tor (e.g., GSA’s recent OASIS competition).

‘‘Entrusting’’ contractors to monitor their compliance
with DFARS business system criteria using indepen-
dent CPA firms could be a major improvement to the
existing DFARS business system rule if implemented
properly. But there are downsides.

The Bad. When contractors have the luxury of hiring
their own independent CPA firms, they also have the
privilege of paying the bill. In addition to the cost of the
triennial audits of each applicable business system, con-
tractors will incur significant costs to perform and re-
port their annual internal assessments. With these as-
sessments and reports due six months after the end of
the contractor’s fiscal year (the same timeframe in
which contractors prepare annual Final Indirect Cost
Rate Proposals), incremental resources will be neces-
sary to handle the additional workload. On top of this,
contractors will incur significant up-front costs to de-
sign and implement their annual assessment approach
and test plans.

Even more incremental costs will arise if the contrac-
tor’s independent CPA firm identifies and reports one
or more significant deficiencies. The proposed rule re-
quires the CPA firm to further evaluate and issue an
opinion on the effectiveness of the contractor’s correc-
tive actions. Moreover, unless exceptional cases are
better defined, significant costs will result if Contract-
ing Officers compel contractors, as allowed by the
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prosed rule, to obtain independent audits more fre-
quently than the triennial requirement.

Because the costs contractors incur to comply are al-
lowable contract administration expenses, some or all
of them will flow back to the Government via increased
indirect cost reimbursements and/or higher contract
prices (depending on the contractor’s business base and
contract mix). Since DCAA now does less with more (as
is clear from a 10-year trend of its audit statistics), the
overall cost of contracting will increase as a conse-
quence of the proposed rule.

Industry warned the DAR Council of this inevitability
in connection with the original (January 10, 2010) pro-
posed business system rule. Ironically, the DAR Coun-
cil summarily dismissed industry’s concerns by stating
‘‘the rule does not add additional oversight responsibili-
ties onto DCAA and DCMA,’’ ‘‘the increased coopera-
tion between DCAA and DCMA will enable us to em-
ploy audit resources where they are needed,’’ and ‘‘in
the long run, both the contractor’s and Government’s
administrative costs should be reduced with the reli-
ance on efficient contractor business systems.’’ This en-
visioned trend broke just as industry predicted. Maybe
in the ‘‘long run’’ the business system rule will reduce
costs. We are patient and open minded — but skeptical.

Additionally, requiring all affected contractors to si-
multaneously implement annual assessments and inde-
pendent audits will stress market capacity for qualified
CPA firms and drive up costs (at least initially). This is
basic economics. The burden on DOD contractors may
be the tip of the iceberg if the contractor business sys-
tem rule migrates further into the Federal Acquisition
Regulation (FAR) or other agency supplements (as is
the case currently with the Department of Energy FAR
Supplement). The cost of compliance to contractors and
the Government will continue to grow.

The cost and time drag of this rule is much higher
than the obvious costs above. It will likely become a
barrier to entry (or at least a significant disincentive)
for commercial companies, midsize contractors with
few full-CAS-covered contracts, and emerging contrac-
tors seeking to grow beyond their small business status.

This rule also will have an immediate, costly impact
on any contractor with its first Full-CAS-covered con-
tract award. Contractors new to full CAS coverage usu-
ally have a lower risk profile and annual auditable dol-
lar volume and, thus, draw less immediate attention
from DCAA. The new proposed oversight paradigm will
accelerate and amplify the compliance burden on these
contractors during the year of a contractor’s first full-
CAS-covered award. The cost of compliance will also
asymmetrically impact the government contracting
community below the largest tier of contractors, in turn
adversely impacting the competitive landscape. Con-
tractors currently facing a stagnant or declining busi-
ness base won’t relish the additional cost burdens.

For sure, there is a cost of business system oversight
regardless of whether this rule becomes final in its cur-
rent or modified form. Either the contracting commu-
nity will bear the cost directly (and the Government in-
directly), or the Government will bear the cost directly.
If the Government bears the cost by expanding DCAA’s
capacity, then contractors will forego both the bad –
and the good – offered by this proposed rule. Perhaps
industry’s comments will be heeded by the DAR Coun-
cil and the final rule will mitigate some of the bad while

preserving the good. But the DAR Council must resolve
more than just the bad aspects of this proposed rule.

The Ugly. The most egregious irony in the proposed
rule is embodied in its stated purpose: ‘‘to entrust con-
tractors with the capability to demonstrate compliance
with DFARS system criteria.’’ Merriam-Webster defines
the word ‘‘entrust’’ as ‘‘to give someone the responsibil-
ity of doing something.’’ So, purportedly, the rule will
give business system oversight responsibility to the con-
tractor (based on self-assessments and CPA audits).
Simply not so.

The proposed rule requires DCAA (i.e., ‘‘the Govern-
ment auditor’’) to meddle in the affairs of both the con-
tractor and the independent CPA firm both before and
after each contractor internal assessment and triennial
(or more frequent) independent audit. Thus, the rule re-
ally doesn’t entrust contractors or independent CPA
firms with anything. DCAA is tasked to review the inde-
pendent CPA’s audit strategy, risk assessments, and au-
dit plans prior to the audit. Once the independent CPA
firm completes its audit, DCAA is further required to re-
view the audit report (including the audit firm’s work
papers at the Government’s discretion) and report any
‘‘findings and recommendations’’ to the Contracting Of-
ficer. In so doing, DCAA must also consider its other
audit activity at the contractor (which DCAA is not re-
quired under this rule to disclose to the independent
CPA). DCAA may also review, at the Government’s
pleasure, the CPA firm’s qualifications and the contrac-
tor’s documentation regarding the CPA firm’s indepen-
dence and objectivity. Call us skeptical, but we just
don’t see how this process will be harmonious, efficient,
or effective.

DCAA will be a third layer of checkers – presumably
to make sure the contractor’s checkers have checked
everything that contractor management checked.
Nearly every other regulatory body entrusts indepen-
dent CPA firms to audit and report on the financial and
internal control representations of commercial compa-
nies across the world. We cannot reconcile why DOD is
reluctant to impart that same trust on independent CPA
firms given the relatively uncomplicated (albeit often
subjective) DFARS business system criteria.

We are further perplexed that DOD apparently be-
lieves DCAA has sufficient capacity and capability to
perform its obligations under this rule consistently and
timely. The proposed rule contains no criteria or stan-
dards upon which DCAA must perform its various re-
views. Perhaps this will be worked out after the rule be-
comes final. Additionally, a contractor’s failure to sub-
mit an independent CPA report within six months of its
fiscal year end results in a significant deficiency subject
to contract payment withholding; however, there is no
requirement to compel DCAA to act timely. This is sim-
ply assumed. Perhaps DCAA’s poor track record in this
regard, as reported annually to Congress, is not a pre-
dictor of future results. Furthermore, there is no provi-
sion for automatic contractor reporting extensions
when DCAA acts untimely, which seems unfair.

Other ugly nuances begin to emerge when reflecting
on how this proposed rule might work in practice. For
example:

s How will independent CPAs and DCAA reconcile
their respective interpretations of ‘‘significant’’ and
‘‘material’’? These audit organizations have very differ-
ent professional perspectives.
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s What happens if DCAA disqualifies an indepen-
dent CPA firm after the independent audit report is is-
sued or during the CPA’s fieldwork? The rule allows
DCAA to review CPA firm qualifications at any time
and does not provide for any affirmative approval. Dis-
approval appears to be at the full discretion of DCAA.

s What happens if DCAA asserts a significant defi-
ciency in connection with other audit activities to which
both contractor management and its independent audi-
tor disagree? Who does the Contracting Officer believe?

s What happens when DCAA takes issue with an in-
dependent CPA’s audit plan for one contractor but
doesn’t take issue with the CPA’s same plan for another
contractor?

s How will differences between the Government’s
risk assessment and the independent CPA’s risk assess-
ment be resolved? The risk assessment is critical to how
the auditor plans the nature, timing, and extent of its
audit work.

s How many independent CPA firms are suffi-
ciently ‘‘qualified to perform the work’’ with ‘‘current
knowledge and experience of the type of work to be
done’’? Is industry capacity currently sufficient to ad-
dress the initial demand caused by the adoption of this
rule? What happens when a contractor cannot find a
qualified firm to complete its audit within the required
six month period? It may take the accounting industry
many years to develop appropriate capacity of the ‘‘cur-
rent knowledge and experience of the type of work to
be done.’’

s Will independent CPA firms be willing to perform
these audits under these circumstances? With so much

uncertainty, how could they offer a reasonable audit fee
without contractors willing to accept potentially signifi-
cant change orders related to matters outside of the
contractors’ and CPA’s control?

s Will DCAA start to evaluate independent business
system audit fees similar to its employee compensation
audit approach (i.e., where anything more than 10%
above an average is considered ‘‘unreasonable’’)?

We recognize that many of these nuances may not
arise frequently. Many will ultimately be resolved over
time. We also recognize that some cannot be resolved
with regulatory requirements. But one thing is certain:
more than a handful of contractors will experience
these issues and incur a considerable cost to resolve
them. Which contractors will win this unlucky lottery is
a secret that only the future can reveal.

Conclusion. The proposed changes to the DFARS con-
tractor business system rule offer hope for an improved
oversight regime. Many contractors will be willing to
accept the positive attributes of self-surveillance in ex-
change for bearing a reasonable cost. We hope the DAR
Council carefully considers the constructive feedback
and fair warnings offered by industry. We believe the
DAR Council can alleviate most of the downside risks of
this rule by removing DCAA entirely from the process.
If DOD is unwilling do so, then it should seriously con-
sider improving the current status quo rather than pre-
tend it entrusts contractors and independent CPAs with
business system oversight. Stay tuned with fingers
crossed as this new chapter in the DFARS Business Sys-
tem saga unfolds.
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