
In its audit of  Contractor’s 2006 Incurred Cost Proposal
(ICP) DCAA questioned about $127,000 from its pro-
posed overhead pool and $22,000 from its G&A pool.
The areas of  questioned costs consisted of  Contractor’s
bonus paid to its VP of Operations, vehicle lease costs
of three of its officers, travel costs of the President
which included both direct and indirect labor and travel
costs.  The audit report also recommended imposition
of  penalties on certain questioned costs.

VP of Operations Bonus

DCAA Position.  The report questioned a total of
$76,420 of bonus costs paid to the VP of Operations
consisting of $68,000 of overhead pool costs and $8,420
of  G&A costs.  The report not only questioned those
amounts but also recommended Level 1 penalties on
$8,420 of  the questioned costs.  The report cited FAR
31.205-6(f)(1) being the basis for the questioned costs
which states “Awards are paid or accrued under an agree-
ment entered into in good faith between the contractor
and the employees before the services are rendered.”  The
report continues stating “for the bonus to be allowable it
must follow the contractor’s bonus policy and the policy
must be in place prior to services rendered” where Con-
tractor did not have such a policy.  The report states the
auditor examined the VP’s offer letter which had a start
date of  May 1, 2006 and the VP’s incentive bonus which
reads the VP “is eligible for an annual bonus equal to 5

percent of non-DOD revenue.”  DCAA questioned four
months of the computed bonus because the VP was not
an employee until May.

Contractor Response. We disagree that the VP bonus
costs are unallowable and believe the audit report is
attempting to impose conditions on our claimed costs
that are not required by the FAR.  The audit report is
misinterpreting FAR 31.205-6(f)(1)(i) in as much as it
does not require both an agreement and policy be in
place but rather requires either an agreement or policy
be in place.  In addition, the offer letter clearly repre-
sents a good faith agreement between Contractor and
the employee was in place.  Finally, the agreement in
place does not limit the eligibility of the bonus to a
fraction of a year representing less than a full year of
employment – it provides the entire bonus will be paid
in the first year the employee starts with the company
whether or not that is for a full or partial year.

Vehicle Lease Costs

DCAA Position.  The report questioned $42,200 of
vehicle lease payments for the President and two VPs,
citing FAR 31.205-46(a)(1) and FAR 31.201-2(d).  The
questioned amounts represented the difference between
amounts claimed and what they would be entitled to if
they were reimbursed for mileage ($.0465 per mile times
business related miles driven).  The audit report also
recommended Level l penalties be imposed on the
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$5,020 of these costs that were charged to G&A.  The
audit report asserts the President and two VPs were en-
titled only to mileage allowances because the cars were
leased to the President and VPs rather than the com-
pany.  This arrangement made them personal owned ve-
hicles (POVs), not contractor owned, which makes the
costs subject to FAR 31.205-46(a)(2)(i) where the re-
port states “This FAR clause describes allowability and
reasonableness to travel costs if the contractor followed
the Federal Travel Regulation (FTR) for CONUS travel.”

Contractor’s Response.  First, the auditor erroneously
assumes that the government cannot reimburse a con-
tractor for a personal asset that the employee owns.
Neither IRS requirements nor the FAR (we provided
extensive quotations from IRS publications and sev-
eral FAR cost principles) make a distinction between
company-owned versus employee-owned assets where
both deductions and costs charged to the government
can be based on either company or employee owned
assets.  Second, the auditor is incorrectly assuming there
is only one way that a contractor may bill the govern-
ment for use of  a vehicle owned by an employee.  We
do not disagree that a mileage allowance is one way for
the company to bill the government but IRS and FAR
31.205-46(a)(1) provide for two ways – either a mile-
age allowance or the cost of ownership of that asset
(again we quoted from the FAR cost principles cited by
the audit report).  Third, in its allusions to the Federal
Travel Regulation, the audit report references an irrel-
evant set of  rules that apply to government employees
but not to government contractors.  In support of  its
incorrect assertion the contractor is entitled to only
mileage, the report references sections of  the Federal
Travel Regulation.  The auditor apparently does not
know the FTR applies only to government employees
where their applicability to government contractors is
limited to only three areas – combined per diem rates,
definition of meals and incidentals and conditions jus-
tifying payment up to 300% of  per diem rates.  To in-
sist that the FTR provides regulations or any guidance
on when or how much a contractor can charge the gov-
ernment for privately owned vehicles is simply wrong.

President Foreign Travel

DCAA Position.  DCAA questioned $37,400 of the
President’s foreign travel consisting of  $22,680 of  travel
costs, $6,510 of questioned direct labor costs and
$8,210 of indirect  marketing labor costs while travel-
ing.  DCAA selected one account where these costs

were charged and citing FAR 31.205-46(a)(1), travel
costs and 31.201-3, determining reasonableness as-
serted these two FAR provisions also made the ques-
tioned costs subject to Level l penalties.  Two travel
vouchers were selected – one for a 22 day trip and the
other for a 27 day trip to China – asserting there was
insufficient support for documenting the business pur-
pose of  the trips.  The report does state DCAA did
possess timecards of the President that identified spe-
cific hours for direct labor, marketing and vacation.

Contractor’s Response.  We disagree that the purpose
of the trip was not business related where the trips are
essential for obtaining both current and future business,
obtaining critical technologies for  government and com-
mercial work and recruiting highly skilled personnel
needed to perform contract work as well as reviewing
progress reports  due on specific projects.  DCAA has
reviewed Contractor’s timekeeping practices many times
where in a floor check during the year being audited con-
cluded “there are no deficiencies” indicating Contractor’s
timecards can be relied upon for accuracy.  Our provi-
sion of timecards, expense reports, itineraries, explana-
tion of activities, timeline and examples of documents
worked on in China provide sufficient evidence the trip
was business related.  The extensive documentation we
provided both support the claimed costs were incurred
and the trip was for business (e.g. marketing, technical
and recruiting activities, direct labor) but those costs are
questioned because the auditor unreasonably asserts the
trip was not for business purposes.

With respect to the questioned indirect marketing labor
costs, we provided not only timecards on the marketing
activities but explained why trips to China are neces-
sary for Contractor’s business and the types of  activi-
ties the President engages in.  The explanation we pro-
vided included an overview of  business opportunities
(e.g. China is the largest purchaser of  US built defense
products, the importance of meeting with key decision
makers and potential new customers some of which
actually generated company business).  We also dis-
cussed the need to meet with top level researchers and
institutions to understand the technological needs of
potential customers as well as recruiting top level can-
didates to join Contractor.  We are afraid these expla-
nations may have fallen on deaf  ears.  With respect to
the questioned direct labor costs, we provided the
timecards documenting, in detail, the hours of direct
time spent on specific contracts.  We explained the na-
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ture of the direct work to the auditor where by the com-
ments in the report it appears the auditor did not un-
derstand us.  The hours charged to direct contracts dur-
ing the trip to China are no different than the same
activities the President charges to contracts when he is
not in China (e.g. review of  progress reports).  Those
charges have been examined in detail during
floorchecks, including one for 2006 and invoice reviews
where such regular invoices are reviewed and approved
by the federal Program Manager and presumably other
people, possibly including DCAA

The audit report reaches unjustified conclusions (e.g.
no business purposes for the trip) and because of this
conclusion unjustly rejects documentation for the va-
lidity of  costs incurred.  We believe the only way out
of this circular logic malaise is to review more thor-
oughly the documents for incurrence of expenses and
the business nature of  those expenses.  This would en-
tail a review of the documents we provided which was
not conducted by the auditor - timecards, expense re-
ports, itineraries, explanations of activities and timeline
– which would unquestionably show the business na-
ture of  the trip.

Direct Consultant Costs

DCAA Position.  The DCAA report is questioning
$8,420 of  direct consulting costs citing FAR 31.205-
33(f)(1).  It states that the consulting agreement for Job
101 does not state an hourly rate despite the govern-
ment being billed at a rate of $110.  The auditor de-
cided to compute an alternative hourly rate.  The agree-
ment provided for both a maximum dollar amount
($60,000) as well as a maximum amount of hours to be
billed per month (70) and for some inexplicable reason
the auditor computed an alternative hourly rate by (1)
computing an hour figure for the project by multiplying
the 70 maximum hour monthly figure by the estimated
period of  performance of  16 months to compute a
maximum number of hours of 1,120 and (2) dividing
this number by the theoretical maximum figure of
$60,000 to compute an hourly rate of $53.  It then de-
termined the number of  hours actually billed and mul-
tiplied these hours by its computed rate of $53 per hour
and questioned the difference between the amount billed
versus the amount its computations indicated should
have been billed using the $53 hourly rate.

Contractor’s Response.  We agree that the consulting
agreement for Project 101 did inadvertently omit the

hourly rate.  However, all other consulting agreements
for direct projects required the same type of  services
and did identify a $110 hourly billing rate.  Rather than
confirm the services by the same person and billings for
Project 101 were consistent with all other services pro-
vided the auditor took a very unusual approach of com-
puting a lower hourly rate of $53 for the one Job by
dividing a theoretical maximum amount of billings by a
theoretically maximum amount of  hours.  Considering
the consultant’s background (e.g. Stanford graduate,
Pricewaterhouse consultant and VP for firms providing
similar services) and the fact his compensation as a Con-
tractor employee exceeded $110 per hour, one can only
conclude the $110 billing rate was reasonable while a
rate half  that amount would be unreasonable.  Finally,
the FAR sections quoted stress that multiple factors must
be considered in evaluating reasonableness of consult-
ant costs not just one (e.g. absence of  an hourly rate in
one of  many consulting agreements.

Penalties

DCAA Position.  DCAA recommends imposition of
penalties on three categories of questioned costs citing
sections of  the FAR that made the questioned costs
“expressly unallowable:” (1) Travel Costs - $8,420 (FAR
31.205-46(a)(1) & 31.201-3) (2) Auto Lease Costs -
$5,020 (FAR 31.205-46(a)(2) & 31.201-2(d) and VP
Bonus - $8,420 (FAR 31.205-6(f))(1).

Contractor Response.  We first provided a summary
of  FAR Part 42.709 provisions and expert commen-
tary where the lessons relevant here are: (1)  Penalty
provisions apply only to certain contract vehicles like
cost reimbursable contracts so the penalty clause must
be present where only contracts (not subcontracts) that
exceed $650,000 qualify (2)  Unallowable costs must
be “expressly unallowable” where expressly unallow-
able costs represent a small subset of unallowable costs
and only certain expressly unallowable costs are sub-
ject to penalties (3) For an unallowable cost to be ex-
pressly unallowable, it must be “unmistakably” unal-
lowable or “obviously” unallowable according to the
definition and preambles in CAS 405 where the em-
phasis on an applicable law, regulation or contract ex-
cludes numerous categories of unallowable costs such
as a cost determined to be unallowable because it is
unreasonable, not allocable or not compliant with CAS
or GAAP and (4) if an expressly unallowable cost sub-
ject to penalties is less than $10,000 then FAR 42.709-
5 provides that a waiver to the penalties will apply.
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 Even if the costs are deemed to be unallowable they
do not meet the criteria for being “expressly unallow-
able,” namely they are “obviously” and “unmistakably”
unallowable.  As for travel costs the first cost principle
cited by DCAA does not explicitly state that costs not
incurred for business purposes are unallowable while
for the second one asserting the costs are unreasonable
there is a long history of establishing that assertions of
a cost being “unreasonable” are not grounds for con-
cluding the disallowed costs are “expressly unallow-
able.”  For penalties on vehicle costs, the first cost prin-
ciple cited does not prohibit charging actual lease costs
and in fact, explicitly provides that such costs are al-
lowable while the other citation does not explicitly ad-
dress vehicle leasing costs but rather provides general
guidance that claimed costs should be based on ad-
equate documentation where there is no assertion Con-
tractor did not provide such documentation.  As for
the cost principle addressing the VP bonus, it does not
“unmistakably” make the cost unallowable – in fact,
the cost principle explicitly provides for the cost to be
allowable if there is a clear agreement between the
employee and employer which is the case here.  Fur-
thermore, many of  the government contracts held by
Contractor such as its SBIRs do not approximate the
$650,000 threshold while most of its other contracts
are either fixed price or subcontracts which are not sub-
ject to penalty provisions.  Finally, the amount of  costs
being questioned for each of the three questioned costs
is less than $10,000 and therefore meets the threshold
of  qualifying for a waiver per FAR 42.709-5.

DCAA ISSUES NEW
GUIDANCE ON

PROFESSIONAL AND
CONSULTANT SERVICES

(Editor’s Note.  The following guidance that addresses the docu-
mentation requirements for allowing consultant and professional
costs is most welcome.  Consultant costs have become one of the
top two areas of audit scrutiny.  In recent times questioned costs
in this area has skyrocketed, where the basis of  such findings
are often very subjective and quite inconsistent from one auditor
to the next.  Though audit conclusions are still to be based on
“auditor judgment” we find the following audit guidance does
provide some reasonable and objective considerations for deter-
mining whether such claimed costs are allowable and should

lessen the practice of automatically disallowing costs when a
document is missing or deemed insufficient.)

The Defense Contract Audit Agency has issued Dec
19, 2013 new guidance in the form of  a Memorandum
for Regional Directors entitled “Audit Alert on Profes-
sional and Consultant Services Costs (FAR 31.205-33)
and Purchased Labor.”  Though the guidance does of-
ten distinguish between consultant and professional
service costs and purchased labor costs it does not ad-
dress the latter so we invite the reader to review our
prior articles on purchased labor (conduct a Word
Search at our website at govcontractassoc.com).  The
guidance separately addresses several issues related to
these costs and adds a Question and Answer section
that covers numerous other highly pertinent issues.

Why is the guidance being issued?

The guidance states there is a need to clarify documen-
tation requirements for consultant and professional ser-
vices (we will simply refer to these services as “con-
sultant” costs) following “input from field audit offices,
internal quality assessments and inquiries from DCMA.”
We believe the genesis of  this new guidance is at least
partly a result of complaints from federal contractors
about inconsistent and unfair treatment of proposed
consulting costs from DCAA and other auditors and
increasing appeals of  ACO decisions on DCAA deter-
mined questioned costs.

What are the documentation require-
ments of FAR 31.205-33(f)?

FAR 31.205-33(f) contains three documentation re-
quirements that are needed to ensure consulting costs
are allowable:

1.  Details of  all agreements.  An agreement explains
what the consultant will be doing and what the billing
rates are.

2.  Invoices or billings.  A copy of  a bill for actual ser-
vices rendered including sufficient evidence as to time
expended and nature of  the services provided to deter-
mine what was done in exchange for the payment re-
quested and that the terms of  the agreement were met.
Whereas we have seen many contractors’ claimed con-
sulting costs rejected because the invoice did not pro-
vide this information the new guidance states this docu-
mentation does not need to be included on the actual
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invoice and can be supported by other evidence pro-
vided by the contractor.

3.  Consultant’s work product and related documents.
This is an explanation of what the consultant accom-
plished for the fees paid.  This information can be iden-
tified on the invoice or can be included in some other
evidence such as a drawing or power point presentation.

The claimed costs are unallowable without evidence
of an agreement, invoice and what work the consult-
ant actually performed.  The guidance stresses that au-
ditors are looking for evidence to satisfy these three
areas but they are not to look for “a specific set of docu-
ments” where “auditor judgment” will be the determin-
ing factor on the type and sufficiency of evidence re-
quired.  The auditor is to explain to the contractor they
are looking for evidence “that a prudent person would
already possess” such as an understanding of what they
are buying, how much they will be paying and ensuring
they get what they paid for.

The contractor may provide evidence created when it
incurred the costs as well as evidence from a later pe-
riod.  Though evidence from a later period is accept-
able, auditors are told to assess the qualify of the evi-
dence, such evidence prepared after the fact is “less
persuasive” and additional corroborative evidence may
be needed.  Examples of later period evidence may in-
clude oral or written documentation from the consult-
ant on what effort was performed.

Special concerns related to work prod-
uct documentation

The purpose of the work product requirement is for
the contractor to be able to show what work the con-
sultant actually performed (as opposed to what was
planned).  A work product should satisfy this require-
ment but the guidance states other evidence may also
be sufficient.  An example of adequate work product
even though it is not provided is an attorney’s advice to
the contractor.  Auditors are told not to insist on work
product if other evidence provided is sufficient to de-
termine the nature and scope of  actual work performed.

When are documentation require-
ments applied

FAR 31.205-33(a) defines professional and consulting
services costs as services rendered by persons who are

members of a particular profession or who possess a
special skill and who are not officers or employees of
the contractor.  The guidance states examples of  these
services are those to enhance “their legal, economic,
financial or technical positions.”  The guidance distin-
guishes between these types of  services and other ex-
penses such as janitorial, clerical and security which
the guidance states is “purchased labor.”  The guidance
makes the distinction between these two types of ser-
vices where if purchased labor is recorded in “Consult-
ant” or “Professional” accounts that nonetheless does
not make these costs subject to FAR 31.205-33.

FAR documentation requirements for
purchased labor

The guidance states that there are no FAR cost prin-
ciples covering purchased labor but does allude to the
Defense Contract Audit Manual (DCAM) at Section 7-
2102.  Nonetheless, contractors must have adequate
documentation to support the reasonableness of
amounts paid (covered by FAR 31.201-3, determining
reasonableness), demonstrate the person who provided
the services and evidence the effort represented allow-
able activities (covered by FAR 31.201-2d)

Should FAR 31.205-33(f) always be
cited?

The guidance refers to circumstances when there is only
partial evidence but that partial evidence indicates the
costs are unallowable in accordance with other FAR
cost principles.  For example, if  the partial evidence
indicates the consulting costs were for advertising or
public relations then the FAR cost principle covering
those activities (i.e. FAR 31.205-1) should be cited and
not 31.205-33.  However, if the auditor cannot gather
sufficient documentation to support the evidence re-
quirements of the consulting cost principle but the con-
sulting activity is nonetheless allowable then the costs
should be questioned and FAR 31.205-33(f) should be
cited.

Other considerations

The guidance rejects the common argument put forth
by contractors that the attorney-client privilege protects
documentation.  It cites the DCAM section 1-504.4g
for resolving assertions of attorney-client privilege.
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Questions and Answers

The Q&A section of the guidance is quite comprehen-
sive addressing such issues as what are “consultant”
versus purchase labor costs, allocation of direct versus
indirect costs, what is the meaning of “reasonable”
costs, examples of what constitutes adequate evidence
for work product, third party testimonials, flat fee con-
sulting arrangements and when are consulting costs
considered unallowable public relations.

1.  Are temporary accounting services to perform book-
keeping activities considered professional and consult-
ing activities?  No.  Though accounting is considered
to be a profession under the FAR 31.205-33(a) defini-
tion, the type and nature of work described are really
clerical and hence should not be evaluated by 31.205-
33 criteria.

2.  Contractor enters into an agreement with an indi-
vidual to provide program management activities for
one of its contracts where the individual works directly
with contractor employees to monitor work so is this
covered by FAR 31.205-33?  No.  This individual is
equivalent to a contractor employee where he is inte-
grated as part of the operations and hence would be
considered as purchased labor not a consultant.

3.  The contractor hires a thermal engineer to work on
program specific technical activities of a contract and
charges these activities as direct consulting costs.  Yes.
It is appropriate because the service enhances the tech-
nical capability of the contractor which is one of the
definitions of  professional and consulting services in
FAR 31.205-33(a).  Whether the costs are charged di-
rect or indirect does not affect whether the costs meet
the definition found in 33(a), documentation require-
ments of  33(f) or 33(d) considerations of  allowability.

4.  Contractor engages an efficiency engineer to evalu-
ate the design of its manufacturing process where the
only document for work product is a single agenda item
from an executive meeting stating the engineer verbally
presented its recommendations (which the agenda says
were adopted).  Is this sufficient evidence for work prod-
uct?  No but the auditor should seek additional cor-
roborative evidence such as actions taken to improve
the manufacturing process tied directly to the
consultant’s recommendations after taking a physical
inspection of  the process, interviewing relevant em-

ployees and coordinating with DCMA technical spe-
cialist or program office technical staff.

5.  The contractor provides an agreement and invoice
for claimed consultant costs but the contractor does
not have evidence of work product but offers to obtain
a letter from the consultant describing her activities as
well as setting up a meeting with Air Force personnel
to confirm the consultant’s activities.  Should the audi-
tor consider these?  Yes.  The consultant’s testimonial
is similar to a third party confirmation where if  the Air
Force officials corroborate the testimonial an indepen-
dent confirmation has been achieved.

6.   Contractor hires an international marketing con-
sultant to identify business opportunities who is to be
paid a flat fee of $12,000 per month.  The invoices
reference the agreement and detail actual services pro-
vided but do not identify hours worked so should the
costs be disallowed under FAR 31.205-33 (f)(2)?  No,
the auditor should not automatically disallow the costs
but should first review the invoice in combination with
the terms of  the agreement and then meet with the
contractor to determine whether payment is consistent
with the services agreed to and provided.  Further tests
are needed to determine the nature and scope of  the
services planned and actually performed to ensure the
costs are allowable and finally the auditor is to deter-
mine whether the amount paid is reasonable for ser-
vices performed and sufficient evidence exists to en-
sure the services were performed.

7.  A consultant provided a training course on pricing
proposals where the contractor provided a copy of the
agreement and the paid invoice as well as a list of at-
tendees but it does not have a copy of the training
material so should the auditor question the costs.  Not
necessarily.  The guidance states the agreement, paid
invoice and some evidence the training was provided is
sufficient to satisfy 31.205-33(f).  The auditor “could
further” support the training by interviewing names on
the attendee list.

8.  Contractor claimed costs paid to a public relations
firm where it booked the costs as consultant costs and
provided extensive evidence in support of the costs paid
where if it met all the documentation requirements
would the costs be allowable.  No because the underly-
ing costs are unallowable in accordance with FAR
31.205-1, public relations and advertising.  In evaluat-
ing the costs for allowability auditors are told to con-
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sider whether the costs are unallowable in accordance
with other FAR cost principles such as lobbying and
political activities (31.205-22), organization costs
(31.205-27), legal and other proceedings (31.205-47)
or selling costs (31.205-38).

9.  The contractor uses outside writers to augment their
in-house staff in preparing technical publications where
the outside readers proofread drafts and make recom-
mendations for improvement.  These efforts are not
covered by 31.205-33 because they do not meet the
definition of  professional and consulting services be-
cause they do not enhance the contractor’s “legal, eco-
nomic, financial or technical position.”  Rather they
are considered to be purchased labor.

CHALLENGING PAST PER-
FORMANCE EVALUATIONS

(Editor’s Note.  We have been reporting for several years now
about the increasing importance of past performance evalua-
tions becoming the basis for award decisions and more recently,
about developments exhorting agencies to provide more timely,
complete and accurate past performance evaluations as well as
tips to maximize past performance ratings during contract per-
formance.  However, we have not addressed the means avail-
able to challenge a past performance evaluation once it has been
made which has always been a problem.  In fact, new emphasis
on timely submittals has resulted in a significant increase in
questionable past performance evaluations being submitted and
relied upon because in its haste to comply with new requirements
to provide timely evaluations assessing officials (AOs) are pre-
paring evaluations without the benefit of hand-on knowledge
of contract performance..  In the midst of this proliferation of
unfair negative past performance evaluations, contractors need
to have practical advice on how to challenge these.  This topic
was addressed in a new article in the Dec 24, 2013 issue of
the Federal Contract Report written by Alan Pamperton, Jade
Totman and Kayleigh Scalzo of  Covington & Burlington LLP.)

Background on Recent Developments

Past performance evaluations (PPEs) are usually elec-
tronically captured, kept and communicated.  The pro-
cess begins when an AO inputs adjectival ratings –
Exceptional, Very Good, Satisfactory, Marginal, Unsat-
isfactory – and supporting narrative from a Contractor
Performance Assessment Report (CPAR) which up-
loads to a database, the Contractor Performance As-

sessment Reporting System (CPARS).  Data from
CPARS and other reports of  “adverse actions” such as
non-responsibility determinations or terminations for
default flow to a separate database, the Past Perfor-
mance Information Retrieval System (PPIRS).  CPARS
and PPIRS are not publically available but accessible
only by source selection officials to use in making award
decisions.  But the public can access a separate final
database called the Federal Awardee Performance and
Integrity Information System (FAPIIS).  FAPIIS con-
tains “adverse action” reports from PPIRS, plus other
information related to “business integrity” including list-
ings on the System for Award Management, adminis-
trative agreements with Suspension and Debarment
Officials and records of certain criminal, civil and ad-
ministrative proceedings.

According to FAR 42.1502 a timely performance evalu-
ation is prepared “at the time the work under contract
or order is completed.”  The government CPARS guid-
ance states it should be completed not later than 120
calendar days after the end of the contract or order
evaluation period stressing “it is essential
that…information be provided timely and accurately.”

So what actions are recommended when untimely, in-
accurate or unreasonable evaluations are entered.  The
authors state there are two main ways to challenge these
– agency actions or Contract Dispute Act (CDA) claims.

Agency Level Appeals

The first action is usually an agency level appeal which
is in effect a prompt request for the agency to recon-
sider its evaluation.  Under FAR 42.1503(d) a contrac-
tor has a minimum of 30 days to submit comments,
rebut statements or any additional information to the
AO.  Any remaining disagreement may be submitted
“for review at a level above the contracting officer to a
Reviewing Officer (RO).”  The authors state no matter
the merits of the appeal, the decision still lies with the
contracting agency that may be reluctant to change its
position.  Nonetheless, this agency level appeal does
have the advantage of avoiding more adversarial and
expensive litigation approaches where the contractor
may be successful.

The process of an agency level appeal begins with the
contractor responding to an untimely or unreasonable
evaluation “immediately, diplomatically and strategically.”
An immediate appeal within 30 days is needed which
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will limit any dissemination of  the adverse information.
The contractor is advised to state, in writing to the AO,
it will dispute the CPAR and that it is preparing com-
ments, rebutting statements and other material where it
hopes to resolve the matter informally and with the dis-
closure of  any information that could be construed as
adverse to either the contractor or agency.  The contrac-
tor should request the agency (1) extend the default
timeframe for contesting the adverse CPAR from the 30
day window and (2) not make any relevant CPAR infor-
mation available as source selection information until
the dispute is resolved. The extension of time should
encompass the full term of  the possible dispute includ-
ing negotiations with the AO and RO as well as an amount
of  time to assemble the performance record.  Addition-
ally, the contractor may ask for a separate level of  re-
view apart from and above the RO which may include
the agency’s procurement officer or legal counsel – a step
the FAR neither provides for but does not prohibit.

Next, within the timeframe approved by the agency, the
contractor must prepare and submit its comments, re-
butting statement and additional information to chal-
lenge the CPAR.  These comments should include a cata-
log of  substantive and procedural defects of  the CPAR
where the substantive defects may include incorrect rat-
ings, incorrect definitions used by the agency or incor-
rect facts.  Procedural defects may include an express
violation of  any agency’s acquisition handbook or simi-
lar intra-agency rules.  In the case of  an untimely or over-
due CPAR, procedural defects may include violations
of  FAR provisions or intra-agency guidelines pertaining
to timeliness.  For example, a contractor may state the
CPAR was not completed after contract completion or
was completed after the 120 calendar window provided
in the CPAR Guidance Manual and DOD policy.

In support of its comments, a contractor can submit
documents as attachments.  For example, in challeng-
ing an  adverse fact it may submit documentation from
the contract file or favorable comments from contract-
ing officials.  Additionally contractors may want to in-
clude affidavits or declarations from employees with
firsthand knowledge to rebut information. The authors
state that timely and effective comments may change a
CPAR and eliminate the need for a CDA claim.

Considerations for a CDA Claim

Failing a successful agency level appeal, the next step
involves a filing of  a CDA claim.  Some actions can

mitigate the expense and adversarial nature of such a
claim.  First, to pursue a claim the contractor must sub-
mit a CDA claim to the contracting officer for a final
decision (as opposed to the appeal to the AO that was
part of  the agency-level appeal).  The CDA claim will
probably be a repackaged – perhaps enhanced – ver-
sion of the agency appeal.  It may incorporate new facts
and legal issues that arose during the agency appeal.
The claim needs to be in writing and seek “as a matter
of  right,” “the adjustment or interpretation of  contract
terms, or other relief  arising under or relating to the
contract” as well as a clear and unequivocal statement
that gives the contracting officer adequate notice of its
basis and asks for relief independent from that avail-
able from an agency level appeal (FAR 2.101).  The
CDA claim should be after the process of  negotiation
between the agency and contractor is complete.  Also,
a letter to an agency offering observations relevant to
its initial CPAR does not constitute a CDA claim, espe-
cially where a final CPAR has not been issued. After
the CPAR is issued a CDA claim will present new op-
portunities for the CO and contractor to reach a final
agreement to a revised evaluation without incurring liti-
gation expenses.

Second, once the CO has denied the claim (or has not
responded in a reasonable amount of time) the con-
tractor has the option of bringing its claim before an
independent decision maker.  It needs to first decide on
the best forum to litigate.  The CDA allows an appeal
to an appropriate board of appeals within 90 days of
the CO’s final decision or one year to the U.S. Court of
Federal Claims (COFC).  The authors state now the
COFC is the best forum because prior cases clearly gave
it jurisdiction over challenging adverse performance
evaluations while the appeals boards have been less
welcoming to such challenges.

Third, contractors need to be realistic about the scope
of possible remedies for them.  A COFD decision can-
not result in the court writing a new CPAR, requiring a
different rating or even an injunction.  Rather a favor-
able result is usually a “proper and just” declaratory in-
struction to correct the CPAR.  Some commentators state
such declaratory relief is “meaningless” because the dec-
laration cannot require an agency to assign a particular
rating, withdraw one or remove one from a particular
data base.  Consequently, a contractor needs to request a
declaratory judgment and remand order with “proper and
just” instructions and meaningful corrective actions.
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Finally, a contractor needs to consider the types of  chal-
lenges that are likely to be persuasive to the court or
appeals board.  So, if  timeliness is being challenged,
then the contractor must show there is actual prejudice
(harm) caused by being untimely such as alleging the
CPAR would have been different but for untimeliness.
If substantive errors are being alleged then a showing
of  blatant flaws (e.g. clear cut factual inaccuracies and
logically contradictory evaluations) are most effective.
For any type of  assertion of  errors it is best to link the
error to a violation of  applicable rules, regulations or
policy.  So for example, in its guidance for A&E con-
tracts being reconciled with construction appraisals in
the CPARS a late evaluation may be completed only if
the AO for the period being reviewed (1) is available
(2) has sufficient knowledge of  contractor’s performance
(3) has documentation for the evaluation and (4) has
communicated periodically with the contractor on its
performance.  So if  a contractor can associate a claim
for untimely or erroneous evaluation to a violation of
one of these four conditions, its case would be more
persuasive with the court or appeals board.

CLARIFYING WHAT CON-
TRACTS ARE CAS COVERED
(Editor’s Note.  Many of  our non-small business subscribers
are not sure whether their contracts are covered by the Cost Ac-
counting Standards. The question is particularly tricky with the
proliferation of such contract vehicles as letter contracts, ID/
IQs, Basic Order Agreements (BOAs) and options so we un-
dertook some research to clarify this question.  We found an
article by Karen Manos and Darryl Oyer in the Nov 2009
issues of the CP&A Report that was particularly helpful that
addresses the meaning of “award” and “net awards.”)

There are three steps involved in determining applica-
bility of CAS:  (1) is the contract or subcontract subject
to CAS (it is the contract, not contractor that is CAS
covered) (2) is it fully CAS-covered or modified CAS-
covered and (3) is a disclosure statement required.  The
threshold for each of these three steps is based on the
dollar value of the CAS-covered “award” or “net awards”
received by the contractor or subcontractor (unless oth-
erwise specified, we will use the term contractor to en-
compass both contractors and subcontractors).  Full CAS-
coverage applies to contractor business units that receive
either a single CAS-covered award of at least $50 mil-

lion or at least $50 million in net CAS-covered awards
during the preceding cost accounting period where one
of  those awards must be a “trigger” award of  at least
$7.5 million.  Once this threshold is reached, all subse-
quent negotiated contracts and subcontracts valued at
$850,000 or more (this amount is periodically changed)
that are based on cost build-up estimates will also be
fully CAS-covered.  A disclosure statement is required if
a business unit receives a single fully-CAS covered award
of  at least $50 million or if  a company, together with its
business segments, received net awards of at least $50
million in its most recent cost accounting period. Note
that if a company with more than one business segment
has fully CAS covered contracts then separate segments
may need to complete a CAS Disclosure Statement even
if  it has no CAS covered contracts or subcontracts.  If
the fully CAS covered threshold is not met (e.g. no con-
tracts exceeding $50 million or cumulatively the prior
year) but a trigger contract of  $7.5 million is awarded,
then that contract is modified CAS-covered and then all
subsequent contracts and subcontracts exceeding
$850,000 will also be modified CAS covered.

Meaning of “Awards” and “Net
Awards”

The CAS Board regulations do not define “award” but
the term is used interchangeably with “CAS-covered
contract” which is defined as “any negotiated contract
or subcontract in which a CAS clause is required to be
included.”  The CAS Board does define “net awards”
as “the total value of negotiated CAS-covered prime
contract and subcontract awards, including the poten-
tial value of options, received during the reporting pe-
riod minus cancellations, terminations and other related
credit transactions.”  This definition is similar to defi-
nitions in the FAR but the FAR definition does not take
into account cancellations, terminations and other re-
lated credit transactions and the FAR convention re-
quires use of the maximum quantity and highest final
priced alternative to the government.

CAS Coverage of Unique Contract
Vehicles

Though a determination of  whether “contracts” and
“subcontracts” are CAS covered is fairly straight for-
ward, other contract vehicles that are increasingly more
common is not so clear in some cases.
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• Contract Modifications
The guidance makes clear that the determination of
whether a contract is subject to CAS is made at time of
award and is not affected by modifications subsequently
made regardless of dollar amount.  DCAA has taken
the position, purportedly based on Working Group Item
No. 72, that a modification that adds new work must
be treated for CAS purposes as if it were a new con-
tract.

• Options
An option is defined in the FAR as a “unilateral right in
a contract by which, for a specified time, the govern-
ment may elect to purchase additional supplies or ser-
vices called for by the contract or may elect to extend
the terms of  the contract.”  Where the definition of
“net awards” include the “potential value of contract
options” the authors assert the proper interpretation
of  CAS Preamble WG No. 76-2 would mean the “prob-
able” level rather than the “maximum” level where the
probable amount of a contract with options would only
include those options for net award that are probable
to be exercised.  Nonetheless, the authors warn that
government auditors usually take the position that the
maximum amount of  price options should apply.

• Basic Agreements and BOAs
For Basic Agreements and basic ordering agreements
the FAR definitions refer to “future contracts where
both the FAR and CAS do not consider contracts and
therefore concludes the orders issued under either type
of agreement must be considered individually in deter-
mining CAS applicability.  Because such instruments
are not contracts they are not CAS-covered.  Only in-
dividual CAS-covered orders are contracts.  Conse-
quently basic agreements and BOAs do not need to be
included when calculating CAS thresholds but only the
individual orders under them need to be included.

• Letter Contracts
The FAR defines a letter contract as a “written prelimi-
nary contractual instrument that authorizes the con-
tractor to begin immediately manufacturing supplies or
performing services.”  Since CAS applicability is deter-
mined based on the value at the time of award, subse-
quent definitization of letter contracts would not trig-
ger any new standards since definitization is a contract
modification rather than a new contract.

• IDIQ Contracts
Though there is general agreement on applying CAS
thresholds for many types of contracts there is general
disagreements on IDIQ contracts.  Whether the CAS
threshold applies at the contract award level or indi-
vidual task order and how is the IDIQ award amount
determined is the subject of  much disagreement at this
time and will require clarification by the CAS Board in
the future.

The authors argue the task or delivery order, not the
contract level, should determine the net award under
IDIG contracts for two reasons.

1.  Though an IDIQ is a contract according to FAR Part
16 there are usually multiple contracts awarded where
then it becomes nearly impossible to determine the con-
tract value.  They argue it is a contract only if the work
is completely priced and can be unilaterally ordered by
the government.  If separately priced task orders are
anticipated then those orders are like BOAs where they
are recognized only when they are ordered.

2.  Since IDIQ contracts provide a minimum and maxi-
mum amount where the minimum is required to be or-
dered and the maximum is often not a “realistic estimate
of  total quantity” determining the value of  the contract
is problematic and can produce irrational results that can
deter companies from seeking government contracts. For
example, if contractors with no CAS covered contracts
were to accept a multiple award IDIQ contract with a
specified minimum of $10,000 and a specified maximum
of $50 million and the higher amount was used to deter-
mine CAS coverage then all negotiated contracts or sub-
contracts exceeding $850,000 the contractor is awarded
while performing the IDIQ contract would be subject to
full CAS coverage even though it may never receive task
orders totaling more than $10,000.

The authors state awarded IDIQ contracts should be
carefully analyzed to determine the reasonably antici-
pated amount the government will order at pre-estab-
lished prices and that figure should be used for CAS
threshold purposes.  Possible additional task orders re-
quiring new pricing offers should be treated as separate
contracts if  and when they materialize.  (Editor’s Note.
Under most IDIQ contracts we encounter, the question often
arises at what level should CAS and Truth in Negotiations
Act coverage be triggered where so far most contracting officers
are accepting the task order level but this is far from universal.)



11

GCA DIGEST Vol 17, No. 1

RECENT DEVELOPMENTS
ON MOST FAVORED
CUSTOMER CLAUSE

(Editor’s Note.  Going after various multiple award contract
vehicles can provide lucrative results.  The Most Favored Cus-
tomer clause is by far the most important clause affecting mul-
tiple contracting vehicles awarded by the government. The fact
there is now increased audit scrutiny as well as recent Depart-
ment of  Justice actions has made an understanding of  the rules
quite essential.  In our desire to address new developments af-
fecting the clause we have used an article written by Caitlin
Coonan of  Arnold and Porter LLC and Peter McDonald in
the Feb 14 2012 issue of  the Federal Contracts Report as well
as our own experience with these types of contracts.)

The Most Favored Customer (MFC) clause is a com-
mon arrangement in many commercial contracts in-
tended to ensure the customer receives the best price
the company provides to its other customers.  This clause
has taken on increased importance in federal solicita-
tions as the award of federal supply contracts has ex-
ploded in recent times.  The MFC clause has become
increasingly subject to government audit scrutiny and
litigation for breach of contract in the commercial world
exposing government contractors to False Claims Act
prosecution and commercial businesses to litigation for
breach of contract where significant litigation expenses
and loss of business are common.   Since its inception
in 1949, the General Services Administration’s multiple
award program (MAS) has enabled government agen-
cies to buy an array of  products and services under fed-
eral supply contracts.  The MAS program has grown to
be the largest interagency government contracting pro-
gram and represents a significant part of the annual
government budget.  The GSA manages the MAS pro-
grams where it provides federal agencies with a simpli-
fied process for obtaining primarily commercial supplies
and services at prices associated with volume buying.

MAS implementation for the government is governed
by FAR Part 8.4, Federal Supply Schedule that autho-
rizes government buyers to place orders directly with
GSA MAS contractors and pay for items using com-
mercial purchase cards. MAS program purchases are
designed to mirror commercial buying practices that do
not require use of  FAR based competitive evaluations
found in FAR Parts 13, 14 and 15.  The GSA’s stated
goal is to obtain the best price a contractor offers its
most favored customer for any particular schedule item.

Pre-Award MAS Negotiations

Before accepting an item for inclusion on GSA MSA,
the government requires contractors to list their items
at or below the lowest available price to an identified
category of  customers.  The government then compares
the price or discounts that a company offers with the
price or discount it offers to commercial customers.
Thus, before awarded a MAS contract the CO and the
Offeror will agree upon (1) the customer (or category
of customers) the government will use as the “basis for
award” and (2)  the government’s price or discount re-
lationship to the identified customer or category of
customer.  The customers that are the “basis for award”
need not include all customers or categories of cus-
tomers a contractor may deal with nor even a majority
of  its customers where the determination of  which
customers are included is often a result of negotiation
between the government and contractor.  The govern-
ment may attempt to broaden the customer base while
the contractor will seek to minimize it asserting certain
classes of customers are not comparable to the govern-
ment customer.

The GSA contract negotiation process requires contrac-
tors to disclose their commercial pricing and discount-
ing practices provided to all of  its customers.  The scope
of this disclosure can be vast including every discount
ever granted to any customer.  This can be quite chal-
lenging where there may not be procedures in place to
track every commercial transaction let alone unique
discounts and terms for every sale.  This area provides
fertile grounds for noncompliance allegations.

After reviewing the contractors’ disclosures and related
supporting information, the GSA’s discount and sched-
ule pricing are negotiated by the agency contracting
officer.  Though the stated goal is to obtain a price at
least equal to the best price applicable to the contractor’s
most favored customer, government buyers may seek
even further discounts.

Post-Award Considerations

After the lowest price for commercial items have been
negotiated, the government may obtain still lower prices
through the contract’s price reduction clause (PRC).
The PRC first requires the CO and contractor to agree
upon the “basis of  award” for GSA’s price or discount
relationship to the identified category of  customers.
Should this discount relationship be disturbed after
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contract award (e.g. the contractor further reduces the
price or increases the discount) the PRC mandates price
reductions.  The price reductions are triggered because
contractors are required to report any such discounts
within 15 days of  their effective date.  Basically, con-
tractors are not allowed to lower their prices without
informing the GSA.  So, for example, when a contrac-
tor offers a one time 50% discount to a commercial
customer, the contractor must apply the same discount
to all subsequent government orders for the same items.
Whereas contractors normally do not have expertise
about the PRC, government auditors have developed
an expertise in this area.  But contractors need to real-
ize that application of the PRC is highly dependent on
the facts of individual transactions where not every
discount will trigger an PRC action nor will price re-
ductions applicable under the PRC be the same as that
asserted by auditors.

There are significant perils of not complying with the
MFC and PRC where questions of compliance or qui
tam actions can result in government claims, prosecu-
tion under the False Claims Act (FCA), terminations
for cause and suspensions and debarments to name a
few.  For example, if  the government believes a con-
tractor knowingly failed to comply with the PRC or
submitted false information it may launch an investi-
gations.  If  there is sufficient proof  the company of-
fered a single discount outside the contract’s PRC the
government may seek damages under the FCA.  The
FCA allows the government to recover up to three times
the damages incurred plus penalties up to $12,000 per
claim.  Even suspicions of suspected noncompliance
can generate significant costs either for defending
against government claims or for settlement costs.

Recent cases show how high the costs of real or per-
ceived noncompliance with MFC can be.  The Depart-
ment of Justice (DOJ) announced a $6.5 million settle-
ment with Fastenal where an investigation alleged
Fastenal, a national hardware store distributor, had pro-
vided better discounts to its identified nongovernment
customer than it had in its GSA MAS customers in vio-
lation of the PRC.  EMC paid the government $87.5
million to settle allegations that during its negotiations
the IT firm would conduct a price comparison to en-
sure the government would receive the lowest price
where the government asserted EMC had no such ca-
pabilities to compare prices and hence its assertions
during negotiations were false.  Similarly, DOJ received
a $128 million settlement with NetApp where an em-
ployee stated it had knowingly failed to provide the GSA
with current, complete and accurate information about
its commercial sales and discount practices.  These and
other highly publicized cases provide incentives for the
DOJ to aggressively go after alleged violators of  the
MFC and PRC.
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