Master Document — Audit Program

Activity Code 19409 Compliance Audit CAS 409

Version 5.10, dated June 2012

B-1

Planning Considerations

Purpose and Scope

The purpose of CAS compliance auditing is to determine if the contractor's policies,
procedures, and practices used to estimate, accumulate, and report costs on
Government contracts and subcontracts comply with the requirements of CAS. CAS
409 establishes criteria for assigning costs of tangible capital assets to cost accounting
periods and for allocating such costs in an objective and consistent manner. The
standard does not apply where compensation for tangible capital asset usage is based
on use allowances as provided in Office of Management and Budget Circular Nos. A-
21, A-87, and A-122 or other appropriate acquisition regulations; nor does it cover
non-wasting assets or natural resources, which are subject to depletion. FAR 52.230-
2, Cost Accounting Standards, requires the contractor to comply with the CAS 409
criteria. Because of the interrelationship and to achieve efficiency, CAS 404 and
CAS 409 should be audited concurrently.

The scope of this audit should be limited to the last completed contractor fiscal year.
For efficiency, CAS compliance testing, if possible, should be performed
concurrently with tests for compliance with FAR and contract terms.

This program is intended to provide for the proper planning, performance, and
reporting on the contractor's compliance with CAS 409. The audit steps in the
program should reflect a documented understanding between the auditor, the
technical specialist, as applicable, and the supervisor as to the scope required to
comply in an efficient and effective manner with generally accepted auditing
standards and DCAA objectives. The program steps are intended as general guidance
and should be tailored as determined by audit risk.

Other Planning Considerations

Before beginning any CAS compliance audit, the auditor should first determine
whether the contractor is subject to the CAS coverage. If the standard is not
applicable to the contractor, the audit should be cancelled.

Materiality (see 48 CFR 9903.305) and audit risk assessment (including Internal
Control Audit Planning Summary (ICAPS) for major contractors, Survey of
Contractor’s Organization, Accounting System, and System of Internal Controls
(ICQ) for nonmajors, and historical CAS problems) are integral parts of the planning
process and should be considered in developing the extent of CAS compliance tests.

Once it is determined that the standard is applicable, the auditor should assess which
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provisions of the standard are significant to the contractor; the extent reliance may be
placed on the contractor's system of internal controls to ensure compliance; and the
results of other relevant audits (e.g., results of prior compliance audits, Disclosure
Statement revisions, etc.). The decision to not test whether the contractor is
complying with specific provisions of the standard should be documented.

B-1

Preliminary Steps W/P Reference

Version 5.10, dated June 2012

1.

Research and Planning

a. Review the open MRD’s for guidance which may impact the audit
and adjust the scope and procedures appropriately. Open MRDs
can be identified using the link provided on the DCAA Intranet
home page for “MRDs, AGMs, & AMGMs”

b. Read and become familiar with the criteria in CAS 409, CAM 8-
409, and any recent Headquarters guidance not incorporated in
CAM. Identify any changes in the CAS 409 standard since the last
examination.

c. Evaluate Parts 1V and V of the contractor's Disclosure Statement
items to become familiar with the disclosed accounting practices.
Determine if the contractor's disclosed practices have changed
since the last CAS 409 compliance audit.  If changes have
occurred, document the file and adjust the audit scope accordingly.

d. Evaluate recent forward pricing or incurred cost proposals to
determine whether the total depreciation expense is material.
Consider contract mix (Government vs. commercial) when
determining the materiality of costs subject to this standard.
Materiality should be a consideration only in determining the
extent of substantive testing.

e. Examine FAO permanent file data (e.g., relevant audit leads,
MAARs Control Log, etc.) and prior relevant audit work packages
to determine what data are available, what audit steps were done in
the past, and the results from those steps. This will identify areas
of high risk and/or areas where limited or no compliance testing is
necessary. Document results.

f. If appropriate, coordinate with the FAO technical specialist, CAC,
and/or regional specialist on matters of interpretation and policy.

g. Contact the contracting officer to ascertain any known concerns
(including risk related to the contractor’s financial condition) that
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will impact the audit and adjust the audit scope and procedures
accordingly. If information regarding the contractor’s financial
condition is not available from the contracting officer, the auditor
should perform the procedures addressed in CAM 2-302.1h. If
during the course of the audit the auditor becomes aware of
unfavorable or adverse financial conditions, they should
immediately communicate their concerns to the contracting
officer, and appropriately adjust the scope of audit

h. Electronically transmit an acknowledgement/notification to the
ACO/CAFO notifying them of the commencement of the risk
assessment and that the expected completion date will be provided
in the formal acknowledgement/notification once the risk
assessment IS complete. (CAM 2-303). The
acknowledgement/notification process should be within the
timeframe and in accordance with the procedures in CAM 4-104.

2. Entrance Conference and Preparation

a. Arrange and conduct an entrance conference covering the areas
highlighted in CAM 4-302 with particular emphasis on obtaining
an understanding of the contractor’s depreciation process and its
internal control structure. Request the contractor to explain the
following:

(1) Its depreciation process including disposition of assets and
identify relevant written policies and procedures,

(2) Any changes, or planned changes, to policies and procedures
related to CAS 409 since the last DCAA examination,

(3) Any corrective actions related to previously identified
noncompliances, and

(4) Fixed asset retirement report.

b. If reliance is to be placed on the work of others, the file should
contain the required documentation (see CAM 4-1000).

c. Issue a notification letter to the contractor regarding the audit in
accordance with CAM 4-302.3.

3. Risk Assessment

a. Examine the ICQ or relevant ICAPS (whichever is applicable), to
obtain information regarding accounting system adequacy, identify
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any known outstanding system deficiencies, and perform
preliminary assessment of risk. Document results.

b. Using the framework and the guidelines in WP B-2, obtain and
document an understanding of the contractor's internal controls
that are relevant to the audit. With the proper planning auditors
should be able to obtain and document a major portion of this
understanding during a walk-through of the contractor's assertion.

c. Determine high-risk areas by performing the following:

(1) Determine the dollar amounts in the various accounts.

(2) Perform comparative analysis of the identified accounts to
determine if significant changes may have occurred.

(3) Determine provisions of the standard that are material.

d. Hold a planning meeting with the audit team (e.g., RAM,
Manager, Supervisor, Auditors) to discuss the risk of fraud and
other noncompliances with applicable laws and regulations that
could have a material effect on the assertion. The discussion
should include relevant prior audit experience (e.g., questioned
cost, relevant reported estimating or accounting system
deficiencies), relevant aspects of the contractor’s environment
(e.g., the extent of incentives, pressures and opportunities to
commit fraud and the propensity to rationalize misstatements),
other known risk factors, and the audit team’s understanding of
relevant internal controls (see W/P B-2). The team should also
review and discuss the general and other relevant sections of the
IG Handbook on Fraud Indicators for Contractors as well as the
relevant fraud indicators in CAM Figure 4-7-3. See “Principal
Sources of Fraud Indicators” below.

Based on the team discussion and other risk assessment procedures
the team should document on W/P B, Section 4 the risk
factors/indicators identified and design audit procedures to meet
the audit objectives and provide reasonable assurance of detecting
fraud and other noncompliances with applicable laws and
regulations that could have a material effect on the proposal (i.e.,
tailor (add/delete/modify) the audit steps). GAGAS 6.13(a)

Communication among audit team members about the risk of
material misstatement due to fraud should continue as needed
throughout the audit.

Principle Sources of Fraud Indicators:

e Handbook on Fraud Indicators for Contract Auditors,
Sections | and 111, (IGDH 7600.3, APO March 31, 1993)
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located at: h http://www.dodig.mil/PUBS/igdh7600.doc.
e CAM Figure 4-7-3.

(To access the fraud handbook, copy and paste the web address
shown above into the address block in Internet Explorer.)

e. From the information gathered in the preceding steps, assess the
audit risk and determine the scope of audit and extent of
compliance testing to be performed.

f. Update the information in the permanent files as needed.

C-1 Measurement of Depreciable Cost (MAAR 16)

Version 5.10, dated June 2012

Determine that the depreciation cost of a tangible capital asset (or group
of assets) is assigned to cost accounting periods in accordance with the
following criteria:

1.

Verify that the contractor determines the depreciable cost of a tangible
capital asset as its capitalized cost less its estimated residual value.
Residual Value is the current forecast of the proceeds (less removal
and disposal costs, if any) to be realized upon disposition of a tangible
capital asset. It usually is measured by the net proceeds from the sale
or other disposition of the asset, or its fair value if the asset is traded in
on another asset (CAS 409.40(a)(1)).

W/P Reference

Verify the acquisition cost by examining the supporting detailed asset
ledger or other supporting documentation, such as purchase orders,
vendor invoices, or canceled checks. Capitalized cost should be the
acquisition cost of the asset, adjusted for additions and retirements.
Note:  The capitalized cost should include inspection, testing,
installation, etc., if material.

Verify that the contractor’s estimated residual values are determined
for all tangible capital assets (or group of assets). For tangible
personal property, only estimated residual values, which exceed ten
percent of the capitalized cost of the asset (or group of assets) need be
used in establishing depreciable costs. Also, residual value need not
be considered in determining depreciable costs if the declining balance
method of depreciation or the class life asset depreciation range
method is used. (CAS 409.50(h)).

Verify for newly acquired tangible assets that the contractor did not
begin to charge depreciation until the assets were ready for use. (CAS
409.50(b)).
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Verify that the contractor does not charge depreciation cost which
would significantly reduce the book value of an asset or group of
assets below residual value (CAS 409.50(h)).

If the contractor changed the estimated service life, residual value or
method of depreciation during the life of a tangible capital asset,
determine if the contractor limited the remaining depreciable cost for
cost accounting purposes to the undepreciated cost of the assets and
assigned this cost only to the cost accounting period in which the
change is made and subsequent periods. (CAS 409.50(i))

Verify that the contractor is consistently following its policy in
determining the depreciable cost to be assigned to the beginning and
ending periods of asset use (CAS 409.50(c)). The auditor should
compare the treatment of newly acquired and disposed of tangible
capital assets’ depreciation for the current period to the contractor’s
prior year’s policy.

D-1 Estimated Service Lives

W/P Reference

Version 5.10, dated June 2012

1.

Verify that the estimated service life of a tangible capital asset (or
group of assets) was used to determine the cost accounting periods to
which the depreciable cost will be assigned (CAS 409.40(a)(2)).

Verify that the contractor estimated its tangible capital assets’ service
lives by determining a reasonable approximation of their expected
actual periods of usefulness. The contractor’s determination should
consider the following physical and economic factors
(CAS 409.50(a)):

a. Quantity and quality of expected output and the timing thereof,

b. Costs of repair and maintenance and the timing thereof,

c. Standby or incidental use and the timing thereof, and

d. Technical or economic obsolescence of the asset (or group of
assets) or of the product or service it is involved in producing.

e. The estimate of the expected actual period of usefulness need not
include the additional period tangible capital assets are retained for
standby or incidental use when adequate records are maintained
which reflect the withdrawal from active use (CAS 409.50(e)).

f. Actual periods of usefulness shall be those periods which are
supported by adequate records of past usage for a sample of like
assets used in similar circumstances appropriately modified for
specifically identifiable factors expected to influence future lives
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(CAS 409.50(€)(1)).

Verify that the contractor’s basis used for estimating service lives is
predicated on supporting records of experienced lives and consistently
used (CAS 409.50(e)(2)).

Verify that the contractor developed the assets’ estimated useful lives
from history developed from current and historical fixed asset records.
Note: Such records must be available 2 years after the Standard is to
be followed. Estimated service lives for financial accounting
purposes, if not unreasonable, shall be used until adequate supporting
records are available (CAS 409.50(e)(3)).

If the contractor has no available data, determine if the estimated
service lives for tangible capital assets are established based on a
projection of the actual period of usefulness, but which are not less
than asset guideline periods (mid-range) established for asset guideline
classes under the Internal Revenue procedures in effect the year the
asset is acquired. For property placed in service after 1986, IRS
Revenue Procedure 87-56, as modified by Revenue Procedure 88-22,
does not provide a depreciation range for asset guideline classes, it
provides the applicable class lives and specific recovery periods. The
recovery period used will depend on the depreciation system (GDS or
ADS) selected. The depreciation method (e.g., declining balance or
straight line) selected by the contractor will determine the depreciation
system used and the resulting recovery period. Information in IRS
Revenue Procedure 87-56, as modified by Revevenue Procedure 88-
22, is available in IRS Publication 946, How to Depreciate Property,
which is available at http://www.irs.gov/. IRS Publication 946 will
identify the depreciation method(s) that may be used for each
depreciation system. The use of these IRS documents should be used
only until the contractor is able to develop estimates which are
appropriately supported by its own experience. (CAS 409.50(e)(4)).

Determine that the estimated service life and method of depreciation
used for an original complement of low-cost equipment is based on the
expected consumption of services over the expected useful life of the
complement as a whole and is not based on the individual items which
form the complement (CAS 409.50(Q)).

Determine if depreciable spare parts which are required for the
operation of tangible capital assets are accounted for over the service
lives of such assets (CAS 409.50(b)).

E-1

Method of Depreciation

Version 5.10, dated June 2012

W/P Reference
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Determine that the method of depreciation selected reflects the pattern of
consumption of services over the life of the asset (CAS 409.40(a)(3)).

1.

The appropriate method of depreciation should be selected as follows:

a. An accelerated method of depreciation is appropriate where the
expected consumption of asset services is significantly greater in
early years of asset life (CAS 409.50(f)(3)(i)).

b. The straight-line method of depreciation is appropriate where the
expected consumption of asset services is reasonably level over the
service life of the asset (or group of assets) (CAS 409.50(f)(3)(ii)).

The method of depreciation used for financial accounting purposes
shall be used for contract costing unless (CAS 409.50(f)(1)):

\
.
L

a. Such method does not reasonably reflect the expected
consumption of services for the tangible capital asset to which
applied, or

b. The method is unacceptable for Federal Income Tax purposes.

After the date of initial applicability of this Standard, selection of
methods of depreciation for newly acquired assets which are different
from the methods currently being used for like assets in similar
circumstances shall be supported by projections of the expected
consumption of services of those assets to which the different methods
of depreciation shall apply (CAS 409.50(f)(2)).

F-1

Accounting for Gains and Losses

Version 5.10, dated June 2012

The auditor should verify that the contractor has:

W/P Reference

1.

Accounted for gains and losses recognized upon disposition of
tangible capital assets in the cost accounting period in which the
disposition occurs (CAS 409.40(a)(4));

Allocated those gains and losses in the same manner as depreciation of
the asset has been allocated (CAS 409.40(b)(4); and

Determined the gains and losses in accordance with the following
criteria:

a. The gain or loss for each asset disposed of is the difference
between the net amount realized, including insurance proceeds in
the event of involuntary conversion, and its undepreciated balance.
However, the gain to be recognized for contract costing purposes
shall be limited to the difference between the original acquisition

H
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cost of the asset and its undepreciated balance (CAS 409.50(j)(1)).

Gains and losses on the disposition of tangible capital assets shall
not be recognized where (CAS 409.50(j)(2)):

(1) Assets are grouped and such gains and losses are processed
through the accumulated depreciation account or,

(2) The asset is given in exchange as part of the purchase price of
a similar asset and the gain or loss is included in computing the
depreciable cost of the new asset.

Where the disposition results from an involuntary conversion and
the asset is replaced by a similar asset, gains and losses may either
(CAS 409.50(j)(2)):

(1) Be recognized in the period of disposition, or

(2) Be used to adjust the depreciable cost base of the new asset.

The contracting parties may account for gains and losses arising
from mass or extraordinary dispositions in a manner which will
result in treatment equitable to all parties (CAS 409.50(j)(3)).

Gains and losses on disposition of tangible capital assets
transferred in other than an arms-length transaction and
subsequently disposed of within 12 months from the date of
transfer shall be assigned to the transferor (CAS 409.50(j)(4)).

Gains and losses are not recognized in business combinations
taking place after the applicability date of the April 15, 1996
revision to CAS 409 if the assets generated either depreciation
expense or cost of money charges during the most recent cost
accounting period prior to a business combination.

G-1

Allocation of Depreciation Cost (MAAR 18)

Version 5.10, dated June 2012

The auditor should verify that the annual depreciation cost allocation,
including the allocation of gains and losses, is allocated to cost objectives
on a beneficial or casual relationship in accordance with the following
criteria (CAS 409.40(b)):

1. Depreciation cost may be charged directly to cost objectives only if
such charges are made on the basis of usage and only if depreciation
costs of all like assets used for similar purposes are charged in the
same manner.

2. Where tangible capital assets are part of, or function as, an
organizational unit whose costs are charged to other cost objectives
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based on measurement of the services provided by the organizational
unit, the depreciation cost of such assets shall be included as part of
the cost of the organizational unit.

Depreciation costs, which are not allocated in accordance with steps 1
and 2 above shall be included in appropriate indirect cost pools.

The gain or loss which is recognized upon disposition of a tangible
asset, where material in amount, shall be allocated in the same manner
as the depreciation cost of the asset has been or would have been
allocated for the cost accounting period in which the disposition
occurs. Where such gain or loss is not material, the amount may be
included in an appropriate indirect cost pool.

A-1 Concluding Steps

W/P Reference

Version 5.10, dated June 2012

1.

Summarize the results of audit.

2.

Discuss the audit results with the supervisor or the FAO technical
specialist.  The auditor should only report those noncompliances
which are considered material (see CAM 8-302.7).

Coordinate significant or unusual issues with the CFAO, FAO
Manager, and if applicable, with the CAC, CHOA, or GAC network
(see CAM 8-302.4 and 8-302.6). Coordination should be both before
and after discussion of audit results with the contractor. The CFAO
should be apprised of noncompliance matters at the earliest possible
date. If a noncompliance is considered immaterial, recommend to the
CFAO that the contractor be notified to correct the noncompliance and
if the noncompliance is not corrected, that the Government reserves
the right to make appropriate contract adjustments should the cost
impact become material (see FAR 30.602).

Prepare draft audit report. If the audit scope was limited to certain
area(s) of the contractor’s accounting practices, modify the scope and
opinion statements as necessary so that they clearly identify the
limited areas audited.

a. If no instances of noncompliance are found, prepare a draft audit
report in accordance with CAM 10-807 (activity code 19409).

b. If instances of noncompliances are found, open an assignment
under activity code 19200, prepare a draft audit report in
accordance with CAM 10-808, and close this 19409 compliance
assignment with an MFR.

If an internal control system deficiency is detected during the course
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of this audit, draft a flash internal control report and submit it to the
contractor for comment in accordance with CAM 10-413.

6. Conduct an exit conference with the contractor in accordance with
CAM 4-304.

7. Finalize audit report incorporating the contractor's response and audit
rejoinder, if applicable.

8. Update the permanent files. Ensure that a copy of DMIS Report No.
CAS 3 entitled “CAS Compliance Testing (Activity Code 194XX)”" is
included in the permanent file after the assignment has been closed in
DMIS.
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