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I.
Everything Old is New Again:  Pressures on Acquisition and Program Management

It is tempting to say that the pressures on the Federal Government, its contractors, and their management teams to deliver high-quality goods and services on time and on budget have never been greater.  GAO and independent panel reports, as well as the words of Congressional reformers, provide ample evidence that little tolerance exists for failure to achieve contractual “acquisition outcomes.”  Despite the current environment, newspaper headlines continue to report problematic quality, cost and schedule performance by the Department of Defense (DOD) and its contractors.
  Does the current high-sensitivity/low-tolerance Government contracting environment represent a radical paradigm-shift, a pendulum-swing back to the pre-FASA days of MILSPEC and oversight – or is it “the same old song and dance” repackaged for a new audience?
A. Government Accountability Office (GAO) Reports


Recent GAO reports paint the picture of a Defense Department that has both too many development programs in its portfolio and not enough effective management to guide those programs to optimum outcomes.
  

In March 2005, the GAO assessed 54 DOD programs that, cumulatively, represented “an investment of over $800 billion.”
  Among other findings, GAO (once again) noted that DOD’s development programs are costing more and taking longer to develop than was originally planned, stating “[j]ust 4 years ago, the top five weapon systems cost about $281 billion; today, in the same base year dollars, the top five weapon systems cost about $521 billion.”
  Twenty-six “common-set” Research, Development, Test and Evaluation (RDT&E) programs were found to have cost increases of 42 percent and schedule delays of nearly 20 percent, when measured against their original business cases.
  

In December 2005, GAO reported that DOD failed to achieve its program objectives because—at least in part—its incentive strategies failed to link variable fees (e.g., incentive and award fees) to its desired acquisition outcomes.
  GAO concluded that “[t]he power of monetary incentives to motivate excellent contractor performance and improve acquisition outcomes is diluted by the way DOD structures and implements incentives.”
  Moreover, GAO accused DOD of “wast[ing] taxpayer funds” by paying more than $8 billion in contractor award fees “regardless of outcomes.”
  In GAO’s view, use of award and incentives fees is “not an effective tool for achieving DOD’s desired acquisition outcomes.”


GAO has assessed DOD weapon acquisition as a “high-risk” area since at least 1990.
  During that time period, Congress enacted the Federal Acquisition Streamlining Act of 1994 (FASA) and the Clinger-Cohen Act (1996).  Many blue-ribbon Commissions have come and gone, and DOD has revised its 5000 policy series at least twice.  In April 2006 GAO reported to Congress that “[c]hanges made in DOD’s acquisition policy over the past 5 years have not eliminated cost and schedule problems for major weapons development programs.”
  The GAO report concluded that “[o]f the 23 major programs we assessed, 10 are already expecting development cost overruns greater than 30 percent or have delayed the delivery of initial operational capability to the warfighter by at least 1 year.”
  GAO noted that “program officials are facing the familiar predicament of having to add unplanned money or time or to reduce system capabilities and quantities after initial business cases have been approved and system development has begun.”


GAO blamed “[p]oor execution” of DOD’s revised acquisition policy, as well as missing controls, ineffective criteria for measuring progress, and a lack of “decision-making transparency” as causes for the shortfalls in program outcomes.
  Importantly, GAO noted that despite the best efforts of DOD and others, the situation has remained static since 1970 – developing major weapon systems takes longer and costs more than originally planned by roughly the same amount in the nineties as it did in the seventies, as illustrated by Table 1, which is reproduced from the GAO report.
	Table 1

External and Internal Initiatives Fail to Cure
DOD’s Program Management Problems

	1970 - 1979
	1980 – 1989
	1990 - 1999

	Development Cost Overrun:  

$13 Billion (30%)
	Development Cost Overrun:  

$12 Billion (39%)
	Development Cost Overrun:  

$15 Billion (40%)

	Key Studies and Initiatives Impacting the Defense Acquisition Process

	· 1970: Fitzhugh Commission
· 1972: Commission on Government Procurement
	· 1981: Carlucci Initiatives
· 1982: Grace Commission

· 1986: Packard Commission
	· FASA
· Clinger-Cohen

	DOD Acquisition Policy Changes

	· 1971: DOD 5000 Policy Established
· 1975: Policy Revised

· 1977: Policy Revised
	· 1980: Policy Revised
· 1982: Policy Revised

· 1985: Policy Revised

· 1986: Policy Revised

· 1987: Policy Revised
	· 1991: Policy Revised
· 1996: Policy Revised


Source:  GAO-06-368 (April 2006)

As Table 1 illustrates, DOD development costs exceed their baselines within a range of 30% to 40%, regardless of the political party that occupies the White House or controls Congress, regardless of legislative “fixes,” regardless of who is Secretary of Defense, and regardless of what changes DOD makes to its acquisition policies.  


In the past year, certain legislators have vociferously called for reforms to Federal program, contract and acquisition management; two review panels have released reports aiming to address acquisition problems; and Congress has enacted laws requiring significant changes to how DOD and its contractors manage major system development efforts.  A brief review of these recent reform efforts may serve to show whether significant changes in acquisition outcomes is to be expected from these reforms.

B.
Congressional Calls for Action
Perhaps unsurprisingly in a year leading to mid-term elections, some Congressional representatives were quick to point out the alleged management failures of the Bush Administration.  In June 2006, the House Committee on Government Reform (Minority Staff) published a scathing indictment of recent acquisition “mismanagement” and accusing the Executive Branch of “squandering” billions of taxpayer dollars through the now-familiar litany of contractor “waste, fraud, and abuse.”
  Appendix A to the report lists 118 “problem contracts” with an estimated aggregate value of nearly $750 billion –

  … that the U.S. Government Accountability Office, agency inspectors general, the Defense Contract Audit Agency, or other government investigators have found to involve one or more of the following problems:  wasteful spending, mismanagement, lack of defined contract requirements, lack of competition, or corruption.

In August 2006, the same House Committee released another report that repeated many of the previous allegations and focused attention on relief and recovery contracts associated with Hurricane Katrina, identifying 19 contracts with an estimated aggregate value of nearly $9 billion that have been “plagued by waste, fraud, and abuse, or mismanagement.”

C.
Relevant Findings from the Defense Acquisition Performance Assessment (DAPA) and Acquisition Advisory (SARA §1423) Panels

In January 2006 the DAPA Panel released its report on DOD acquisition practices that considered “every aspect of acquisition, including requirements, organization, legal foundations … decision methodology, oversight, checks and balances ….”
  The Panel concluded that the acquisition process was essentially broken, and stated that – 

Both Congress and the Department of Defense senior leadership have lost confidence in the capability of the Acquisition System to determine what needs to be procured or to predict with any degree of accuracy what things will cost, when they will be delivered, or how they will perform.

While listing a number of problems that led to the current environment, the DAPA report noted that, in particular, “73 percent of all respondents believe that industry cost estimates are inaccurate, and yet the ‘system’ contracts to proposed prices based on these estimates.”

In July 2006, the Acquisition Advisory Panel (also known as the SARA § 1423 Panel based on the Section of the Services Acquisition Reform Act of 2003 that authorized its charter) released a partial list of its Findings and Recommendations.  Significant by their omission were any findings and recommendations that might impact the fundamental acquisition management issues identified by the DAPA Panel.


D.
Industry Cost/Schedule Performance Self-Assessment


In November 2006, Aviation Week & Space Technology magazine released a Computer Sciences Corporation (CSC) survey undertaken in cooperation with the magazine and the Aerospace Industries Association.  Citing recent cost, schedule and/or quality failures at Airbus, Boeing and Lockheed Martin, the survey reported that –
While half the respondents believe the industry does a "moderate" job at program management, just one in six said their programs met schedule and budget at least 80% of the time. About one in five said their company was unable to meet those benchmarks more than 20% of the time.


In other words, 20 percent of industry respondents reported that they failed to achieve acceptable program cost/schedule outcomes in more than 20% of their recent programs.  A CSC employee interviewed for the article pithily summed-up the survey results: “If we're saying that's moderate, ouch. Where's that setting the bar?"

Additional noteworthy survey findings included:

· 80 percent of respondents stated that “they were using different metrics than their suppliers, customers, or trading partners.”
· Nearly 60 percent “expressed deep concern about the ability of their suppliers or partners to meet schedule requirements.”

E.
The Response:  The John Warner National Defense Authorization Act for Fiscal Year 2007 (Public Law 109-364)


Certain sections of P.L. 109-364 (the John Warner National Defense Authorization Act for Fiscal Year 2007) appear to be a response to at least some of the foregoing criticisms and allegations of acquisition/program management failures by DOD and its contractors.  

Table 2 lists sections of the law that have significant implications for DOD contractors.
	Table 2

Signification Sections of P.L. 109-364

	P.L. 109-364 Section
	Title
	Description/Comment

	§ 805
	Additional Certification Requirements For Major Defense Acquisition Programs Before Proceeding To Milestone B
	Requires Milestone B certification as to market research, development of cost/schedule estimates, and availability of funding

	§ 811
	Time-Certain Development For Department Of Defense Information Technology Business Systems
	Prohibits Milestone A approval unless the Milestone Decision Authority determines that initial operational capability will be achieved within 5 years

	§ 814
	Linking Of Award And Incentive Fees To Acquisition Outcomes
	Requires that all new award fee contracts must link fees to acquisition outcomes; prohibits payment of award fees for unsatisfactory performance

	§ 818
	Determination Of Contract Type For Development Programs
	For development programs, requires the Milestone Decision Authority to select a fixed-price contract type unless program risk requires use of a cost-type contract

	§ 852
	Report And Regulations On Excessive Pass-Through Charges
	Prohibits “excessive” overhead and profit charges on subcontractors where no value is added

	§ 853
	Program Manager Empowerment And Accountability
	Requires enhanced training, mentoring, empowerment, and accountability for DOD program managers



It is unclear whether the Congressional acquisition and program management reforms listed above will address the numerous reports of “acquisition outcome” shortfalls that have become background noise to the operations of Defense Industrial Base, or if more fundamental reforms are required—such as revisions to the Anti-Deficiency Act to address long-term stability of program funding.
  

What is clear is that Federal Government agencies and their contractors put their reputations on the line each time they successfully win funding for a new program, and that the stakeholders—from executive management to corporate shareholders, and from Congress to taxpayers (and voters)—expect programs to achieve desired outcomes in terms of quality, performance, cost, and schedule.
  Effective performance measurement and reporting is critical to giving the stakeholders visibility and insight into how well (or how poorly) programs are progressing.
II.
Back to the Future:  The Return of Earned Value Management Systems (EVMS)

2006 saw a resurgence of interest in Federal program performance measurement and reporting as Federal Acquisition Circular (FAC) 2005-11 implemented FAR Case 2004-19 to require the use of EVMS by all agencies of the Federal government and its contractors.  Largely out of the limelight since the mid-1990’s, the old DOD cost/schedule reporting criteria (variously known as C/SSR, C/SCSC and CPR) were reborn as EVMS, as defined by American National Standards Institute/Electronic Industries Alliance (ANSI/EIA) Standard 748-A.  The ANSI/EIA Standard contains 32 “guidelines” or criteria that form the basis for an acceptable EVM System, and was jointly developed by government and industry representatives.


A.
FAC 2005-11 Revisions to FAR Part 34 (Major System Acquisition)

A new FAR rule was promulgated on July 5, 2006 to require use of EVMS on all major system development acquisitions, regardless of contract type and regardless of the Federal agency performing the acquisition.
  As defined by the new rule, EVMS means “a project management tool that effectively integrates the project scope of work with cost, schedule and performance elements for optimum project planning and control.”
  Long the province of space, strategic and national security programs, the use of formal cost/schedule planning, management and reporting processes now must be used by civilian agencies as well

A new FAR subpart was created at 34.2 to provide policy guidance, discuss the new concept of “Integrated Baseline Reviews” (IBRs), and to provide for new solicitation provisions and contract clauses.

B.
FAR EVMS Requirements in Solicitation and Contract Clauses

The new solicitation clauses at 52.234-2 (Notice of Earned Value Management System – Pre-Award IBR) and 52.234-3 (Notice of Earned Value Management System – Post-Award IBR) require an offeror (a) to have an acceptable EVMS system that has been found by the Cognizant Federal Agency (CFA) to comply with the 32 ANSI/EIA criteria, or (b) to submit a “comprehensive plan” to achieve compliance with the guidelines.  Both clauses also require the offeror to “identify the major subcontractors or major subcontracted effort” and require the contractor and government to agree on which subcontractors will be subject to the EVMS guidelines flowed-down from the prime contract.


The new contract clause at 52.234-4 (Earned Value Management System) requires the contractor to have either an EVMS that is compliant with the ANSI/EIA guidelines, or to develop one.  The clause also requires that an IBR be conducted, either pre- or post-award.  Importantly, once the EVMS is reviewed and accepted, “[c]ontractor proposed EVMS changes require approval of the CFA prior to implementation” unless a waiver has been granted.


C.
DOD and DFARS Requirements


DOD, which has been using EVMS or its antecedents for decades, was an early adopter of the new ANSI/EIA criteria.  In March 2005 Acting Undersecretary of Defense Michael Wynne issued guidance that EVMS was to be implemented on all “cost or incentive contracts, subcontracts, intra-government work agreements, and other agreements valued at or greater than $20 million….”
  For those contract or subcontracts valued at or greater than $50 million, the contractor’s EVMS must be “formally validated and accepted by the cognizant contracting officer.”


In addition to the foregoing, the Defense Acquisition Guidebook states that EVM should be applied to contracts when (a) the prime contractor (or one or more subcontractors) is a non-U.S. source; (b) the work is to be performed in government facilities, (c) the contract is “awarded to a specialized organization such as the Defense Advanced Research Projects Agency;” or (d) the contract is designated as a “major capital acquisition in accordance with OBM Circular A-11.”


The Guidebook notes that EVM is not required for contract activity valued at less than $20 million or which is expected to be less than 12 months in duration.  However, even in such circumstances, “[t]he decision to implement EVM on these contracts is a risk-based decision at the discretion of the program manager.”
  In addition, the Guidebook states that use of EVM on firm fixed-priced contracts is “discouraged regardless of dollar value”; however, if the contract type is mixed then “the EVM policy should be applied separately to the different parts (contract types).”
  Strict application of this latter policy could lead to obvious accounting and reporting challenges for the contractor and increased administrative costs for the acquiring agency.

The Defense Federal Acquisition Supplement (DFARS) requires that, when the FAR clause 52.234-2 is used, the contracting officer must specify reporting format, subject and frequency.  Importantly, the DFARS language states that the contractor’s EVM reports are normally due “within 5 working days after each reporting period.”
  In its EVM reports, the contractor is normally expected to describe actual or potential problems it has encountered, along with their causes, planned corrective actions, estimated recovery date(s), and proposed schedule revisions in each report.
  

DFARS contract clauses include 242.252-7002 (Earned Value Management System), 242.252-7005 (Cost/Schedule Status Report), and 242.252-7006 (Cost/Schedule Status Report Plans).  Similar to FAR requirements, the 252-7002 clause requires that a contractor must “use an [EMVS] that has been recognized by the cognizant Administrative Contracting Officer (ACO) as complying with the criteria of DoDI 5000.2, Operation of the Defense Acquisition System [which include, e.g., the EVMS ANSI/EIA criteria ].”
  Failing to have a “recognized” EVMS, the contractor must “be prepared to demonstrate to the ACO that the [contract’s] EVMS complies with the EVMS criteria…”


DOD contractors must be prepared to demonstrate to contracting officers how their systems—and those of critical subcontractors—will meet the FAR and DFARS requirements, including (for example) showing how the program team will provide the Government with on-time meaningful EVM reporting.  The EVM reporting process requires the program team to obtain actual cost of work performed from their accounting system(s), compute budgeted costs of work performed (the value earned), identify and evaluate cost and schedule variances, and forecast at-completion costs—as well as the other tasks required by the DFARS language—all within the required five day period.  
EVM reporting is only one business process out of many that a contractor must successfully master and demonstrate in order to have its EVMS “recognized” by its ACO.  But it is indicative of the level of the EVM challenge that companies face, and of the level of the bar set for a company wishing to become a DOD prime contractor.

D.
The Integrated Baseline Review (IBR)


Both FAR and DFARS clause language provide for an IBR to be held.  The IBR may be held either before or after contract award; the timing of the IBR is at the discretion of the cognizant contracting officer.   As described in FAR Subpart 34.2, the purpose of an IBR is to – 
… verify the technical content and the realism of the related performance budgets, resources, and schedules. It should provide a mutual understanding of the inherent risks in offerors'/ contractors' performance plans and the underlying 

management control systems, and it should formulate a plan to handle these risks.


The IBR is a joint assessment of the ability of the contractor to achieve program outcomes, including:
(1) Ability of the project's technical plan to achieve the objectives of the scope of work;

(2) Adequacy of the time allocated for performing the defined tasks to successfully achieve the project schedule objectives;

(3) Ability of the Performance Measurement Baseline (PMB) to 

successfully execute the project and attain cost objectives, 

recognizing the relationship between budget resources, funding, 

schedule, and scope of work;

(4) Availability of personnel, facilities, and equipment when 

required, to perform the defined tasks needed to execute the program successfully; and

(5) The degree to which the management process provides effective and integrated technical/schedule/cost planning and baseline control.


Clearly, successfully passing an IBR is a significant effort and contractors may be expected to incur significant costs in supporting one.  Whether such costs are directly allocable to the benefiting program, and whether such costs are allowable and recoverable as direct contract costs, is left to the discretion of the contracting officer.
  In particular, when an IBR is conducted prior to award, the solicitation must specify whether offerors (including unsuccessful offerors) will be reimbursed for their costs.
  If offerors are to be reimbursed for pre-award IBR costs, then the reimbursement “is governed by the provisions of FAR Part 31.”


It is well-settled that solicitations must list all factors used to evaluate offerors in the source evaluation process, and that offerors may only be evaluated on those factors.
  Use of a pre-award IBR to evaluate an offeror’s ability to perform raises a number of potential issues, including whether the results of the IBR will play a role in evaluating offerors and whether disputes regarding IBR findings will be grounds for successful bid protests.
III.
EVMS, EACs and Related Accounting Implications


The ANSI/EIA EVMS Standard encompasses 32 criteria covering such issues as program organization, scheduling, budgeting, accounting for material costs, measuring performance, and revising prior program plans.  The criteria are summarized by seven overarching EVMS principles:
· Plan all work scope for the program to completion.

· Break down the program work scope into finite pieces that can be assigned to a responsible person or organization for control of technical, schedule and cost objectives.

· Integrate program work scope, schedule, and cost objectives into a performance measurement baseline plan against which accomplishments may be measured.  Control changes to the baseline.

· Use actual costs incurred and recorded in accomplishing the work performed.

· Objectively assess accomplishments at the work performance level.

· Analyze significant variances from the plan, forecast impacts, and prepare an estimate at completion based on performance to date and work to be performed.

· Use EVMS information in the company’s management processes.


Many of the EVMS criteria have implications that can affect a contractor’s accounting, management, and financial reporting systems.


A.
The Estimate-At-Completion (EAC)


Identification and analysis of cost and schedule variances, and projection of current variances to “at-completion” variances, facilitates management (and customer) decision-making and permits early intervention in problem programs.  Companies are encouraged to perform EACs at least annually, but may elect to do so more often.
  The EAC has two components:  (1) actual costs incurred to date, and (2) estimated costs associated with uncompleted program performance.  More specifically, the task of estimating contract costs at completion is affected by many factors, including (but not limited to) –

· Changes in material costs not yet covered by firm purchase orders
· Changes to future labor and fringe benefit costs

· Changes to indirect cost rates

· Changes related to subcontractor costs

· Technical issues such as requirements changes


AICPA guidance requires contractors to have “systematic and consistent procedures that are correlated with the cost accounting system” to periodically compare actual costs incurred against estimated costs.
  Although the frequency of the analyses is left to the discretion of the contractor, AICPA guidance recommends that estimates-to-complete be “revised as appropriate to reflect new information.”

B. EVMS and Revenue Recognition

Government contractors that utilize the percentage-of-completion revenue recognition method recognize contract revenue and associated costs as the work progresses.  The amount of progress may be measured by a variety of methods, including cost-to-cost, efforts-expended, units-of-delivery, or units-of-work performed.
  Whatever method is used, it must be applied consistently to all contracts having similar characteristics.

A contractor’s EVMS reports also measure progress towards completion, known in the EVMS lexicon as “Budgeted Cost of Work Performed” (BCWP).  One potential control activity is to compare the percentage of completion value used for program revenue recognition against the cumulative BCWP recognized for the program’s EVMS reporting.  The two values should be relatively close and the contractor should be able to reconcile any significant differences.


C.
EACs and VACs – Accounting and Financial Reporting Implications


Contractors compare their program EACs to authorized budgets in order to identify a Variance-at-Completion (VAC).  VACs can be reduced through incorporation of contract modifications and associated equitable adjustments.  Accordingly, VACs require significant analysis to determine the amount of at-completion variance that stems from inaccurate cost forecasts, unforeseen technical problems, or other causes that lead to what is euphemistically known as “cost growth”.  At-completion variances that cannot be reduced through administrative efforts are cost overruns whose recovery depends on individual contract terms and conditions.  Contract type, funding availability, and compliance with contract terms (e.g., Limitation of Cost or Limitation of Funds clauses) work together to determine how much, if any, of the cost growth will erode planned program earnings.

The cause of the cost growth may play an additional role in determining amounts available for recovery.  For example, cost increases stemming from changes to cost accounting practice may be recoverable if the Cognizant Federal Agency Official (CFAO) determines that the changes are desirable and not detrimental to the interests of the United States Government.
  Additionally, cost growth from a change in indirect cost rates that was not reasonably foreseeable by the contractor has been held to be recoverable, even when the contractor failed to strictly comply with the notification requirements of the Limitation of Cost/Limitation of Funds clauses.


Clearly, therefore, substantial judgment is required in estimating the extent to which program cost growth will be recovered.  Cost growth that is not recoverable acts to reduce planned gross margins and may result in the contractor recording a loss instead of a profit on its work.  Savvy contractors will thus take careful pains in performing estimates-to-complete and in analyzing VACs to ensure that cost growth is recovered to the maximum practical extent.  Indeed, “[b]ecause of the complexities involved in estimating contract costs, the participation of financial, engineering, manufacturing, and other technical departments normally will be necessary to determine the remaining costs to be incurred in the performance of the contract.”


Regardless of the contract accounting method(s) chosen, contract losses must be recognized and reported when they become evident.
  Contract losses must be computed on the basis of “the total estimated cost to complete the contract.”
  Losses may not be deferred to future periods.  Accordingly, contractors that have invested time and funds into developing robust EVM Systems will not only be at a competitive advantage against contractors that lack such systems; they will also be better positioned to estimate costs associated with program change orders, obtain associated contract modifications, and  to comply with financial reporting obligations.

D.
Independent Assessments of EACs

The EVMS community has developed formulae and techniques to independently assess and validate program EACs.  Given the importance of EACs to revenue recognition and to determining a contract’s profit/loss position, it is hard to understate the usefulness of such formulae to the accounting and audit practitioner.
  While it is not the purpose of this paper to review the many acceptable methods available for use, those seeking to work with contractor EVMS are encouraged to visit the EVMS community at http://www.acq.osd.mil/pm/ in order to learn more.

We would expect that external and internal auditors will be applying Independent EAC analytical tools during the course of their audits in order to validate program EACs.  Accordingly, it is possible that there will be reports and related supporting documentation, generated independently of the program team, which will contain opinions regarding the accuracy and thoroughness of the program team’s EVM reporting.  

E.
Government Audit Rights to EVMS Data


In many cases a contractor’s EVMS will become the focus of a number of diverse disciplines and individuals, both within and without the company, each seeking to access data, analyze trends, or to validate reported results.  

The contractor will need to plan for access by:

· Government personnel seeking to validate program baseline planning
· Accountants seeking financial reporting information

· Internal auditors and other “corporate helpers” seeking to ferret-out inaccurate reports

· External auditors assuring financial statement accuracy

· Government auditors


It may be worthwhile to review the audit access rights granted to Government personnel via the EVMS and other contract clauses.  FAR contract clauses grant Government access to “all records and other evidence sufficient to reflect properly all costs claimed to have been incurred or anticipated to be incurred directly or indirectly in performance of this contract” where the contract type is “flexibly priced” (i.e., a cost-reimbursement, incentive, time-and-materials, labor-hour, or price redeterminable contract type.)
  If cost or pricing data has been submitted, then additional access rights are granted.  Also, if the contractor is required to furnish cost, funding, or performance reports (i.e., EVMS reports), then the contractor officer or authorized representative has the right to “examine and audit the supporting records and materials, for the purposes of evaluating (1) the effectiveness of the Contractor’s policies and procedures to produce data compatible with the objectives of these reports and (2) the data reported.”


The new FAR EVMS clause requires contractors to 

… provide access to all pertinent records and data requested by the Contracting Officer or a duly authorized representative as necessary to permit Government surveillance to ensure that the EVMS conforms, and continues to conform, with the performance criteria … 


Importantly, the clause also mandates that prime contractors “require [specified] subcontractors to comply with the requirements of this clause,” including granting the same audit access rights.


In a similar fashion, the DFARS contract clause(s) also state that –

The Contractor agrees to provide access to all pertinent records and data requested by the ACO or duly authorized representative.  Access is to permit Government surveillance to ensure that the EVMS complies, and continues to comply, with the criteria referenced in paragraph (a) of this clause.

The Contractor shall require [specified] subcontractors to comply with the requirements of this clause.


Although the focus of the foregoing clauses is primarily on flexibly priced contract types, we note that DOD guidance gives contracting officers discretion to impose EVMS requirements on fixed-price contract types (e.g., firm fixed-price) under “extraordinary” circumstances “where cost/schedule visibility is required and cannot be obtained using other means….”
  Accordingly, imposition of EVMS requirements on FFP or mixed contract types that were not subject to submission of cost or pricing data conceivably might grant Government auditors access to program cost and profit/loss information, removing a barrier long relied-upon by Government contractors.

F.
Access to Internal Audit Reports and Self-Assessments


The right of contractors to refuse Government auditors access to internal audit reports has been the subject of a long and litigious history.
  It is unclear whether legal protections granted to Government contractors by the Courts will now be found to have been waived by execution of contracts containing enhanced audit access rights granted by the new EVMS clause(s). 


The new EVMS clauses anticipate that a contractor will be performing self-assessments on its compliance with the ANSI/EIA criteria, and that it may engage outside parties to perform similar assessments.  Although not specifically addressed in the criteria, such process assessments would seem to be considered integral aspects of EVMS compliance and contractors should expect to provide the assessment results to contracting officers.  The reports may be required to be provided to a contracting officer prior to award of a new contract that requires EVMS.
  To the extent that contractors historically have refused to provide Government auditors with access to internal audit reports and other similar “self-criticisms” it may be time to revisit that position in light of the issues discussed above.  

Finally, the reports and independent conclusions described above might serve as the original source for qui tam plaintiffs under the False Claims Act, or for shareholder or class action securities-related lawsuits.  Accordingly we believe that contractors would be well-served to have procedures in place that would quickly elevate any such findings as significant differences between program-reported EACs and the EACs generated through application of independent formulae and techniques to corporate counsel, so that appropriate efforts can be undertaken to ascertain the cause(s) of the discrepancies.

G.
Sarbanes-Oxley Implications


Clearly the EVMS can —and should —play a significant role in program financial reporting.  Accordingly, a contractor will need to develop robust internal controls, including detailed policies and procedures, regarding implementation of its EVM system. Preparation of estimates-to-complete and EAC/VAC analysis should play a prominent role in EVMS policies and procedures.  Other areas to cover might include:

· Frequency of preparation

· Roles and responsibilities, including reviewers and approvers

· Sources and use of accounting data

· Sources and use of procurement/material management accounting system data

· Sources and use of indirect cost rate information

· Use of independent EAC formulae as a “sanity check” or validation of EACs


The Sarbanes-Oxley Act of 2002 (SOX) currently requires corporate management of SEC-registered companies to evaluate and express a conclusion regarding the effectiveness of their companies’ internal controls, and to bring significant deficiencies to the attention of both the audit committee of the board of directors and the external auditors.  The external auditors are required to not only independently assess the “internal control structure and procedures” of the company, but also evaluate, report on, and confirm management’s certified evaluation.


It will be important for contractors seeking to demonstrate/validate their EVMS, or who are supporting an IBR, to ensure that no significant internal control deficiencies exist or are reported by the various internal and external parties involved in assuring SOX compliance.  More significantly, we would expect that contractor who have robust and validated EVMS, and who have passed one or more IBRs, to have an easier time assuring compliance with SOX.
IV.
Conclusion

The Federal Government and its contractors continue to receive criticism for failing to deliver their programs on time, on schedule, and with the expected performance.  Requiring use of EMVS on civilian programs is but one of many efforts at program management reform.  Regardless of how these reform efforts are perceived, and regardless of their ultimate efficacy, Federal contractors are under pressure to do a better job of meeting the expectations of their Government customers and other stakeholders.


DOD studies have generally held that, once a program reaches the point at which it is 15 to 20 percent complete, its then-current cost and schedule variances represent the lower bound of at-completion variances to be expected.
  As a corollary to this rule, it is clear that for management intervention to result in a recovery to problematic program performance, it should take place within the first 20 percent of the program life-cycle, and that management intervention after that point will have diminished impacts.  EVMS is a means of assuring adequate program planning and timely warning of potential problems, so that early management intervention can be facilitated.


The business systems and processes that support EVMS involve a number of disciplines beyond that of accounting.  The EVMS criteria for program performance measurement and reporting require a cross-functional matrix that involves engineers, operation management, finance, contracts, and accounting personnel.  Only by having the traditional “back office” functions working together with the program execution team as an integrated unit can the complex and challenging requirements of EVMS compliance be met.  

As we have discussed throughout this paper, corporate counsel and compliance personnel should be aware of situations where program performance measurement and reporting under the EVMS criteria create potential compliance issues.  These areas include:
· Performance of an IBR prior to contract award, proper accounting for such costs, and how the results of that IBR will be used in source selection

· Application of EVMS to firm fixed-price contracts awarded without submission of cost or pricing data

· Application of EVMS to “mixed” or hybrid contracts, where only certain contract Task Orders or Contract Line Item Numbers (CLINs) are subject to the requirements while others are not subject to EVMS

· Flow-down of EVMS criteria to subcontractors

· Initial establishment of the EVMS and demonstration/validation to Government personnel
· Changes to EVMS business processes after “recognition” and acceptance

· Independent analyses of EACs, undertaken by internal or external auditors, where application of formulae and EVMS techniques result in a significantly different EAC than that reported by management

· Recognized revenue included in financial statements that is significantly different from progress to date reported by the EVMS

· VACs that include significant unrecoverable cost-growth (i.e., a contract loss)

· Audit access rights granted in the new EVMS contract clauses

· More data, from more sources, may also serve as fertile ground for potential litigation

Successful application of the EVMS criteria implies a “system of systems” approach to program management, where financial, accounting, timekeeping, purchasing, and other management systems are integrated to ensure accurate and timely reporting of program status, progress, and problems.  Just as importantly, the successful prime contractor must implement EVMS throughout its supply chain, integrating its suppliers’ systems with its own.  Contractors that fail to the invest time and resources necessary to successfully implement a compliant EVM System will likely be at a competitive disadvantage, while contractors that have fully compliant and validated EVMS will not only have an advantage over the competition, but should also have an easier time complying with accounting and financial reporting requirements.
� 	See, e.g., “GPS Cost Overruns, Delays Cost Boeing $21.4M,” Seattle Times (Sept. 6, 2006); “Pentagon Struggles with Cost Overrun and Delays,” New York Times (July 11, 2006); “Costly Fleet Update Falters,” Washington Post (Dec. 8, 2006).


� 	See, e.g., testimony of Comptroller General of the United States David Walker before the Armed Services Committee, House of Representatives, April 5, 2006 (GAO-06-585T).  (“At this time … DOD is simply not positioned to deliver high quality products in a timely and cost-efficient fashion. … DOD starts more weapons programs than it can afford and sustain, creating a competition for funding that encourages low cost estimating, optimistic scheduling, over promising, and suppressing of bad news. … Invariably, with too many programs in its portfolio, DOD and the Congress are forced to continually shift funds to and from programs—undermining well-performing programs to pay for poorly performing ones.”)


� 	“Defense Acquisitions:  Assessments of Selected Major Weapon Programs,” GAO-05-301, March 2005.


� 	Id., page vii.


� 	Id., page 5.


� 	“Defense Acquisitions:  DOD Has Paid Billions in Award and Incentive Fees Regardless of Acquisition Outcomes,” GAO-06-66, Dec. 2005.


� 	Id., “What GAO Found”.


� 	Id.


� 	Id., page 14.  On a related note, the Engineering News-Record reported on December 4, 2006 that the Department of Energy issued three draft Requests for Proposal for waste remediation and management at its Hanford (WA) former nuclear weapons complex site.  DOE stated that it intends to award “competitive, unrestricted, cost-plus-award-fee” contracts worth “multiple billions.”


� 	Id., page 13.


� 	“Defense Acquisitions:  Major Weapon Systems Continue to Experience Cost and Schedule Problems under DOD’s Revised Policy,” GAO-06-368, April 2006. 


� 	Id., “What GAO Found”.


� 	Id.


� 	Id.


� 	“Dollars, Not Sense: Government Contracting Under the Bush Administration,” June 2006.


� 	“Waste, Fraud, and Abuse in Hurricane Katrina Contracts,” August 2006.


� 	Memorandum from Gordon England, Acting Deputy Secretary of Defense, June 7, 2005.


� 	Defense Acquisition Performance Assessment Report, January 2006.


� 	Id., pages 74 – 75.


� 	AAP Findings and Recommendations, July 2006.  Note that two of the three findings and recommendations that were “tabled for revision and further discussion” related to focusing source selection decisions on price and price-related factors (as opposed to “non-price-related and ‘responsibility’ type evaluation factors” that might “result in the government paying too much for criteria that do not add value.”)  The AAP released a “draft final report” in December 2006; the report focused on (a) performance-based service acquisition, (b) interagency contracting, (c) issues related to small business, (d) the Federal acquisition workforce, (e) appropriate role for contractors supporting Government, and (f) quality of Federal procurement data.  (See � HYPERLINK "http://www.acquisition.gov/comp/aap/draftfinalreport.html" ��http://www.acquisition.gov/comp/aap/draftfinalreport.html�.)  


� 	” Over Budget, Behind Schedule; New Survey Underscores Aerospace and Defense Industry's Less-than-Stellar Record of Program Management,” Aviation Week & Space Technology, Nov. 13, 2006.


� 	Id.


� 	The DAPA Panel listed long-term program funding stability as a key contributor to shortfalls in program outcomes.  (“Successful [RDT&E] and Procurement programs require stable budgets and accurate planning.  … this stability does not exist.  Current budget reallocations, and or, shortfalls are frequently resolved by stretching programs, thereby introducing instability and long-term cost growth.”) (DAPA Panel Report, page 32.)


� 	Although several GAO reports, Congressional testimony, and articles accuse Government program managers of failing to be held accountable for poor program outcomes, that is not always the case.  For example, Aviation Week & Space Technology reported in November 2005 that two Government managers of the Future Imagery Architecture program were “passed over for military promotions after their stints on the project” after the program reportedly “was more than 100% over budget and years behind schedule.”  (Op. cit., AW&ST, Nov. 13, 2006, citing to its Sept. 5, 2005 report.)


� 	ANSI/EIA-748-A-1998, Approved May 1998; Reaffirmed Aug. 2002, published by the Government Electronics and Information Technology Association.


� 	See 71 Federal Register 128, pages 38238 – 38251.


� 	FAR 2.101, Definitions.


� 	See, e.g., 52.234-2(b) and (c) (July 2006).  (“… the offeror shall submit a comprehensive plan for compliance with the EVMS guidelines….”)  (“Offerors shall identify the major subcontractors, or major subcontracted effort … planned for application of the guidelines.  The prime contractor and the Government shall agree to subcontractors selected for application of the EVMS guidelines.”)


� 	FAR contract clause 52.232-4 (July 2006) at (d) and (e).


� 	“Revision to DoD Earned Value Management Policy,” March 7, 2005.


� 	Id.


� 	See Defense Acquisition Guidebook, 11.3.1.


� 	Id.


� 	Id.


� 	See the DFARS language at 242.1107(b)(i).


� 	Id. at (b)(iv).


� 	DFARS 242.252-7002(a) (March 2005).  See DoDI 5000.2 (2004) at Table E3.T2., Regulatory Information Requirements.


� 	Id. at (b).


� 	See FAR 34.202(b).


� 	FAR 34.202(c).


� 	We note that determination of the proper allocation of contractor IBR support costs to benefiting cost objective(s) will depend on many factors, including (but not limited) to the contractor’s established or disclosed cost accounting practices for such costs.  The parties will have to resolve whether reimbursement of pre-award IBR costs will come through reimbursement of contractor Bid and Proposal costs, or whether separate reimbursement creates a separate contract for which the contractor must create a final cost objective in its cost accounting system.  We also note potential issues associated with having a contractor treat pre-IBR award costs in a manner different from how it treats post-award IBR costs.  In sum, this is an area in which the parties should tread lightly and with sensitivity to a number of related cost accounting compliance issues.


� 	FAR 34.202(d)


� 	Id.  Absent a solicitation clause containing substantially similar language, it is not clear how this policy directive would be enforceable unless pre-award IBR costs were treated as B&P costs by the contractor.  The FAR solicitation clause at 52.234-2 (July 2006) does not discuss the requirement.


� 	See, e.g., FC Business Systems, Inc., B-278730 (March 1998).  (“The Competition in Contracting Act requires that a solicitation for competitive proposals state all significant factors that will be considered in the evaluation of proposals and ultimate award decision … and that agencies evaluate proposals based solely on the factors included in the solicitation. … By virtue of this statutory requirement, an agency may not represent that it will evaluate proposals on one basis, and then use another.”) [Internal citations omitted.]


� 	ANSI/EIA-748-A, Introduction.


� 	ANSI/EIA-748-A, 3.9.1.


� 	See AICPA Audit and Accounting Guide for Federal Government Contractors (May 2006), at 


¶ 3.3.1.


� 	AICPA Statement of Position 81-1, Accounting for Performance of Construction-Type and Certain Production-Type Contracts, at ¶ 78.


� 	Id.


� 	Financial Accounting Standards Board, Statement of Position 81-1, at ¶¶ 44 – 45.


� 	See FAR 30.604 and the contract clause 52.230-6 (April 2005).


� 	See General Electric Co. v. U.S., 440 F.2d 420, 194 Ct. Cl. 679 (1971).  (“If the contractor has no reason to believe that an overrun is imminent, he is not required to give notice.  … at no time during performance of the contract did General Electric have reason to know of its overrun. It was, therefore, excused from the notice requirement.”)


� 	AICPA Guide, op. cit. at ¶ 3.32.


� 	Id. at ¶ 3.35.


� 	Id.


� 	What may be less evident, however, is the usefulness such techniques can provide to the party considering an acquisition of a Government contractor—though the role of independent EAC validation in the due diligence process is clearly outside the scope of this paper.


� 	See, e.g., FAR 52.215-2, Audit and Records-Negotiation (June 1999).


� 	Id. at (e).


� 	FAR 52.234-4 (July 2006) at (f).


� 	Id. at (g).


� 	DFARS 252.242-7000, Earned Value Management System (March 2005).


� 	Defense Acquisition Guidebook, at 11.3.11.


� 	See “Caveat Contractor: DCAA’s New Audit Guidance on the Sarbanes-Oxley Act and Contractor Internal Controls,” Karen Manos, Esq., 80 FCR 19, page 543.


� 	For example, the EVMS solicitation clause (Notice of Earned Value Management System—Pre-Award IBR, July 2006), at 52.232-2(b)(v), requires that if the offeror proposes to use an EVMS that has not been determined by the Government to be in compliance with the ANSI/EIA criteria, then the offeror must provide (among other things) “documentation describing the process and results of any third-party or self-evaluation of the system's compliance with the EVMS guidelines.”  


� 	P.L. 107-204 § 302 and § 404 (Jul. 2002).


� 	This theory is supported by ample empirical evidence.  See, e.g., “An Analysis of Cost Overruns on Defense Acquisition Contracts,” Project Management Journal (Christensen, 1993).  (“These results show that recoveries from cost overruns on defense contracts are highly improbable, and that cost overruns tend to worsen as a defense contract proceeds to completion.  This was found to be true regardless of the type of weapon system, or the armed forces service that managed the contract.”)





2 of 19

