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FOREWORD 

As a result of disclosures made during the watergate investiga-

tia::'~, DCM has becane heavily involved in audits of improper trans-

actions and sales agent's fees. FA Os performing such reviews have 

provided sound and thorough coverage of the many areas involved, and 

much has been learned in accanplishing the audits. In light of the 

widespread occurrence of these costs and their sensitivity, it is 

important that this knCMledge be disseminated throughout the Agency. 

It is the objective of this pamphlet to provide guidance in the audits 

of such cost." based on the experience gained in past reviews and 

research of related laws and regulations . 

. This pamphlet does not include every type of improper transaction 

that has been disclosed or that may be uncovered in the future. 

Additional guidance is being developed for some of the other major 

categories of improper transactions, and pamphlets on consultants 

costs and entertai.rurent expenses are expected to be issued in the near 

future. 
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IMPROPER TRANSACTIONS 

WITH EMPHASIS ON 

SALES AGENT'S FEES AND CCMMISSIONS 

BACKGroUND INFORMATION 

\, 

In late 1972, the u.S. Senate Select Subcorm1ittee investigated 
corporate contributions made during the 1972 presidential campaign. 
In doing do, it traced a number of checks drawn on a European bank 
by a representative of aU. S. corporation involved with DoD contracts 
to various presidential reelection corrmittees. In 1974, the Watergate 
special prosecutor continued the investigation. As a result, charges 
for using corporate funds to make political contributions in viola­
tion of Section 610 and 611 of Title 18, U. S. Code were filed against 
the corporation and sare of its officers. Guilty pleas were entered 
and fines were levied. 

The Watergate special prosecutor encouraged other corporations 
to confess illegal political contributions by offering to have the 
penalties reduced. As a result, 20 canpanies declared illegal or 
improper payrrents. Nine of these canpanies had contracts \'u th the 
Government, and we initiated special reviev."S on these nine. 

We discovered that illegal and improper payments were made by a 
variety of methods. Slush funds were established by laundering monies 
through subsidiary canpanies, excessive bonuses· were paid to trusted 
employees, blocks of airline tickets were sold without recording the 
receipts, and special employee funds were used to reimburse carrpany 
executives for expenses at political functions. Sales agents and con­
sultants were also paid excessive fees for influencing officials. 
Many of the funds went out of the United States and were circulated 
back for illegal political campaign contributions. Other m:mies were 
paid to political parties of foreign goven-llTl.ents. Certain trans­
actions were improperly recorded or not recorded at all, and some agree­
ments and payments indicated other possible irresl1llarities. Of course, 
these examples are by no Ireans all inclusive, and the auditor may 
encounter new, more complex and varied situations. 
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LAWS AND REGUlATIONS 

There are specific laws which forbid many of the above types of pay­
ments; e.g., 18 U.S. Code, Section 610 and 611 (Campaign Contributions) 
and Public Law 86-695 (Kickbacks). The Securities Exchange Commission 
(SEC) also has specific regulations requiring ful~ di~olQsure of signifi­
cant transactions with management involvenent to stoclmolders. In fact, 
SECrs d~Qclosure reguirenents can help the auditor id~tify relationships 
that could lead to possible wrongdoing in the conduct of company business. 
(Parts of Fonn S-l and Regulation 14A are in Appendix C.) Furthenrore, 
the Internal Revenue Code prohibits the claiming of expenses for tax 
purposes that are contrary to public policy, such as br~~. However I laws. 
or regulations (international or U.S.) prohibiting similar payments to 
foreign governments are not as numerous or effective. Nevertheless, where 
such costs are charged to Government contracts, we are obligated to report 
them to the appropriate authorities. 

CONTRAC'"f AUDIT MANUAL (CAM) 

CAM 12-700 has audit responsibilities and procedures for same of the 
rrore comron types of wrongdoing, such as: 

12-701 - Fraud and other unlawful activity. 

12-702 - Unsatisfactory conditions (possibly related to \v.Long­
doing) • 

12-703 - Suspected violation of the anti-kickback statute. 

12-704 - Suspected improper noncompetitive procurement practices. 

12-707 - Contractor financial jeopardy (possibly related to 
wrongdoing) • 

CAM 11-030 (g) (2) also provides the following guidance: 

"Expenditures for influencing legislation are 
unallowable by Federal statute. Any identifi­
able portion of the costs of memberships in 
bona fide trade, business, technical and pro­
fessional organizations, intended for use in 
connection with influencing legislation is 
likewise unallowable." 

Procedures for evaluating selling expenses are in CAM 11-018, and 
CAM ctli1pter I has guidelines for cooperating with the various investi­
gative agencies. 

2 
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Field auditors should became thoroughly familiar with CAM guidelines 
and the audit procedures applicable to the situations discussed in this 
pamphlet. 

GENERALLY ACCEPTED AUDITING STANDARDS 

T11e American Institute of Certified Public Accountants' (AICPA) 
Staterrent on Auditing Standards (SAS No.1) corrments ,specifically on the 
independent auditor's responsibility for detecting fraud during the 
nonnal review of financial statements. (See Appendix B.) These guide­
lines also apply to the work of the contract auditor and may be extended 
to other types of wrongdoing as well. (General auditing standards and 
the standards for field audit work are in Sections 1 and 2 of CAM 
Chapter 2.) 

The standards require the auditor to assure tha.t a contractor has an 
adequate and effective accounting system and system of internal controls. 
Furtherrrore, they state the independent auditor becomes responsible for 
failure to detect fraud (or other similar wrongdoin~]) "only when such 
failure clearly results from failure to comply with generally accepted 
aUditing standards." The standards encourage the auditor to use good 
judgment in the choice of tests and procedures and to do a good job in 
applying them. 

All OCAA auditors should be thoroughly familiar with the generally 
accepted auditing standards of both the AICPA and the General Accounting 
Office. Field Audit Office (FAO) chiefs, and all supervisory personnel, 
should assure that the standards are adhered to in conducting contract 
audi t field wo:r',~. 

OCAA RESPONSIBILITY 

The OCAA charter document, DoDD 5105.36, dated 9 June 1965, states 
that we will "audit, examine, and/or review contractors' and subcontrac­
tors' accounts, records, documents, and other evidence; systems of 
internal controls; accounting, costing, and general business practices 
and procedures; to the extent and in whatever manner is considered 
necessary" in order for the auditor to properly provide advice and 
recommendations on the "Acceptability of incurred costs and estimates of 
costs to be incurred . . . ." 

Basically, our audi t pr~edures are designed to review contractors' 
claims or proposals to determine the acceptabili~y of costs as to 
reasonableness, allocability, and allowability in accordance with 
specific cost principles in the Armed Services Procurement Regulations 
(ASPR), cost accounting standards, or generally accepted accounting 
principles. These procedltreS are not specially designed to detect fraud 
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or wrongdoing. Such an objective would require a minute examination 
of the transactions underlying the claimed cost, and this would be 
economically prohibitive. Further, fraudulent costs probably represent 
an infinitesimal percentage of total costs sul:mitted. Therefore, auditors 
generally do not review contractors I cla:ilns and operations for the spe­
cific purpose of discovering fraud or other wrongdoing. 

Although the detection of fraud and similar wrongdoing is not a pri­
mary function of contract audit, auditors should be very much aware of 
the possibility of fraud and assure that all applicable, generally 

'accepted auditing standards are met. F lrthenrore, DCAA auditors will not 
ignore fraudulent or improper transactions that do not appear to direct­
ly affect Goverrnnent contracts. For example, payments that appear to be 
illegal or improper may be charged directly to commercial work or simply 
not claimed by the contractor for reimbursement under Government con­
tracts. However, when the auditor discovers such payments during nonnal 
reviews of Government contracts, he should request the contractor to 
a'ace the costs through the accounting records so it can be finnlyestab­
lished that the Government was not charged. This procedure should help 
identify any areas that may require additional testing. 

The auditor will examine enough evidence to assure ,himself that the 
contractor I s representations are accurate. If the contractor won I t per­
mit the auditor to examine the necessary data, the auditor will report 
the complete details of the situation through DCAA channels and to the 
contracting officer. 

Where it is finnly established that the Govennent was not charged 
with the costs, the auditor will ordinarily have no further audit respon­
sibility. However, if the contractor has violated a law, or at least a 
strong suspicion of wrongdoing exists, the auditor should report the 
cir~~tances to this Headquarters for consideration of referral to the 
appropriate authorities. (See CAM 12-701. 4. ) 

DCAA ASSISTA'!';1CE TO INVESTIGATIVE ORGANIZATIONS 

The Federal Government has many organizations with responsibilities 
for ferreting out, investigating, and taking action on wrongdoings o~ 
industrial and ccmnercial concerns as well as employees of the Federal 
Government. The Depart:rrent of Justice (FBI), SEC, and the Internal 
Revenue Service (IRS) are perhaps the rrost prominent. The Depart:rnent 
of Justice is responsible for investigating violations of existing laws. 
SEC regulates selling of. securities to the general public, and IRS admin­
isters the Internal Revenue Code, including investigations of nonoampliance. 
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Within DoD, each military department has an office of special investigation 
as well as an inspector general. Congress, too, is responsible for 
investigating current business practices and evaluating the adequacy of 
current laws in view of those practices. 

It is our policy to cooperate with these investigative agencies. 
When a situation requires i.Ylvestigation, the details will be turned over 
to one of the investigative organizations. Since we are familiar with 
the contractor's financial books and records, FAOs may be able to assist 
the investigators in a number of areas such as the following: 

1. General background information on the contractor's operations. 

2. Information on the contractor's financial management systems 
including budgeting, estimating, accounting, and i.nterna1 control systems. 

3. Managerrent reports su1:roitted to the Government on major weapons 
systems contracts. 

4. Status of reimbursements to contractors on contracts in progress. 

5. Significant deficiencies in the contractor's operation noted 
during earlier audits. 

6. Copies of audit reports issued. 

7. Details of the audit findings leading to a suspicion of wrong­
doing. 

8. FAD files or WJrking papers. 

Occasional instances may also arise where the investigator believes 
our auditors have a special expertise and knowledge of the contractor's 
business records and practices that WJuld be very difficult, inefficient, 
expensive, and tine consuming for its office to duplicate. When it is in 
the overall interest of the Government and within our Agency's field of 
expertise, we will respond to such requests for assistance, providing 
this does not conflict with our charter. 

All arrangements for assisting investigative agencies should be 
referred initially to DCAA Headquarters. Each request will be reviewed 
with Counsel, and the assistance to be furnished will be detennined on 
a case-by-case basis. 

When the auditor is specifically requested to examine suspected 
illegal or improper payrrents, his responsibilities are expanded beyond 
those inherent in the nonna1 audits of contract costs. In these instances, 
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the auditor will request access to the records needed and attempt to 
furnish the infonnation requested. If th,e; contractor refuses to c'OOperate 
and denies access to the data needed, the requestor will be advised of the 
circumstances. No further action on the request will be taken until the 
requestor arranges ,for access to the-neeessary data. 

SUGGESTED AUDIT PROCEDURES - ILLEGAL AND IMPROPER TRANSACTIONS 

Although it is clear from the preceding discussion that the normal 
audit is not expected to assure the discovery of wrongdoing, certain 
procedures are incorporated into annual plans w'1d/or specific audit pro­
grams to help identify such wrongdoing. Many of these are standard pro­
cedures that have proven successful for the Agency and the accounting pro­
fession in the past. In view of the more recent types of improper trans­
actions, other procedures may also warrant consideration. A few of the 
more important procedures to be considered in developing future plans and 
programs are surrmarized in the following paragraphs: 

1. Perform the normal survey of the organization being audited, 
including its accounting system and internal controls as a part of our 
TACT approach to operations auditing. This procedure is essential for the 
auditor to understand all facets of a major contractor's business--its 
organization, responsible officers, internal controls, accounting system, 
and factors that might motivate management to initiate illegal or improper 
transactions within the canpany. 

2. Examine information normally available within the FAD, such as 
permanent files, prior working papers, audit programs, and significant 
deficiencies discovered during other audits for evidence of pote..ntial 
wrongdoing and weaknesses in management controls. 

3. Give special consideration to unusual transactions, especially 
occurring at yearend or at the close of other interim accounting periods. 
Journ.u entries and other special adjustments to the nonnal accounting 
books and records may provide leads for discovering improper transactions. 
Significant unusual transactions and adjustments with vague explanations 
are required to be investigated carefully. The auditor should determine 
whether the books and records reflect the true substance of a transaction. 

4. Examine minutes of the Board of Directors' meetings for approvals 
of unusual transactions, especially when they are with canpany employees, 
officers, affiliated canpanies, and other related organizations. Lack of 
approval may indicate the ~'d is unaware of the transaction. 

5. Obtain a current list of all irrq;x>rtant officers and members of 
the Board of Directors. This list should be made a pcut of the permanent 
file along with information on contractors' interests in other businesses. 
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At major contractors, special attention must be given members of the Board 
of Directors if their relationship with other firms cannot be considered 
"arm's length." Thus a closer review of any transactions involving these 
individuals is necessary. 

6. Be alert for indications of concealed transactions, i. e., those 
that have not been recorded on the company's books or have been disguised 
to conceal the true nature of the transaction. Audit programs should be 
designed to test the adequacy of controls built into a contractJOr's 
management system to prevent such transactions. 

7. Watch for factors that might encourage wrongdoing, such as: 

(i) A poor profit history and lack of working capital either for 
the canpany or a particular organization wi thin a company. These cir­
cumstances can lead to overstatements of claims for reirnburseInent, and/or 
the deliberate mischarging of costs to the n1Dre profitable segments of 
the business. 

(ii) OVerexpansion of the business or production lines. This 
can lead to the improper accounting for costs. 

"'.;"'" (iii) Unusual employee receivables and payables. These may indi-
y cate the existence of unauthorized or concealed transactions involving the 

misuse of assets. 

(iv) Fragmented operations with independent accounting systems 
or key documents maintained at widely dispersed locations and not readily 
available to top management. These can enhance opportunities for improper 
activities. 

(v) canpany management daninated by on ~ or a few individuals. 

(vi) Poor internal controls and an inadequate or nonexistent 
internal audit staff. 

8. Be especially alert for wrongdoing in sensitive areas including 
the "less than arm's le.'r1gth," and "related party" transactions, covered 
by "Statement on Auditing Standards" No. 6 of the AICPA. Some examples 
are: 

(i) Dealings with suppliers that are owned or controlled by 
officers of the company under audit. 

(ii) Dealings with subsidiary companies, especially in foreign 
locations. 
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(iii) The hiring of consultants, particularly on a retainer 
basis, without adequate documentation, explanation of the scope of work, 
or requirement for a final perforrrance report. 

(iv) Payment of large commissions especially on sales to foreign 
governments. 

(v) Leasing arrangements or sales of real estate between affil-
iated or closely held businesses. . 

(vi) Sales of scrap and returns of materials. 

(vii) Unusual bonuses and refunds from bonuses. 

(viii) Unusual entertainment expenses, disclosed during nonnal 
reviews of contract costs. These may provide clues to illegal or improper 
transactions. 

(ix) Significant transfers of cash between organiza'cions of the 
business. 

9. Review key financial figures and ratios at major contractors 
for unusual trends or deviations that would require investigation. Studies 
of the tax returns and published financial statements may also be useful. 

10. Give special attention to instances where costs are charged 
totally to Government business, or credits and refunds are applied only 
to camnercial business. There may be good reason for such treatment; 
however, contractors should be required to fully document the circumstances 
of significant transactions. 

11. Management often requires declarations of financial interest 
from its officers and directors to identify conflicts of interest within 
the company. Obtain and review this documentation at major contractors. 

12. Where there is reasonable doubt concerning a transaction that 
results in significant costs being charged against Government contracts, 
the amounts must be clearly stated in the audit report and also reported 
through DCAA channels. 

~Vhen the contractor has made illegal or improper payments, request 
a listing of all Government contracts negotiated on the basis of cost 
data submitted by the company for consideration of adjustment due to 
defective pricing. In cases where contracts meet the exceptions of 
Public Law 87-653 (i.e., prices negotiated based on adequate price com­
petition, established catalog or market prices of cornuercial items sold 
publicly, or prices set by law or regulation), it will not be necessary 
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to perfo:r:m an in-depth review. Finally, if feasible, determine whether 
any additional administrative controls have been :implemented or are needed 
to ensure that future occurrence of this type will be prevented. 

FOREIGN MILITARY SALES (FMS) - DOD POLICY 

The Foreign Military Sales Act of 1968 defines these sales as those 
of defense articles and services to foreign governments. Under DoD policy, 
foreign countries are encouraged to purchase defense articles directly from 
U.S. commercial sources rather than through established DoD channels for 
procurement and contract administration. If practicable, DoD assists in 
direct sales to foreign governments. However, the major portion of FMS 
actually passes through established DoD procurement and supply chaPJle1s, 
since many kinds of defense tr;msactions are not conducive to direct sales. 
These include transactions that require Government-to-Government arrange­
ments, such as sales of (i) classified eguipnent, (ii) items produced in 
U.S. arsenals, (iii) major weapon systems, and (iv) situations where the 
U. S. Government wants to exercise special control. Additionally, foreign 
governments usually want the advantages of DoD's procurement expertise, 
including contract administration and audit. 

The basic procurement policy for pricing FMS contracts is in ASPR 
6-705.3, Pricing Procurements for FMS. Under this regulation, DoD assumes 
the responsibi1il:y for assuring that fair prices are paid. This policy 
states that the pricing for FMS contracts shall be on the same basis and 
using the same cost principles as for "normal DoD contracts." This does 
not mean, however, that prices of DoD contracts for the same or similar 
items are automatically applicable to FMS contracts for the same item. 
Prices of items in FMS contracts may differ from prices of identical items 
in boD contracts in the United States because certain kinds of costs may 
reasonably and a11ocab1y arise in different amounts. 

AGENT'S FEES 

Business fi:r:ms sometimes hire an independent organization or individ­
ual to conduct business on its behalf. Often this is done for remote or 
foreign locations where it would be too difficult and/or ~1sive to open 
Clnd maintain a regular place of business. An organization or individual 
hired for this purpose is known as an "agent" of the employing fim. 'While 
he acts as an agent he is sometimes referred to as a "consultant." If he 
is hired to make sales for the fi:r:m, he is known as a sales agent and is 
usually paid a commission or fee calculated on same percentage of sales 
accredited to his efforts. Such arrangements should be supported by wri t­
ten agreements specifying the scope of service and the te:r:ms of reimburse­
ment. 
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Agent I S fees may be paid under either of two forms of foreign pro­
curements. Theforeign;government may' buy.:. direct from aU. S. con­
tractor with its awn funds, or it may use DoD I s procurement resources 
to buy i terns. In eit,1-}er case, agents may be invel ved in arranging the 
sales f and their fees should appear in contractors' proposals. 

In a letter dated 5 May 1975 to the military departments, the 
Defense Security Assistance Agency established the following policy, 
effective immediately: 

"The inclusion of such agent's fees must be 
identified during the process of obtaining 
price and availability information for a pro­
posed sale. Such information may be made 
avai~able to the contracting officer who will 
be responsible for contracting for the equip­
ment or services invel ved. " 

DoD PROCUREMENT REGULATIONS - AGENT'S FEES AND COMMISSIONS 

Agent's fees will usually be charged direct to contracts since, in 
most cases, independent agents are used and paid for individual sales 
transactions. However, where an agent is p:dd a retainer (see item 10, 
page 14), the fees may be charged indirect through the allocation of 
general and administrative expense. The following paragraphs discuss 
certain regulations applicable to the costs, regardless of the manner of 
charging. 

ASPR 15-205.37 presents the cost principles relating to selling 
costs. Subparagraph (b) sta'tes that selling costs are allowable only 
if they are reasonable and ar~~ allocable to Government business. It 
further states, "Allocability of selling costs will be determined in the 
light of reasonable benefit to the Government arising fram such activities 
as technical, consulting, derronstration, and other services which are for 
purposes such as application or adaptation of the contractor's products 
to Governrrent use." However, ASPR 15-205.37 (c) which applies to DoD 
domestic contracts states that " ... salesmen's or agent's cornpensation y 

fees, corrmissions, percentages I or brokerage fees, which are contingent 
upon the award of Contracts, are allowable only when paid to bona fide 
employees or bona fide established commercial or selling agencies main­
tained by the contractor for the purpose of securing business." DPC 75-1, 
Item IX, 30 July 1975, extends this guidance to FMB. It states that the 
contracting officer shall: 

1. Require the contractor to submit a "Contractor's 
Statement of Contingent or other Fees" Standard Fonn 119. 
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(See Appendix D.) This :j:onn requires a con­
tractor to identify (i) any company or person em­
ployed or retained to solicit or secure a con­
tract, or (ii) any company or person to whom the 
contractor paid or agreed to pay any fee, comnis­
sion, percentage, or brokerage, fee, contingent 
upon or resulting from the awa:cd of a contract. 

2. Detennine whether a '~bona fide" agency 
relationship exists in accordance with ASPR 1-505. 
Agent's fees/ccmnissions ar~' allowable only when 
paid to bona fide employees/ or bona fide estab­
lished comnercial or sell:4ig agencies maintained 
by the contractor. .'. 

ESTABLISHING A BONA FIDE RELATION~jHIP 
i 

ASPR 1-505.3 defines a bonal fide employee as an individual employed 
by a "concern" in good faith. ~i.'he individual must devote his full time 
to this concern which has the ~[:ight to supervise and control the indi­
vidual's time, place, and mann,<:!r of perfonning work. A concern, espe­
cially a small business organization, may employ an individual who repre-

<"'" sents other fi:r:ms. Serre of the considerations in detennining an individ­
ual's bona fide relationship with a contractor are: 

, Y 

1. A person ro.ay be a bona fide employee whether his ccmpensation is 
on a fixed-salary basis or:, when customary in the trade, on a percentage, 
camnission, or other contingent basis. 

2. The hiring must conternplate sare continuity and it may not be 
related only to the obtaining of one or more specific Government con­
tracts. 

3. An employee is not bona fide who seeks to obtain any Goverrunent 
contract or contracts for his employer through the use of improper influ­
ence. 

Detennining -:::he bona fides of a corrmercial or selling agency main­
tained by a contractor is sanewl1at more involved and entails a mnnber of 
factors. These factors cannot be measured or defined precisely, nor is 
it possible or desirable to prescribe the relative weight to be given 
each one. Sane of these factors follow: 

1. The fees should not be inequitable and exorbitant in relation 
to the services actually rendered. That is, the compensation should be 
coornensurate with the nature and extent of the services and should not 
be excessive as compared with fees customarily allowed in the trade for 
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similar services related to commercial business. In evaluating the 
reasonableness of the fee; all the services of the agent, not just the 
actual solicitation, should be considered; for example, technical, con­
sultant, or managerial services, and assistance in the procurement of 
essential personnel, facilities, equipnent, etc. 

2. The sales agency should have adequate knowledge of the products 
and the business of the concern represented, as well as other qualifica­
tions necessary to sell the products or services on their merits. 

3. There should ordinarily be a continuity of relationship. The 
fact that the agency has represented the contractor over a considerable 
period of t:i.m= is favorable. It is not intended, however, to disqualify 
newly established contractor-agent relationships. 

4. It should be evident that the agency is an established concern. 
The agency may be one which has been in business for a considerable period 
of time or a new agency which is a presently going concern and appears 
likely to continue in business. 

5. -file selling agency should be employed to secure business 
generally--that is, to represent the concern in connection with sales to 
the Government as well as regular commercial sales to non-Government 
organizations. The fact that a selling agency confines its sEilling 
activities to the field of Government contracts does not, in and of itself, 
disqualify it. Arrangements confined, however, to obtaining Government 
contracts, particularly those involving a selling agency organized immed­
iately before or during periods of expanded procurement resulting from 
conditions of national emergency, must be carefully scrutinized. However, 
no agency or agent is bona fide which seeks to obtain any Government con­
tracts for its principals through improper influence, or which holds 
itself out as being able to obtain any Government contract or contracts 
through improper influence. 

Subp...."lragraph c of DPC 75-1 states: 

"Even though a bona fide agency relationship 
is determined to exist, the agent's fees/ 
comnissions will only be allowed to the extent 
reasonable. The basic test of reasonableness 
is an assessment of the services provided com­
pared to the arrDunt of the fee. A cOlllfXtrison 
should be made of the proposed fee/commission 
wi th recent payment for canparable services 
under non-FMS, commercial sales of the same or 
similar i terns, or agent's fees/coomissions 
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allowed on previous FMS sales of comparable 
scope and dollar amounts. Consideration should 
be given to whether the sale is the initial or 
follow-on sale because the effort for follow-on 
sales of additional quantities, spares and 
support equipnent would not nor:roally be as great 
as the effort for the initial sale. Agent's fees/ 
commissions are prohibited for follow-on spares 
provided lmder DoD Supply Support Arrangements." 

SUGGESTED AUDIT PROCEDURES - SAIES AGENT'S FEES 

In the past, contracting officers have usually detennined the 
acceptability of agent's fees in price proposals, without audit 
assistance. According to a proposed new ASPR paragraph 6-1304.4 (A..SPR 
Case 73-88; see PROPOSED REGULATIONS), contracting officers will 
nor:roally detennine the acceptability of the contingent fees before 
the contractor sul:mits its fonual DD 633. Consequently, lX!AA will 
probably not be involved in evaluating proposed agent's fees in the 
offer and acceptance phase unless the contracting officer specifically 
requests our services. However, in those instances where we receive 
a request, regardless of the phase of procurement, i.e., offer and 
acceptance, formal preaward submission or postaward, we will assist procure­
ment representatives in detennining the bona fides of an employee or agency 
and the reasonableness of their fees to the extent possible. Depo--11ding 
on the circurnstances--phase of procurement, manner of charging (direct or 
indirect), etc. ,--this may include but not be lllnited to the following: 

1. Verify that the contractor has filed Standard Form 119, Con­
tractor's Statement of the Contingent or other Fees, etc., where the agent's 
fee is included in the initial proposal. The auditor should evaluate the 
adequacy and accuracy of the infonnation sul:mi tted to the contracting 
officer according to DPC 75-1. Any other known documents or infor:roation 
bearing on the allowabili ty and reasonableness of the agent's commissions 
or fees should also be requested fram the contractor. 

2. Examine fonnal agreements with agents and other "consultants" 
who perform comparable services for all pertinent terms (length of agree­
ments I fees, the type of services to be rendered, types of sales, types 
of products, etc.). 

3. Review the contractor's payroll, personnel, and other related 
records to ascertain the extent and period of employment of the agent or 
"consultant" and fee payment practices, i.e., fixed salary or percentage 
basis. 

4. Examine correspondence with agents and "consultants" to ascertain 
the true nature of the activities and evidence of disputes over amounts of 
fees and commissions due. 
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5. Review past activities of the agent or agency as they I'elate 
to the contractor's products or services to determine the allocability 
of the agent's services. 

6. In conjunction with 2 and 4 above, examine available documenta­
tion or evidence of the agent's qualifications or knowledge about the 
contractor's products. This may require technical assistance from the 
contracting officer. 

7. Review previous payments of the agent's fees to determine the 
customary rate paid for comparable contracts (for the same or similar 
products or services, dollar anount, and scope of contracts, etc.). 
A canparison of fees paid for similar work on conmercial contracts should 
be especially useful. 

8. Verify that the tenus of the agreement between the agent and the 
contractor apply to the attendant contract or proposed contract under 
review. 

9. Determine whether a proposal evaluation is for an initial or 
follow-on sale. The work for follow-on sales of additional quantities, 
spares, and support equipnent should not nonnally be as great as that 
for initial sales. Consequently, the fees should not usually be as large. 
Additionally, the agent's fees are not allowed for follow-on spares pro­
vided under DoD Supply Support Arrangements. 

10. Where comnissions can be identified with specific sales, they 
should be charged directly to those sales. Where fixed retainer fees 
are paid to agents representing the contractor in specific areas of the 
world, they should nonnally be allocated to all applicable sales in these 
areas. A task force 'be enhance effectiveness of DoD Safeguards against 
reimbursing defense contractors for improper expenditures, appointed by 
the Secretary of Defense, has recorrmended that the ASPR Conmittee revise 
the regulations to require contractors to demonstrate that services 
covered by retainer were necessary and customary, and the level of Pi.1.st 
services justifies the retainer. It also recorrmended that there should 
be a showing that the retainer is cost effective compared with the cos t 
of maintaining an in-·house capability. 

li. It will llinally be necessary to request technical assistance 
from the contracting officer in evalpatingthe reasonableness of the 
agent's comnissions or fees. The request will state all facts available 
to the auditor whi~~l could bear on the technical 17eview., If the 
requested technical assistance is not -p:'7ovided before the report is 
issued, t..1.e acceptability of these costs should be qualified in the 
report as in·CAM 10.,.207.5 (a) . 
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12. If the auditor has infonnation which (i) clearly shows that 
fees claimed are allowable and reasonable or (ii) significantly bears 
on the determination, the FAO can present its recommendations in the 
audit report without a fonnal request for technical assistance. However, 
audit recommendations should be infonnal1y coordinated with the con­
tracting officer before the report is issued, and the report should 
clearly state the facts and rationale on which the audit recommendations 
are based. 

13. Additional guidance is provided in DPC 75-1 (Item IX) con­
cerning te;::;ts of reasonableness of the fees. Commissions and other 
i terns of cost such as taxes and miscellaneous fees, unique to each 
country, must be handled on an individual case-by-case basis in evaluating 
the overall reasonableness of the agent's fees. These costs should be 
brought to the contracting officer's attention through coordination and 
reporting. 

14. When the auditor discovers that fees and commissions are paid 
for illegal or improper activities, he will notify Headquarters of the 
specifics so that the responsible investigating agency and appropriate 
DoD personnel can be contacted. 

15. Auditors should review foreign aga'1t' s fees and costs to assure 
that fines or penalties for violating statutes and other unallowable 
costs are not included. 

16. The auditor should ascertain that fees charged direct do not 
duplicate other sales effort, costs of which were included in overhead. 
The requirements of the existing cost accounting standards should 
ordinarily result in the identification of these situations. 

17. Instances where the agent's fees are limited to specific portions 
of the contractor's business, e. g., Government sales only, should be 
reported to the contracting officer. 

18. A contract.or may elect to delete consultants fees from 
Government contrachl rather than disclose the purpose of the payment. 
In such instances, ,,,e cannot insist that documentation be provided. 
However, auditors will fulfill their J~esponsibilities as described 
earlier and report such action to the contracting officer. 

19. Information regarding the agent's fees may be available in con­
tractor filings with SEC. Copies of these documents may be obtained 
directly from the contractor. If not, arrangements may be made through 
DCAA Headquarters to secure the necessary infonnation from SEC (CAM 
]I~pendix D26) • 

In brief, the audit report should. include all significant, pertinent 
data that will help the contracting officer decide on the acceptability 
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of the fees. Often the contracting officer has data available on fees 
paid by other contractors in the same industry and possibly fees charged 
by the same agencies. Ordinarily, he will make the final decision on the 
fees, conside:ring the auditor's findings in conjunction with all of the 
other data available at the procurement level. 

For the above procedures to be effective in evaluating the reason­
ableness of fees, there should be a history of procureme.l'lts related to the 
particular foreign country. Without this history, audits may produce little 
or no significant infonnation on the reasonableness of the fees. Wherever 
feasible, the auditor should consider developing such a history from the 
contractor's data f~r both the contracting officer and for future audits. 

PROPOSED REGUIATIQ.\iS 

As mentioned earlier, the ASPR Carmittee is studying. agent's fees 
under case 73-88. In this case, the ccmni.ttee is proposing to revise the 
previous regulations in Item IX, "Allowability of Agent's Fees and 
Ccmn:i.ssions on FMS ,", of DPe 75-1 and Item X "Foreign Military Sales to 
Iran" of DPe 74-1. 'The proposed revision (infonnally issued in August 
1975, by 'IWX to U.S. officials in various foreign countries) provides the 
following: 

1. It includes a mandatory requirement for disclosing all sale 
commissions and contingent fees to be included in a contract to any 
foreign government before or in conjunction with the submission of the 
DoD Offer and Acceptance Form (submitted before the contrac.tor's DD 633 
submission). The procedures require DoD officials to state whether they 
consider the fee reasonable in part or whole, and their rationale. In the 
case of canpet"itive contracts, it may not be possible to detennine 
whether the price includes sales camU.ssionsor fees before offer and 
acceptance. If subsequent negotiations indicate their i..l1clusion, the 
purchasing government will be notified as soon as possible, and DoD 
officials will determine their acceptability unless notified otherwise 
within 30 days. 

2. Where a sales agent is detennined not to be rona fide, as required 
by 1-503, for reasons other than reasonableness of fee, DoD will not sub­
mit an Offer and l\cceptance Form until the prospective contractor with­
draws the fee. 

3. Special n~ests fran foreign countries to deviate from the pro­
posed policy to allow reasonable fees are to be considered. If the request 
is approved, contractors will be required to certify, for finn fixed-price 
contracts with escalation, that the proposed price does not include any 
sales ccmnissions or fees ~ For all .. other types of contracts, carmissions 
and fees will not be considered as allowable items of costs. 
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4. Contractors are required to identify the amount of any comnis­
sion or fees in their pricing datp.. They will also have to suhnit a 
cost breakdown of the fee related to the sales representative's services. 
The contractor may also submit a comparative analysis with recent pay­
ments for comparable services. 

5. The Chief of the Purchasing Activity will be required to approve 
any fees or corrmissions rrore than 5 percent of the contract price, or 
$200,000, and the Head of the Procuring Activity must approve any fees 
or commissions rrore than $1 million. 

6. Where a fee or commission is accepted by the purchasing govern­
ment, the contracting officer should consider treating the element of 
cost as a separate line item and pay the contractor only after the agent 
has been paid. Where it is treated as a separate element of cost, no 
recognition should be given to the sales effort under ASPR 3-808.6 (b) 
in establishing a profit factor. 
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§ 610. Contributions or expenditures by national banks, co~~rations 
or labor organizations 

It is unlawful for any national bank, or any corporation organ­
ized by authority of any law of Congress, to make a contribution 
or expenditure in connec~ion with any election to any political of­
fice, or in connection with any primary election or political con­
vention or caucus held b) select candidates for any political office, 
or for any corporation whatever, or any labor organization to make 
a contribution or expenditure in connection with any election at 
which Presidential and Vice Presidential electors or a Senator or 
Representative in, or a Delegate or Resident Conmissioner to COn­
gress are to be voted for, or in connection with any primary elec­
tion or political convention or caucus held to select candidates for 
any of the foregoing offices, or for any candidate, political com­
mittee, or other person to accept or receive any contribution pro­
hibited by this section. 

Every corporation or labor organization which makes any contribu­
tion or expenditure in violation of this section shall be fined not 
rrore than $5,OOO~ and every officer or director of any corporation, 
or officer of any labor orga"lization, who consents to any contribu­
tion or expenditure by the corporation or labor organization, as the 
case may be, and any person who accepts or receives any contribu-
tion, in violation of this section, shall be fined not rrore than $1,000 
or .i.nq;:lrisoned not rrore than one year, or both~ and if the violation 
was willful, shall be fined not rrore than $10,000 or .i.nq;:lrisoned not 
rrore than two years, or both. 

For the purposes of this section "labor organization" means any 
organization of any kind, or any agency or employee representa-
tion cannittee or plan, in which employees participate and which 
exist for the p'..lrpose, in whole or in part, of dealing with em­
ployers concerning grievances, labor disputes, wages, rates of pay, 
hours of errq;:>loyment, or conditions of work. 

As amended May 21, 1949, c. 139, § 10, 63 Stat. 90~ Oct 31, 1951, 
c. 655, § 20(c), 65 Stat. 718. 

§ 611. Contributions by firms or individuals contracting with 
the United States 

Whoever, entering into any contract with the united States or 
any department or agency thereof, either for the rendition of per­
sonal services or furnishing any material, supplies, or equipnent 
to the United states or any departrrent or agency thereof, or selling 
any land or building to the united States or any department or 
agency thereof, if payment for the perfonnance of such contract 
or payment for such material, supplies, equipnent, land, or build-
ing is to be made in whole or in part fran funds appropriated by 
the COngress,during the pericd of negotiation for, or perfonnance 
under such contract or furnishing of material, supplies, equi);Illent, 
land r or buildings, directly or indirectly makes any contribution of 
rroney or any other thing of value, or pranises expressly or im-
pliedly to make any such contribution, to any political party, com­
mittee, or candidate for public office or to any person for any politi­
cal purpose or use~ or 

Whoever knowingly solicits any such contribution fran any such 
person or finn, for any such purpose during any such period--

Shall be fined not rrore than $5,000 or .i.nq;:lrisoned not rrore than 
five years, or both 
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EXCERPrS FOO:1 THE AICPA STATEMENT ON AUDITING STANDARDS #1 

110.05 In making the ordinary examination, 
the independent auditor is aware of the 
possibility that fraud may exist ••.. 
However, the ordinary examination directed 
to the expression of an opinion on financial 
statements is not primarily or specifically 
designed, and cannot be relief upon, to dis­
close defalcations and other similar irregu­
larities, although their discovery may result. 
Similarly, although'the discovery of deliber­
ate misrepresentation by management is 
usually more closely associated with the 
objective of the ordinary examination, such 
examination cannot be relief upon to assure 
its di.scovery. The responsibility of the 
independent auditor for failure to detect 
fraud (which responsibility differs as to 
clients and others) arises only when such 
failure clearly results from failure to comply 
with generally accepted auditing standards. 

110.06 Reliance for the prevention and detec­
tion of fraud should be placed principally upon 
an adequate accounting system with appropriate 
internal control. The well-established practice 
of the independent auditor of evaluating the 
adequacy and effectiveness of the system of 
internal control by testing the accounting 
records and related data and by relying on such 
evaluation for tile selection and timing of his 
other auditing procedures has generally proved 
sufficient for making an adequate examination. 
If an objective of an independent auditor's 
exar.,\ination were the discovery of all fraud, he 
muld have to extend his mrk to a point where 
its cost would be prohibitive. Even then he 
could not give assurance that all types of 
fraud had been detected, or that none existed, 
because items such as unrecorded transactions, 
forgeries, and collusive fraud muld not 
necessarily be uncovered. Accordingly, it is 
generally recognized that good internal control 
and fidelity bonds provide protection more 
economically and effectively • . . . 

110.8 The subsequent discovery that fraud 
existed during the period covered by the 
independent auditor's examination does not 
of itself indicate negligence on his part. 
He is not an insurer or guarantor; if tills 
examination was made with due professional 
skill and care in accordance with generally 
accepted auditing standards, he has fulfilled 
all of the obligations implicit in his under­
taking. 
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EXCERPTS OF VARIOUS SEC DISCIDSURE REQUIREMENTS 

Form S-l 

Item 16. Directors and Executive Officers. 

List the names of all directors and 
executive officers of the registrant and all 
persons chosen to become directors or exe­
cutive officers. Indicate all };X)sitions and 
offices with the registrant held by each per­
son named, and the principal occupation during 
the past five years of each executive officer 
and each person cho~en to become an executive 
officer. 

Item 17. Remuneration of Directors and Officers 

(a) Furnish infonnation in tabular form 
as to all direct remuneration paid by the 
registrant and its subsidiaries during the 
registrant's last fiscal year to the following 
persons for services in all capacities: 

(1) Each director, and each of the 
three highest paid officers, of the registrant 
whose aggregate direct remuneration exceeded 
$30,000, naming each such person. 

(2) All directors and officers of 
the registrant as a group, without naming them. 

(b) Furnish infonnation, in tabular form, 
as to all pension or retirement benefits pro­
};X)sed to be paid under any existing plan in the 
event of retirement at nonna1 retirement date, 
directly or indirectly, by the registrant or 
any of its subsidiaries to each director or 
officer named in answer to paragraph (a) (1) 
above. 

(c) Describe briefly all remuneration 
payments (other than payments re};X)rted under 
paragraph (a) or (b) of this item) pro};X)sed to 
be made in the future, directly or indirectly, 
by the registrant or any of its subsidiaries 
pursuant to any existing plan or arrangement 
to (i) each director or officer named in 
answer to paragraph (a) (1), naming each such 
person, fuid(ii) all directors fu"1d officers of 
the registrant as a group, without naming them. 
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Item 18. (With respect to options to purchase 
options) 

(c) Furnish separately the information 
call~ for by paragraph (b) above for all 
options held by (i) each director or officer 
narred in answer to paragraph (a) (1) of Item 17 
naming each such person, and (ii) all directors 
and officers as a group without naming them. 

Item 19. Principal Holders of Securities. 

Furnish the follc~Ying information as of a 
specified date within 90 days prior to the date of 
filing in tabul,ar fonn: 

(a) As to the voting securities of'the regis­
trant owned of record or beneficially by each per­
son who owns of records, or is known by the regis­
trant to own beneficially, rrore than 10 percent of 
any class of such securities. Show whether the 
securities are owned both of record and benefic­
ially, of record only, or beneficially only, and show 
the respective anounts and percentages owned in each 
such manner. 

(b) As to each class of equity securities of 
the registrant or any of its parents or subsidiaries, 
other than directors' qualifying shares, beneficially 
owned directly or indirectly by all directors and 
officers of the registrant, as a group, without 
naming them. 

Item 20. Interest of Management and Others in 
Certain Transactions. 

Describe briefly, and where practicable state 
the approximate anount of any material interest, 
direct or indirect, of any of the follt:>wing persons 
in any material transactions during the last three 
years, or in any material transactions during the 
last three years, or in any material proposed trans­
actions, to which the registrant or any of its sub­
sidiaries was, or is to be, a party: 

(a) Any director or officer of the registrant; 

(b) Any security holder named in answer to 
Item 19 (a); 

(c) Any associate of any Of the foregoing 
persons. 
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Regulation 14A 

Item 7. Remuneration and other Transactions with 
Mc-:magement and others ((a), (b), and (c) slID­
stantially the same as in Item 17, Fonn S-l; 
(d) substantially the same as Item 18, Fonn S--l) 

(e) state as to each of the following per­
sons who are indebted to the issuer or its sub-­
sidiaries at any time since the beginning of the 
last fiscal year of the issuer, (i) tl1e largest 
aggregate amount of indebtedness outstanding at any 
tirre during such period, (ii) the nature of the 
indebtedness and of the transaction in which it 
was incurred, (iii) the arrount thereof outstand­
ing as of the latest practicable date, and 
(iv) the rate of interest paid or charged thereon: 

(:,l) Each director or officer of the 
issuer; 

(2) Each nominee for election as a 
director; and, 

(3) Each associate of any such director, 
officer or nominee. 

(f) Describe briefly any transactions since the 
beginning of the issuer's last fiscal year or any pres­
ently proposed transactions, to which the issuer 
or any of its subsidiaries was or is to be a party, 
in which any of the following persons had or is to 
have a direct or indirect material interest, naming 
such person and stating his relationship to the 
issuer, the nature of his interest in the transaction 
and, where practicable, the am:::>unt of such interest: 

(1) Any director or officer of the issuer; 

(2) Any nominee for election as a director; 

(3) Any security holder named in answer 
to Item 5(d) i or 

(4) Any relative or spouse of any of the 
foregoing persons, or any relative of such spouse, who 
has the same home as such person or who is a director 
or officer of any parent or subsidiary of the issuer. 
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STANDARD FORM 119 ' 
DECEMBER 1952 

~~i~~~~:vrCES ADMINISTRATION CONTRACTOR'S STATEMENT 
OF CONTINGENT OR OTHER FEESl 

FOR SOLICITING OR SECURING, OR RESULTING FROM AWARD OF, CONTRACT 

119-103 

INVITATION NO. 

CONTRACT NO. 

NAME OF GOVERNMENT PURCHASING OFFICE 

The following information is furnished by the undersigned contractor' concerning any company or person employed or retained 
to solicit or secure the above identified contract, or concerning any company or person to whom the contractor has paid or agreed to 
pay any fee, commission, percentage or brokerage fee, contingent upon or resulting from the award of that contract. 

I. STATE FULL NAME AND BUSINESS ADDRESS OF SUCH COMPANY OR PERSON (if more than one, identity all) AND INDICATE WHETHER CORPORATION. PARTNERSHIP. INDI· 
VIDUAL. ETC.: 

ZA. DESCRIBE RELATIONSHIP TO CONTRACTOR OF THE COMPANY OR PERSON LIS rED UNDER ITEM 1. THAT IS. WHETHER SUCH COMPANY OR PERSON IS A SALES AGENT OR REPRE· 
SENTATIVE, BROKER. EMPLOYEE. CORPORATE OFFICER OR PRINCIPAL. OR OTHER RELATIONSHIP: 

D, IFTHERE IS A WRITTEN CONTRACT OR AGREEMENT COVERING SUCH RELATIONSHIP. ATTACH A COPY. IF Nor IN WRITING. STATE in detail THE TERMS OF SUCH ARRANGEMENT. 
INCLUDE THE AMOUNT AND METHOD OF COMPUTATION OF COMPENSATION AND EXPENSES: 

Appendix D 
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I This form is prescribed by General Services Admh'listration for use as part of the procedure concerning the "Covenant Against 
Contingent Fees." See General Services Administration Regulations, 41 (CFR) 1-1.507, 101-45.313, and 101-47.315. 

'As~sed throughout this form, the term ~'co.ntrllctor~' includes "bidder • ." 

If additional space is required, attach separate sheet which must also be signed 





---------------------------------------------------------------

3. IF SUCH PERSON IS AN EMPLOYEE: 

A. SPECIFY THE DURATION (PERIOD) OF EMPLOYMENT: 

B. IS SUCH PERSON ON THE CONTRACTOR'S PAYROLL FOR PURPOSES OF sOciAL SECURITY AND FEDERAL INCOME TAX WITHHOLDINGl 0 YES 

C. IS SUCH PERSON EMPLOYED BY OR DOES m:REPRESENTANYOrHERCONCER1Sl 0 YES 0 NO 
IF ANSWER IS "YES." STATE NAMES AND ADDRESSES OF SUCH CONCERNS A~ilIN WHAT CAPACITY: 

4. DOES THE COMPANY OR PERSON LISTED UNPER ITEM I REPRESENT THE CONTRACTOR: 

A. WITH RESPECT TO BOTH COMMERCIAL AND GOVERNMENT BUSINESS? 0 YES 0 NO 

B. WITH RESPECT TO GOVERNMENT BUSINESS ONLY? 0 YES 0 NO 

C. SOLELY WITH RESPECT TO THIS CONTRACT? 0 YES 0 NO 

D. WITH RESPECT TO CONTRACTS OF PARTICULAR GOVERNMENT PROCUREMENT OFFICES? 0 YES 
IF ANSWER IS "YES." SPECIFY THE OFFICES: 

SA. WITH RESPECT TO THIS CON~ 

CONTRACT? 0 YES 

.:T. ARE THE DUTIES OF THf:: COMPANY OR PERSON LISTED UNDER ITEM I CONFINED TO SOLICITING, OBTAINING. OR ASSISTING IN OBTAINING THE 

o NO 

B. IF THE DUTIES INCLUDE OTHER SERVICES SPECIFY SUCH SERVICES: 

6. IS IT THE CONTRACTOR'S REGULAR PRACTICE TO HAVE AN ARRANGEMENT OF THE TYPE SPECIFIED HEREINI 0 YES 

7. WiTH RESPECT TO THE COMPANY OR PERSON SPECifiED UNDER ITEM I, STATE: 

A. HOW LONG SUCH COMPANY OR PERSON HAS BEEN ENGAGED IN THIS TYPE OF WORK (i. e., oal •• repre.entalive. etc.): 

B. HOW LONG SUCH COMPANY OR PERSON HAS PERFORMED THIS TYPE OF WORK FOR THE CONrRACTOR: 

CONTR.~CTOR 

U. S. Code, Title 18 (Crimes and 
Criminal Procedure) Section 1001 
makes it a criminal offense to make 

a willfully fRJSe statement or repre­
sentation herein. 

.BY (to b6 1I;~ntJd only by author,'zed principal, such al corporate olliee,. 01 contractor, i, e., mllY not be aillned 
by "a/el a~fJnt, eto.) 

TITLE I DATE 

ADDRESS OF CONTRACTOR 

11 additional space is required, attach separate sheet which must also be si(lned 
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