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Mr. Chairman, members of the Committee, thank you for the opportunity to appear before you today; I am pleased to be here.

As requested, I will describe the actions taken by the Defense Contract Audit Agency (DCAA), as a result of two reports issued by the Government Accountability Office (GAO):  (1) the July 2008 GAO Report regarding allegations that certain DCAA audits did not meet professional standards (DCAA Audits: Allegations that Certain Audits at Three Locations Did Not Meet Professional Standards Were Substantiated) and (2) the report issued most recently covering audits of contractor internal controls and related audits.  
Please be assured that we have taken the GAO’s findings very seriously.  We have worked diligently since late 2008 to accomplish a number of actions to improve the quality of the audit services and to improve the working environment for our employees.  As shown in the Appendix of the submitted testimony and as discussed with Committee staff members throughout the year, we have completed over 50 specific improvement actions.  We are not done yet and have various long-term actions in place that we will accomplish in FY 2010 and several years thereafter.
Background on DCAA
Mr. Chairman, the DCAA is a distinct agency of the Department of Defense (DoD) that reports to the Under Secretary of Defense (Comptroller).  The DCAA mission is to perform all necessary contract audits for DoD components responsible for the negotiation, administration, and settlement of contracts and subcontracts.  In total, the DCAA has about 4,200 employees and 104 field audit offices.  

In FY 2008, the DCAA performed 30,352 audits covering $501 billion in proposed or claimed contractor costs.  These audits recommended reductions in proposed or billed costs of $17.9 billion (referred to as questioned costs), and $7.2 billion in estimated costs where the contractor did not provide sufficient information to explain the basis of the estimated amounts (referred to as unsupported costs).  
In total, the DCAA has about 4,200 employees and 104 field audit offices.  
As you may know, the DoD Inspector General (IG) is responsible for the oversight of DCAA’s quality control system, and the IG has previously determined both that DCAA’s system of quality control is designed in accordance with Government Auditing Standards, and that the quality control system being used on audits is adequate.  In August 2009, the IG notified DCAA that the prior “peer review” had expired and as a result, the expired “peer review” is mentioned in all audit reports issued after the notification, as well as a posting on the DCAA public web site.   
GAO Report Findings and Root Causes
For purposes of my testimony today, Mr. Chairman, we have categorized the GAO’s findings from both the July 2008 investigation and the most recent audit into four general areas:  Insufficient Testing of Contractor Internal Controls; Ineffective Quality Assurance Program; Lack of Independence; and Management Abuses of Employees and Impediments to the 2008 GAO Investigation.

Insufficient Testing of Contractor Internal Controls
In its recent review, the GAO identified noncompliances with the auditing standards for nearly all the assignments it reviewed.  The assignments covered 2004 to 2006, several years prior to the implementation of the many improvements we accomplished over the last year.  One of the primary deficiencies involves the amount of transaction testing that is performed in audits that provide an opinion on contractors’ internal control systems.  The GAO has concluded that DCAA has not performed sufficient transaction testing to provide an opinion of “adequate.”
Contractor internal control systems involve hundreds of “control points.”  Auditors assessed the risk of the control points on Government contracts and established the level of testing based on that risk.  When the auditors determined that the risk was low, fewer control points were tested.  When the risk was higher, more control points were tested and at a greater depth.  The GAO did not agree with our policy on transaction testing and consequently concluded the audit work was deficient.  In some instances, auditors permitted prior metrics and internal due dates to inappropriately reduce the level of testing performed in audits.   
We recognize the GAO’s concerns and initiated a project in 2009 to reassess the manner in which DCAA tests contractor business systems.  Although the auditing standards do not require that DCAA express an opinion on the adequacy of the contractors’ internal control systems, we did so to provide contracting officials meaningful information to approve or disapprove a contractor’s system as stipulated under the Federal Acquisition Regulations.  We are currently assessing the type of systems DCAA will need to audit and the type of opinion to be provided.  We will continue to seek advice from the GAO and the DOD Inspector General.  We anticipate our revised processes will be tested in early FY 2010 starting with the contractor’s system for preparing interim and final billings to the Government.   We envision the revised processes will consolidate testing of contractor billings currently performed in three different types of audits into a single audit.
As stated at the hearing last year, after the GAO issued the investigation in July 2008, we initiated an assessment of the performance metrics.  At the end of September 2008, we completely revamped our performance measures and the process for applying the measures.  We eliminated 18 metrics that focused on productivity and hours per audit and implemented 8 new measures.  The new measures emphasize audit quality and timeliness in terms of requestors’ due dates and not a standard DCAA cycle time.  The measures apply at the Agency level rather than at the field audit office or auditor level as had been done in prior years at some locations.  Feedback from focus groups from across the Agency have been favorable on the new measures.
Ineffective Quality Assurance Program

The GAO concluded that DCAA’s Quality Assurance program was deficient and as a result the risk of assignments that did not comply with the auditing standards is increased.  After the GAO’s issuance of the investigative report in July 2008, we recognized that improvements were required not only with the structure of the quality assurance organization, but the manner that we conducted the quality assurance reviews.  In August 2008, we centralized the quality assurance function by moving it to Headquarters and reassigned all quality assurance employees to the new Headquarters directorate.  However, centralizing the functions was not enough.  We also changed the manner in which we performed the quality assurance reviews.
We more than doubled the number of assignments reviewed for each office.  We no longer provide a rating of pass or fail that was dependent on the number of deficient assignments.  Rather, any field audit offices that are determined to have at least one assignment not in compliance with the auditing standards would be required to provide a meaningful corrective action plan.  Corrective actions are monitored at the Headquarters level and not the regional level as in prior years.  Moreover, all offices are reviewed on a three-year cycle, and all types of assignments are included in the sample universe.  Performing quality assurance reviews is a full-time commitment of the quality assurance organization, and no other projects are undertaken, as had been done in prior years when the quality assurance function was at the regional level.

Lack of Independence

In its most recent review, the GAO concluded that DCAA lacked independence in seven assignments.   The reason for the lack of independence in the recent review is somewhat different than the root cause discussed in the July 2008 investigative report.  The root cause that led to the GAO’s conclusion in July 2008 was DCAA’s participation in Integrated Product Teams (IPTs).  IPTs were established by DoD in the mid-1990s as a means of expediting the assessment of contractor bid proposals and the resolution of outstanding issues.   DCAA discontinued participation in IPTs in August 2008.
 In its recent review, the GAO concluded that DCAA’s independence was impaired primarily due to auditors providing input on draft corrections to internal control policies and procedures and then auditing the final policies and procedures.  In several instances, the auditors issued a no-exception audit report when the contractor corrected the deficiencies during the audit.  It is not uncommon for contractors with system deficiencies to seek input from the auditors while they are developing corrections to the systems.  In many instances, providing feedback throughout the processes expedites the correction of the deficiencies.  However, the GAO has concluded that this “feedback” impairs the auditors’ objectivity as they will audit information that they have provided feedback on prior to implementation.  We have corrected both of these issues.  Auditors no longer provide feedback to contractors on draft corrections to systems and no longer remove deficiencies from audit reports when the deficiencies are corrected during the audit. 

Management Abuses and Impediments to the GAO’s 2008 Investigation
In the July 2008 investigation, the GAO concluded that DCAA had an abusive work environment and that there existed a pattern of frequent management actions that served to intimidate some of the auditors and create an abusive environment at two of the three locations covered by its investigation.  The GAO stated that its conclusions were based on confidential interviews and e-mail documentation.   In its recent review, the GAO did not report any specific instances of abusive behaviors by DCAA management.

Since the GAO did not provide specific information upon which any personnel action could be taken In July 2008, we requested the services of the DoD Inspector General to investigate the matter.  The Inspector General completed its review in August 2009 and although the IG did not go so far as to state that DCAA had an abusive work environment, it concluded that two offices it reviewed did not have a work environment conducive to producing quality audits.

The DOD Inspector General reported that in one office, employees felt pressure to work uncompensated overtime (an average of about 7 hours per pay period).  In a second office, the IG reported several employees had yelled or raised their voices in the office.  We believe both of these issues have been adequately addressed, and the DoD IG concurs.


On the issue of impediments to the GAO’s investigation, the DoD IG did not identify any attempts by DCAA to impede the investigation other than a letter written in August 2007 to one of the senior auditors.  As was discussed in the hearing last September, the letter was prepared by one of the Defense Legal Services attorneys assigned to DCAA.  The letter was rescinded the day after the hearing last year.  Aside from the August 2007 letter, the DOD IG did not identify any other impediments to the GAO’s investigation.  


To provide employees an opportunity to report instances of perceived management abuse without fear of retaliation, we launched an anonymous web site in September 2008.  The web site is treated as a hotline, and allegations are either investigated by a DCAA internal ombudsman team established in late 2008 or referred to the DoD IG hotline for investigation.  For example, allegations involving a member of the Senior Executive Service are automatically referred to the DoD IG for investigation per DoD policy.

The ombudsman program is very active and prioritizes the investigations and reporting depending on the severity of the allegation.  Issues of abusive management are top priorities for the team.
DCAA Actions
Mr. Chairman, as a result of the 2008 GAO investigation and the most recent review, we have taken a number of actions.  The Appendix to my submitted testimony contains a list of actions completed to date, as well as actions that are in process as of today.  In addition, I would like to discuss some of the more significant actions at this time.
Structure

1.  With regard to the organizational structure of DCAA, we completed a bottoms-up staffing assessment, including an assessment of staffing for the quality assurance function, to determine whether we have the appropriate staffing at all levels of the organization.  Staffing shortfalls were provided to the DoD Comptroller in September 2008 and discussed throughout FY 2009.
We submitted a proposal to DoD under the Defense Acquisition Workforce Development Fund in December 2008 and received funding in March, April, and August 2009.  We were approved to hire 300 new auditor trainees in FY 2009, and 200 in FY 2010.  We have tentative approval for 200 in 2011 depending on budget priorities, for a total of 700 new trainees by the end of FY 2011.  We have met our hiring goal in FY 2009 and anticipate easily meeting the hiring goals in FY 2010 and 2011.
Although the increase in trainees is a good start toward improving our staffing situation, we will continue to work with the Department on how best to address future staffing needs. 
2.   We added 25 new field audit offices increasing from 79 offices in August 2008 to 104 offices in August 2009.  This equates to an additional 25 field office managers and a number of new supervisory positions.   We reduced the span of control for managers and supervisors to provide greater training to the new employees as well as to ensure appropriate oversight of audit quality.

3.  As stated earlier, we completely revamped the quality assurance organization.  We changed the manner in which the reviews are performed and greatly expanded the number of reviews conducted at each office every year.
Culture

1.   With regard to the culture of DCAA , we completely revised the performance measure process.  As stated earlier, we eliminated 18 measures and implemented 8 new measures to focus on audit quality.  We held focus groups in FY 2009, and feedback was favorable as most employees reported that they did not feel pressure to meet the performance measures on individual assignments.
However, although budget hours on individual assignments is not considered a performance measure, many auditors felt pressure to meet initial budget hours and did not feel they could request an extension.  As a result, we removed the requirement to meet budget hours from the performance standards and inserted new language on the requirement to complete audits in accordance with the auditing standards.  We also conducted a review within each of the regions to ensure that performance actions were not being taken based solely on not meeting initial budget hours.
2.  We hired the Center for Defense Management Reform at the Naval Postgraduate School, to assist with cultural transformation across the Agency.  This is a long-term action that will be completed over three to five years and may continue thereafter.  With the Center’s assistance, we identified four major projects to address in FY 2010.  These projects will answer the following questions:
a. How can DCAA put people first to guide its decisions, actions and values?  For example, an increased emphasis on “soft skills” such as building morale and developing employees (in terms of broad understanding as well as technical proficiency).

b.  How can DCAA develop leaders to serve the employees and the organization?
c. How can DCAA structure the organization to facilitate compliance with Generally Accepted Government Auditing Standards; maximize audit results; and better align agency workload and resources?
d. How can DCAA identify and resolve differing expectations between contracting officers; contractors; the public (Congress); and external review organizations?
3.  As mentioned earlier, we ceased participation in IPTs to avoid the appearance of a lack of independence.  We also ceased participation in Source Selection Evaluation Boards.  We no longer provide feedback to contractors during audits and will report deficiencies discovered during an audit even when the deficiencies are corrected prior to report issuance.

4.  We established an anonymous web site and ombudsman program for employees to report inappropriate actions by management or other employees.  We have assigned a dedicated team to the ombudsman function in the Agency.

5.  I established a Senior Advisory Council for Improvement which I chair, to oversee the implementation of improvements as a result of recommendations from various external reviews.

Processes

Finally, to address the improvements in processes:
1.  We instituted a revised process for determining the audit requirements for FY 2010.  Based on the audits required under laws and regulations and an estimate of the audits required to meet contracting officials’ demand requests, the field audit offices developed the hours necessary to accomplish the workload, taking into consideration the risk of the various contractors, the skill level of the audit staff and an estimate of the additional hours required to comply with the auditing standards.  Based on the hours, we developed Agency-wide priorities.  Since our funding provides for only about 65% of the audits that are required to be completed, we based the FY 2010 priorities on the audits of highest risk.  This process is consistent with the GAO’s recommendation of performing a risk based approach to auditing rather than “production line” auditing.
For example, all war-related effort in-theatre; requests for audits of contractor bid proposals prior to awarding of a contract; and billing and accounting system audits at the largest contractors.  

We engaged the Army Force Management Support Agency to evaluate DCAA’s process for planning FY 2010 audit needs as well as our staffing requirements.  This effort is expected to be completed in October 2009.

2.  We are in the process of improving the development and delivery of what is referred to as “life-cycle” training.  The goal is to provide necessary training throughout the career of the staff, including auditors, management, and support staff.

3.  We provided training to all DCAA employees on quality audits and the DCAA work environment in August during quality stand-down days.  The discussion focused on barriers, actual or perceived, to performing quality audits and processes needed to remove the barriers.

4.  We revised guidance on reporting unsatisfactory conduct of government officials when there has been a flagrant disregard for acquisition rules and regulations.  The prior processes involved elevating the issue to the official’s chain of command.  The new process involves reporting the issue to the DoD IG for investigation when the chain of command has not resolved the issue to DCAA’s satisfaction.  
 
5.  The Administration is considering whether it would make sense legislatively to expand the DCAA subpoena authority to be similar to the subpoena authority provided to the DoD IG.  Under the proposal, DCAA would be provided access to the contractor accounting records and other information necessary to accomplish the contract audit function.

6.  We continue to work with the Under Secretary Comptroller and Under Secretary for Acquisition, Technology, and Logistics, on an improved process for resolution of DCAA audit findings.  
Closing

In closing, Mr. Chairman, I want to underscore the seriousness with which DCAA is taking this matter. Inadequate work is unacceptable, and disciplinary and personnel actions will be taken as appropriate.  As I have indicated, a number of steps to resolve these issues have already been taken and completed.  Others are in process, but DCAA is committed to ensuring that the agency is above reproach, that  all of its audits are performed in accordance with auditing standards, and that its culture promotes the kind of vigilance and quality that protects the interests of the American taxpayers.

Mr. Chairman, thank you again for the opportunity to address the committee.  I am happy to answer your questions.  
Appendix to Written Statement of Ms. April G. Stephenson
Senate Committee on Homeland Security and Governmental Affairs
Specific DCAA Actions in Response To The GAO Reports 
Structure

· Approved agency-wide reduction in supervisory span of control (June 2008).

· Approved 25 new field audit offices and 5 new Regional Audit Managers lowering the span of control (May – February 2009).

· Completed Agency-wide staffing assessment and requested staffing increase to Comptroller on September 10, 2008.  Updates on staffing shortfalls were provided to the Comptroller at regular intervals throughout FY 2009.

· Realigned Quality Assurance to report directly to the Deputy Director (August 2008)

· Submitted request to OSD for SES level position for the Integrity and Quality Assurance (QA) function (September 2008).  Request was initially denied by DoD in January 2009 and the position was filled at the GS-15 level.  However, after another attempt by the Director for a SES position, DCAA received approval in July 2009 and a job announcement was issued shortly thereafter.

· Expanded the next round of QA reviews.

· Revised process for tracking and following-up on QA findings.

· Revised process for next 3-year cycle to ensure all audit offices are covered, after consultation with the DoD IG .

· Completed assessment on level of QA staffing.

· Issued revised comprehensive instruction on DCAA’s QA program (December 2008). 

· Submitted request for funds under Section 852 acquisition workforce fund in December 2008.  Under the Defense Acquisition Workforce Development Fund, DCAA has received $17.2 million to date (allotments in March, April, and August).  

· DCAA brought on-board 245 new interns by the end of July and have many offers with on-board dates in late FY 2009.  As a result, DCAA will easily meet the goal of 300 by the end of September and will probably exceed it.

· Realigned all Financial Liaison Advisors from the Field Detachment region (region that handles all Top Secret audits) to Headquarters to avoid the appearance of a lack of independence.  As of November 2008, all Financial Liaison Advisors report directly to Headquarters.

· At the request of the Director, the DCAA point of contact for the Office of Special Counsel investigation was moved from the DCAA General Counsel to the DoD General Counsel’s office due to the investigation being expanded.  
Culture

· Revised policy for resolving difference in audit results and opinions – elevate within management structure from two to four levels (July 2008).

· Ceased participation as members of Integrated Product Teams (IPTs) to avoid the appearance of a lack of independence (August 2008).

· Revised performance measures – eliminated 18 measures and added 8 measures (September 2008).

· Established web site for employees to anonymously voice concerns about the inappropriate use of performance measures and other inappropriate actions (September 2008).

· Engaged OPM to conduct an organizational assessment survey and are assessing results of the survey conducted by OPM – the working group is evaluating results and developing actions.

· Ceased participation as members of Source Selection Evaluation Boards to avoid the appearance of a lack of independence – requested audits will still be provided (November 2008).  

· Director/Deputy Director staff presentations emphasize the need to perform quality audits and discuss performance measures (various presentations through 2008 and 2009).

· Established a Senior Advisory Council for Improvement chaired by the Director to oversee the implementation of improvements as a result of the Defense Business Board recommendations (report issued January 22, 2009).

· Issued several memorandums reiterating the importance of cooperating with GAO, IG and other reviewers/investigators.

· Held stand down day for audit quality at all DCAA locations (August /September 2008 and again in August 2009).

· Completed annual independence training (September 2008 and September 2009).

· Held focus groups to obtain feedback on implementation of performance measures issued in September 2008 which revealed minimal problems with implementation of new measures (February/March 2009).

· The Director required all regions to assess whether exceeding budget hours on individual assignments was inappropriately used to lower performance ratings.  The regions completed the assessments and implemented corrective actions (December 2008).   

· Established new process to obtain input regarding the new hire employment experience and to identify reasons why employees leave DCAA (November 2008).

· Revised job objectives/performance plans for the 0511 (auditor) positions to eliminate the language on meeting audit budget hours and productivity measures and added language strengthening the need to execute audits in accordance with the auditing standards and Agency policy (February 2009).

· Revised supervisory development curriculum based on feedback from focus groups and other feedback mechanisms to emphasize leadership skills and the more common day-to-day activities which supervisors perform (April 2009).

Processes


· Issued memorandum on adequate working paper documentation (July 2008).

· Completed Agency-wide assessment to determine whether GAO’s findings are systemic across DCAA.  Six of the forty assignments reviewed contained noncompliances.  Actions being taken to address issues (September 2008). 

· Raised the field audit office signature authority for all audit reports to the level of the manager or higher (August 2008).

· Revised policy for the monthly quality review of issued audit reports from regions to the Headquarters Quality Assurance division (October 2008). 

· Revised DCAA Quality Checklist for Review of Audit Working Papers (checklist is used by auditors and supervisors prior to report issuance) (December 2008).

· Issued guidance clarifying DCAA’s process for pursuing access to contractor records and initiating a subpoena (December 2008).

· Issued clarifying guidance on what constitutes a significant deficiency in contractor internal control systems (December 2008). 

· Revised policy on reporting results of the review of contractor systems and related internal controls to eliminate the inadequate in-part opinion so that the overall opinion on the system is either adequate or inadequate (December 2008) 

· Issued guidance on performing and reporting on limited scope internal control audits (December 2008) 

· Issued guidance reminding auditors to report suspected contractor fraud and other irregularities encountered during the audit and emphasized that managers do not approve the Form 2000, but rather review it for clarity (February 2009).

· Issued guidance on documentation of judgmental sampling (February 2009).

· Revised guidance for reporting unsatisfactory conditions related to actions of Government officials wherein certain unsatisfactory conditions will be reported directly to the DODIG in lieu of reporting the conditions to a higher level of management (March 2009).

· Issued guidance clarifying requirements for contractor eligibility to participate in the Direct Bill Program (April 2009). 

· Issued guidance to remove major contractors from direct billing where contractor has implemented a new billing system or accounting system that significantly impacts Government billings and the new system has not been examined (April 2009). 

· Revised a self study training course (CMTL 1326) to include new guidance on identifying key elements of an effective internal control audit report and the requirements for issuing a real-time (flash) report (May 2009). 

· Issued an audit alert emphasizing existing guidance which requires that a separate Cost Accounting Standards noncompliance audit report will be issued when a noncompliance is found during any audit (June 2009) 

· Issued an audit alert to clarify that forward pricing due dates should be based on the realistic assessment of risk factors for each specific contractor and proposal under review (June 2009). 

· Issued guidance on contract audit closing statement reviews in July (after receipt of DOD IG comments).  This completes the last action item from the peer review.

· Instituted a revised process of determining audit requirements for FY 2010.  Developed Agency-wide audit priorities.  Current budget for FY 2010 only covers about 65% of requirements – audits planned for FY 2010 based on higher risk assignments with lower risk assignments deferred to FY 2011 (backlog of audits growing each year since war effort) (September 2009).

· Submitted a legislative proposal expanding DCAA access to contractor information similar to the authority provided the DOD IG (September 2009).

Long-Term Planned Actions

· Obtained the services of the Naval Postgraduate School, Center for Defense Management Reform to assist with the Agency-wide cultural transformation.  The initial effort started June 2nd with the DCAA executive team.  As a result, four major initiatives were adopted for incorporation in the DCAA Strategic Plan.  Teams of executives were assigned to each initiative to further develop the milestone plan for executing the objective.  The four items are:

1. How can DCAA put people first to guide its decisions, actions and values?  For example, an increased emphasis on “soft skills” such as building morale and developing employees (in terms of broad understanding as well as technical proficiency).

2.  How can DCAA develop leaders to serve the employees and the organization?

3. How can DCAA structure the organization to facilitate compliance with GAGAS; maximize audit results/ROI; and better align agency workload/resources?

4. How can DCAA identify and resolve different expectations of contracting officers, contractors, the public (Congress), and external review organizations?

These items will be worked for about the next three years.  Once the milestone plan for each of the four initiatives is developed, it is envisioned that each objective will have various completed actions throughout the next three years.  Once the milestone plans are developed, the objectives will be communicated to the workforce.

· Performing a comprehensive assessment and revision to DCAA training by instituting a life-cycle training process.  Effort started in FY 2008 and will conclude in about three years.

· Conducting a comprehensive organizational assessment (based on Baldrige). Estimated completion in FY 2010.

· Performing a comprehensive review of DCAA’s approach for performing internal control audits.  Estimated completion of baseline audit opinions in FY 2010. 

· Briefed DOD IG on September 3rd – favorable feedback.  Proceeding with developing plan for pilot testing.

· Reassessing the “direct billing” program which permits contractor submission of interim payment invoices directly to the payment office without DCAA approval.

· Engaged the Army Force Management Support Agency to evaluate DCAA’s process for planning FY 2010 audit needs as well as staffing requirements.  The effort is expected to be completed by the end of September.

· Revamping the Strategic Plan and Human Capital Plan (planned December 2009).

· Reassessing performance plans to better align standards to work expectations.  Effort started in FY 2009 and will continue in FY 2010.
· Submitting legislative proposal to DoD to expand DCAA’s subpoena authority and greater access to contractor records similar to IG authorities.  
Based on advice from GAO, on September 4th, we requested extension to peer review to assignments completed in FY 2011.  FY 2010 will be a rebuilding year for audits of contractor business systems.
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