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Executive Summary

PROBLEM STATEMENT:

Contracting Officers (COs) and Contract Administrators (CAs) do not have a SAF/AQC-sponsored reference guide to assist them in determining the financial health of commercial firms the Air Force contracts with or intends to contract with.

BACKGROUND:

The shift in emphasis in Air Force contracting from sealed bidding to negotiated procurements has increased the requirement for COs to understand the financial makeup and condition of the firms competing for Air Force contract awards.  COs must know where they can financial data and information on these firms and how to analyze it to determine their financial health.  In conducting this analysis, a distinction should be made between publicly traded firms that provide financial information in accordance with government procedures and industry standards (to include Securities and Exchange (SEC) procedures) and private firms that do not disclose such information to the general public.  This distinction highlights the need for COs to explore avenues other than those found strictly in the public domain when evaluating the financial health of private firms.  Key government agencies, to include the Defense Contract Audit Agency (DCAA) and the Internal Revenue Service (IRS), may provide COs with additional information needed to make key financial analysis decisions and their potential benefit should be know by the COs.  Furthermore, it is important for COs to understand how commercial firms evaluate each other when engaging in business transactions independent of the government, particularly when financing is involved.  Finally, in addition to a strict quantitative analysis of available data and an understanding of commercial practices, COs should understand that other resources are available to help them recognize potential financial problems, which includes past performance evaluations.

OBJECTIVE:

Consolidate and organize information uncovered during the research process into a guide for COs and CAs to use for effective evaluation of the financial health of government contractors.

ANALYSIS/RESULTS:

There is a wide range of financial analysis-related reference material already available for use by contracting personnel.  Effective consolidation of references to this material is the primary benefit of this effort as it should facilitate rapid location and access by field personnel.

ASSUMPTIONS AND CONSTRAINTS:

With regard to the viability of existing financial analysis-related material, the primary constraint is the degree to which interviews with selected individuals accurately capture the scope of available material for use by the field.

CONCLUSIONS:

There is a wide variety of existing material for contracting professionals to reference when conducting financial analyses.  The intent, and result, of this final product is to make field personnel aware of it and facilitate its incorporation into their financial analysis activities.

RECOMMENDATIONS:

Publish and distribute the final report.
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1. Introduction (by Lt Col Kim C. Triesler)

The purpose of this guide is to provide contracting officers (COs) and contract administrators (CAs) with an effective reference tool for use as they encounter various contracting-related financial issues in the field.  In particular, the guide’s intent is to help the COs and CAs determine the financial viability of any firm that they potentially may do business with before and after contract award.  In order to do this, the guide is structured so that COs and CAs can quickly locate information on specific topics.  Where possible, applicable text from source documents is included in the guide.  In instances where the source document itself is too large for inclusion in the guide, a brief summary of the document is provided along with a hyperlink to a location where a full-text copy can be found.  

Furthermore, the guide is written to accommodate a broad audience of USAF contracting personnel engaged in a wide variety of financial issues.  This audience includes those engaged in contracting activities at all levels:  systems, operational, logistics, research and development, and specialized contracting.  It does not attempt to capture all of the potential financial issues that personnel may encounter across these realms.  Instead, it provides guidance on where additional information may be obtained to facilitate addressing issues and solving problems that may arise.  

The guide is also thoroughly referenced so users can locate the source documents used during development for further exploration of the topics covered.  Users are encouraged to review the source documents at the locations provided should they have any concerns with regard to the guide’s currency.

In general, here is a summation of the information contained within this guide so that you can readily decide which section(s) you need to focus on.  Chapter 2, Financial Basics, describes the balance sheet, income statement, and statement of cash flows.  These are the principal documents you’d need in order to analyze any firm’s financial viability.  Next, various ratios are provided in order to analyze any financial statement.  These ratios should then be compared with other similarly-sized firms within a reasonable geographic area in order to determine if the firm being reviewed is or is not, in fact, financially viable.

Next, in Chapter 3, DFARS Guidance, we’ve listed excerpts from DFARS 232 (Contract Financing) that provide a wealth of information about sources of financial information that the contracting officer needs to review “when the contracting officer does not otherwise have sufficient information to make a positive determination of financial responsibility.”

Chapter 4, Defense Contract Audit Agency, deals with some of the many professional accounting and financial advisory services that can readily be tapped into.

Chapter 5, On-line Resources and Publications, lists 3 items.  The first is the DCAA Contract Audit Manual, and the second is the Contract Pricing Reference Guides which links to an excellent reference source that has an astounding array of financial analysis information readily available.  This is, perhaps, the best reference source within this guide.  It does a superb job discussing how to do a financial analysis of any sized firm and gives good descriptions of various financial statements and financial ratios and what they are used for.  In particular, the reference discusses the Altman Z-test, which is a failure-prediction model.  It is very useful in that does provide an initial alert of financial problems.  The third link is to the DCMA One Book, which goes into the general details of Defense Contract Management Agency resources available to them as they perform financial analyses prior to contract award and during contract execution.

Finally, Chapter 6, WWW Site Summary, lists some of the sites you might wish to explore to find out what information is available to assist you from the government side of the fence as well as invaluable resources provided by private industry from some well-known financial analytical firm giants such as Dun & Bradstreet and Moody’s Investors Services, to name just a few.
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Primary Financial Statements 

The three primary financial statements used by the business community are the balance sheet, the income statement, and the statement of cash flows.  Each has a distinctly different purpose, but when put together, can provide an assessment of a company’s financial health.  Each is discussed in greater detail below.

Balance Sheet

The balance sheet reports a company’s resources (assets) and obligations (liabilities) and the difference between what is owned and owed, which is referred to as owner’s equity.  Assets are economic resources that are owned by a company.  Liabilities are obligations to pay cash, transfer other assets, or provide services to someone else.  Owner’s equity is comprised of what is left after all liabilities have been deducted from all assets.  Figure 1 below is an example of a simplified balance sheet.

Company XYZ
Balance Sheet
June 30, 2003
(amounts in millions)

Assets

Cash						$9,000
Accounts receivable				     500
Property, plant, and equipment		  1,500
Equity investments				     300
Other assets					     200

Total Assets				          $11,500

Liabilities

Accounts payable				$2,000
Accrued expenses				  1,000
Income taxes payable				     500
Short-term notes payable			     500

Total Liabilities				$4,000


Owners’ Equity

Capital stock					$4,000
Retained earnings				  3,500

Total liabilities and owners’ equity              $11,500

Figure 1: Simplified Balance Sheet

Income Statement

The income statement reports the amount of net income earned by a company during a period.  Annual and quarterly income statements are the most common that you may have access to although most firms also produce monthly income statements for use by management.  The two major components of the income statement are revenue and expenses.  Revenue is the amount of assets created through business operations.  Expenses are the amount of assets consumed through business operations.  Figure 2 below is an example of a simplified income statement.

Company XYZ
Quarterly Income Statement
June 30, 2003
(amounts in millions)

Sales revenues				          $11,000
   Cost of goods sold 		     		  6,000
Gross margin					  5,000
Operating expenses				  4,000
Operating Income				  1,000
   Interest expense				     200
   Income tax expense				       50
Net income					    $850

Figure 2: Simplified Income Statement

Statement of Cash Flows

The statement of cash flows shows the cash inflows (receipts) and cash outflows (payments) of an entity during a period of time.  In this statement, individual cash flow items are classified according to three main activities:  operating, investing, and financing.  Operating activities are those that are part of the day-to-day business of a company.  Investing activities are those associated with buying and selling long-term assets.  Financing activities are activities whereby cash is obtained from, or repaid to, owners and creditors (Skousen, 1998:32-47).  Figure 3 below is an example of a simplified statement of cash flows.


Company XYZ
Statement of Cash Flows
For the Year Ended June 30, 2003
(amounts in millions)

Cash Flows from Operating Activities

Net income					   $850

Changes in operating cycle assets
   and liabilities:
Accounts receivable			(100)
Accounts payable			(500)
Accrued expenses			(100)
Income taxes payable			 100	   (600)

Cash flow from profit-
   making operations			                 250

Cash Flows from Investing Activities

Equipment purchases				   (100)

Cash Flows from Financing Activities

Capital stock issue			100
Cash dividends to stockholders	(75)	       25

Increase (decrease) in cash
   during year				  	     175

     Figure 3: Simplified Statement of Cash Flows


Financial Statement Analysis

Numerous ratios and formulas can be used with the financial statements above to monitor a company’s financial health.  Some of the more common ones are presented below with a brief description of each.  When using these financial statements, and computing the associated ratios and formulas, it is important to remember that although the statements essentially measure the same general conditions of any given company, they may take on varying forms depending upon what type of business the company conducts.  It is also prudent to note that while the ratios and formulas used in financial statement analysis provide an absolute measure when looking at a single company, relative measures against comparable companies in the same industry are appropriate.  

Some of the publications available to COs and CAs when conducting relative analyses include: Almanac of Business and Industrial Financial Ratios, Annual Statement Studies-Financial Ratio Benchmarks, and Industry Norms and Key Business Ratios.  They can be purchased through most major book retailers.  


Ratio			Function					Formula	

Debt ratio		Proportion of borrowed funds 		Total liabilities
			used to purchase assets			Total assets

Current ratio		Measure of liquidity: number of 		Current assets	
			times current assets could cover		Current liabilities
			current liabilities

Asset turnover		Number of dollars of sales generated		Sales
			by each dollar of assets			Total assets

Return on sales	Number of cents earned on 			Net income
			each dollar of sales				Sales

Return on Equity	Number of cents earned on each		Net income
			dollar invested					Owners’ equity

Price-earnings 	Amount investors are willing to pay		Market price per share
ratio			for each dollar of earnings			Earnings per share


More information on the various ratios for use by COs and CAs can be found in volume 4, chapter 9 of the Contract Pricing Reference Guides which can be viewed on-line at http://www.acq.osd.mil/dpap/contractpricing/vol4chap9.htm.


Distinctions Between Business Types and Sizes

In many cases, the size and type of business being analyzed will dictate from what sources the most effective data and information can be obtained to conduct a thorough financial analysis.  Below is an excerpt from an article by Diane M. Bogusz, C.P.M. that contrasts data availability of publicly traded companies against privately held ones:

“For publicly traded companies, financial information is relatively easy to obtain, as these companies are generally required to make their financial reports available to the investing public.  This information can be obtained by either contacting a contractor’s Investor Relations Department or by downloading reports directly from the Securities and Exchange Commission (SEC) web site, www.sec.gov.  On this site, annual financial reports are labeled “10-K,” while quarterly reports are labeled “10-Q.”  There are a variety of other sites that offer financial information on public companies for free or for a fee.

In contrast to public companies, private companies (i.e., those that do not issue stock to the public) are not required by law to provide financial reports to third parties.  Nevertheless, my experience has been that they will generally agree to provide financial information, especially if an award is contingent upon receipt and review of acceptable financial information.  I recommend including language in solicitations, stating that audited financial statements may be required to determine financial responsibility.  By doing so, contractors know this requirement immediately.  Some private companies may have confidentiality issues with releasing their financial statements.  The possibility of using a confidentiality/non-disclosure agreement may mitigate this issue, but this would need to be addressed on a case-by-case basis.

Smaller contractors may not produce formal financial statements.  Nevertheless, they are normally able to provide enough information for the ratio and industry comparisons described herein.  If a contractor states that it does not produce financial statements, request a copy of their tax returns.  Every contractor—from sole proprietorships to partnerships, corporations, or non-profit organizations—must file tax returns with the Internal Revenue Service” (Bogusz, 2003:35).

The specific types of information that can be analyzed when conducting financial analyses are covered in DFARS 232 and are presented in the next chapter.  An example of an instruction requesting data and information needed to conduct a financial analyses of a prospective contractor is provide below.  It should be noted that the information provided below should be adjusted accordingly based upon the size and type of businesses likely to submit offers in response to a specific solicitation.

“In order to determine contractor responsibility, the offerors shall explain how they plan to maintain adequate financial capability for a contract of this magnitude and length.  Offerors must provide the last three years financial statements and statements of cash flows for the firms or corporations proposed, and year-to-date financial information through the last quarter available.  The year-end financial statements must be certified by an independent accounting firm, if practicable, or at least by an authorized officer of the organization.

In addition to the above, offerors shall explain how performance of the resultant contract will be funded.  If the offeror intends to rely on internally available working/operation capital, evidence of availability must be submitted.  If the offeror plans to rely on financial support from other sources, identify the maximum lines of credit that may be available; include documentation to support the amounts and a point of contact and phone number for the lender.  The maximum lines of credit must be based upon the inclusion of this contractual effort.

The above information shall be provided for the prime and all subcontractors with $25,000,000 or more proposed cost over the life of the contract.  If the offeror is a combination of firms (including joint venture partners, individual companies which comprise the proposed organization, and/or critical and key subcontractors), discuss the financial responsibilities among the companies.  Historical and year-to-date financial data shall be submitted for each company that makes up the offeror, and the ability to fund contract performance shall be addressed for the combined firm.  This data shall be provided to the contracting officer no later than [insert date]” (AETC, 2003).
3. 
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The following excerpt is taken from DFARS 232 (Contract Financing), and notes many of the sources of information COs can take into account when conducting financial analyses of prospective offerors or current contractors.

232.072  Financial responsibility of contractors.

Use the policies and procedures in this section in determining the financial capability of current or prospective contractors.

232.072-1  Required financial reviews.

The contracting officer shall perform a financial review when the contracting officer does not otherwise have sufficient information to make a positive determination of financial responsibility. In addition, the contracting officer shall consider performing a financial review--

(a) Prior to award of a contract, when--

(1) The contractor is on a list requiring preaward clearance or other special clearance before award;

(2) The contractor is listed on the Consolidated List of Contractors Indebted to the Government (Hold-Up List), or is otherwise known to be indebted to the Government;

(3) The contractor may receive Government assets such as contract financing payments or Government property;

(4) The contractor is experiencing performance difficulties on other work; or

(5) The contractor is a new company or a new supplier of the item.

(b) At periodic intervals after award of a contract, when--

(1) Any of the conditions in paragraphs (a)(2) through (a)(5) of this subsection are applicable; or

(2) There is any other reason to question the contractor's ability to finance performance and completion of the contract.

232.072-2 Appropriate information.

(a) The contracting officer shall obtain the type and depth of financial and other information that is required to establish a contractor's financial capability or disclose a contractor's financial condition. While the contracting officer should not request information that is not necessary for protection of the Government's interests, the contracting officer must insist upon obtaining the information that is necessary. The unwillingness or inability of a contractor to present reasonably requested information in a timely manner, especially information that a prudent business person would be expected to have and to use in the professional management of a business, may be a material fact in the determination of the contractor's responsibility and prospects for contract completion.

(b) The contracting officer shall obtain the following information to the extent required to protect the Government's interest. In addition, if the contracting officer concludes that information not listed in paragraphs (b)(1) through (b)(10) of this subsection is required to comply with 232.072-1, that information should be requested. The information must be for the person(s) who are legally liable for contract performance. If the contractor is not a corporation, the contracting officer shall obtain the required information for each individual/joint venturer/partner:

(1) Balance sheet and income statement--

(i) For the current fiscal year (interim);

(ii) For the most recent fiscal year and, preferably, for the 2 preceding fiscal years. These should be certified by an independent public accountant or by an appropriate officer of the firm; and

(iii) Forecasted for each fiscal year for the remainder of the period of contract performance.

(2) Summary history of the contractor and its principal managers, disclosing any previous insolvencies--corporate or personal, and describing its products or services.

(3) Statement of all affiliations disclosing--

(i) Material financial interests of the contractor;

(ii) Material financial interests in the contractor;

(iii) Material affiliations of owners, officers, directors, major stockholders; and

(iv) The major stockholders if the contractor is not a widely-traded, publicly-held corporation.

(4) Statement of all forms of compensation to each officer, manager, partner, joint venturer, or proprietor, as appropriate--

(i) Planned for the current year;

(ii) Paid during the past 2 years; and

(iii) Deferred to future periods.

(5) Business base and forecast that--

(i) Shows, by significant markets, existing contracts and outstanding offers, including those under negotiation; and

(ii) Is reconcilable to indirect cost rate projections.

(6) Cash forecast for the duration of the contract (see 232.072-3).

(7) Financing arrangement information that discloses--

(i) Availability of cash to finance contract performance;

(ii) Contractor's exposure to financial crisis from creditor's demands;

(iii) Degree to which credit security provisions could conflict with Government title terms under contract financing;

(iv) Clearly stated confirmations of credit with no unacceptable qualifications; and

(v) Unambiguous written agreement by a creditor if credit arrangements include deferred trade payments or creditor subordinations/repayment suspensions.

(8) Statement of all state, local, and Federal tax accounts, including special mandatory contributions, e.g., environmental superfund.

(9) Description and explanation of the financial effect of issues such as--

(i) Leases, deferred purchase arrangements, or patent or royalty arrangements;

(ii) Insurance, when relevant to the contract;

(iii) Contemplated capital expenditures, changes in equity, or contractor debt load;

(iv) Pending claims either by or against the contractor;

(v) Contingent liabilities such as guarantees, litigation, environmental, or product liabilities;

(vi) Validity of accounts receivable and actual value of inventory, as assets; and

(vii) Status and aging of accounts payable.

10. Significant ratios such as--

(viii) Inventory to annual sales;

(ix) Inventory to current assets;

(x) Liquid assets to current assets;

(xi) Liquid assets to current liabilities;

(xii) Current assets to current liabilities; and

(xiii) Net worth to net debt.

232.072-3 Cash flow forecasts.

(a) A contractor must be able to sustain a sufficient cash flow to perform the contract. When there is doubt regarding the sufficiency of a contractor's cash flow, the contracting officer should require the contractor to submit a cash flow forecast covering the duration of the contract.

(b) A contractor's inability or refusal to prepare and provide cash flow forecasts or to reconcile actual cash flow with previous forecasts is a strong indicator of serious managerial deficiencies or potential contract cost or performance problems.

(c) Single or one-time cash flow forecasts are of limited forecasting power.  As such, they should be limited to preaward survey situations.  Reliability of cash flow forecasts can be established only by comparing a series of previous actual cash flows with the corresponding forecasts and examining the causes of any differences.

(d) Cash flow forecasts must--

(1) Show the origin and use of all material amounts of cash within the entire business unit responsible for contract performance, period by period, for the length of the contract (or until the risk of a cash crisis ends); and

(2) Provide an audit trail to the data and assumptions used to prepare it.

(e) Cash flow forecasts can be no more reliable than the assumptions on which they are based.  Most important of these assumptions are--

(1) Estimated amounts and timing of purchases and payments for materials, parts, components, subassemblies, and services;

(2) Estimated amounts and timing of payments for purchase or production of capital assets, test facilities, and tooling;

(3) Amounts and timing of fixed cash charges such as debt installments, interest, rentals, taxes, and indirect costs;

(4) Estimated amounts and timing of payments for projected labor, both direct and indirect;

(5) Reasonableness of projected manufacturing and production schedules;

(6) Estimated amounts and timing of billings to customers (including progress payments), and customer payments;

(7) Estimated amounts and timing of cash receipts from lenders or other credit sources, and liquidation of loans; and

(8) Estimated amounts and timing of cash receipts from other sources.

(f) The contracting officer should review the assumptions underlying the cash flow forecasts.  In determining whether the assumptions are reasonable and realistic, the contracting officer should consult with--

(1) The contractor;

(2) Government personnel in the areas of finance, engineering, production, cost, and price analysis; or

(3) Prospective supply, subcontract, and loan or credit sources.
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The DCAA mission is to:
1. Perform all necessary contract audits for DoD and provide accounting and financial advisory services regarding contracts and subcontracts to all DoD components responsible for procurement and contract administration.  These services are to be provided in connection with the negotiation, administration, and settlement of contracts and subcontracts.
2. Provide contract audit services to other Government agencies as appropriate (Defense Contract Audit Agency, 2003).

DCAA provides a wide variety of products and services to contracting officers, including:

1. Preaward Contract Audit Services:

a. Price Proposals
b. Preaward Surveys
c. Forward Pricing Labor & Overhead Rates

2. Postaward Contract Audit Services:

a. Incurred Costs/Annual Overhead Rates
b. Truth in Negotiation Act Compliance
c. CAS (Cost Accounting Standards) Compliance & Adequacy
d. Claims
e. Financial Capability

3. Contractor Internal Control System Audits:

a. Accounting
b. Estimating
c. EDP (Electronic Data Processing)
d. Compensation
e. Billing
f. Budgeting
g. Material Management
h. Labor
i. Purchasing
j. Indirect and Other Direct Cost

4. 
Negotiation Assistance:

a. Fact-finding and analysis of contractor information after audit. 
Procurement liaison assistance.

Additional information on services available from DCAA can be obtained from their WWW site at: http://www.dcaa.mil/.
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DCAA Contract Audit Manual (CAM) 7640.1

The DCAA audit manuals can be found on-line at http://www.dcaa.mil/ (DCAA Publications, DCAA Contract Audit Manual).  The publication is intended for use by DCAA personnel, but information from it can be used by COs and CAs to better understand the audit process in the event they employ DCAA audit results in their contracting activities.


Contract Pricing Reference Guides

These guides are available on-line and can be found at http://www.acq.osd.mil/dpap/contractpricing/chap-index.htm.  Of particular interest for COs and CAs conducting financial analysis is the information in Volume 4 (Advanced Issues in Contract Pricing), Chapter 9 (Performing Financial Analyses).  This chapter includes definitions of commonly used financial terms, direction on how to obtain financial information, financial indicators available and guidance on their application.  It also includes links to financial publications that provide a broad range of information about companies.  Many of these links are provided in the next chapter for easy referencing.


DCMA One Book

The One Book is available on-line and can be found at http://www.dcma.mil/onebook/tblofcon.htm#9.0.  In section 10 (Property and Financial Services), chapter 10.7 (Financial Analysis) the publication notes the intent of the policy and process:

1.1. The intent of this chapter is to determine whether a company is financially capable of performing a contract.

1.1.1. Financial Analysis will be performed when requested by the customer, usually a contracting officer, for the purpose of making decisions regarding preaward and postaward concerns on conditions related to Government contracts.

1.2. The typical product of this process is a financial analysis report that establishes the degree of financial risk as high, moderate or low.  (An insolvent condition is stated as high risk.)  It is used as a factor for making decisions regarding contract award, financing and other business decisions.
General details of processes are provided and should give COs and CAs a better understanding of the DCMA resources available to them as they perform financial analyses prior to contract award and during execution.

6. [bookmark: Chapter6] WWW Site Summary 

Site and Description						Location

Defense Contract Audit Agency					http://www.dcaa.mil/
- Provides access to the DCAA Contract
  Audit Manual for facilitating understanding
  and employment of audit results

Defense Contract Management Agency				http://www.dcma.mil/
- Provides access to methodology of
  determining if a contractor is financially
  capable of performing a contract

Contract Pricing Reference Guides 				
(Performing Financial Analyses)
- Examines the application of financial
   analysis to contracting decisions

Dun and Bradstreet							http://www.dnb.com/us/
      - Provides individual reports on current
        developments concerning size, credit, etc.,
        for many United States and Canadian companies;
        charges apply

Moody’s Investors Service						http://www.moodys.com
      - Dun & Bradstreet subsidiary publishes
        financial data for a wide variety of companies;
        registration required


U.S. Federal Reserve							http://www.federalreserve.gov/
      - Contractors who apply for guaranteed loans
        on Government contracts submit to a thorough
        credit investigation by the Federal Reserve Bank.
        The reports of these investigations are available to
        the CO.

U.S. Securities and Exchange Commission			http://www.sec.gov/
      - Provides on-line access to quarterly and annual
        statements filed by publicly traded companies

Thomas Register							http://www.thomasregister.com/
      - Defines the range of a company’s tangible asset
        value; may be of assistance in verifying assets
        when conducting balance sheet

Value Line								http://www.valueline.com/
      - Provides a loose-leaf analysis of approximately
        1,700 companies.  It contains historical data on
        earnings, dividends, sales, working capital, and
        appraisals of the future prospects for the company
        (Contract Pricing Reference Guides, 2003)
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8. 
 Acronyms

AETC				Air Education and Training Command

CA				Contract Administrator

CAM				Contract Audit Manual

CO				Contracting Officer

DCAA				Defense Contract Audit Agency

DFARS			Defense Federal Acquisition Regulation Supplement

USAF				United States Air Force

WWW				Worldwide Web
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