EXTERNAL AUDIT ISSUES

As of 5/30/00 

Introduction

By auditing standards, a TDOT auditor cannot tell an organization how to compile information, or in what specific format.  In theory and practice, the auditors are an objective third party, conducting audits of agreements or contracts entered into between TDOT management and public or private organizations.

General Guidelines

· Record business income and expenditures in a hand-posted or computerized accounting system.

· Keep time sheets, original invoices, rental agreements, and all source (original) documentation used as a basis for any billing to TDOT.

· Read and understand the agreement entered into with TDOT and the implications of the method of payment identified in the agreement and the federal and state criteria cited in the agreement.

· Never believe an item of cost is acceptable for reimbursement purposes just because the Internal Revenue Service identifies those same costs as acceptable.

· TDOT uses the Federal Acquisition Regulation System (FARS) as a primary basis for determining the allowability, allocability, and reasonableness of incurred costs.

· Requirements apply to all consultants and 3rd party consultants.

Labor Costs

Auditors look at labor costs in at least three different ways.  They verify direct labor costs billed on a project, indirect labor costs accumulated in a firm’s overhead, and total direct labor dollars used as a basis for determining a firm’s overhead rate.

Direct labor is labor charged directly to projects.  Indirect labor is labor commonly incurred for general administration of the organization, including accounting, marketing, sales, budget, and administrative management of the organization.  A firm must be able to identify direct labor from indirect labor.  It should be noted that all direct labor recorded for projects goes into the direct labor base regardless of whether it is billed to the client or not. 

Labor costs need to be supported by monthly, weekly, or daily time sheets for project people (those charging direct to a job) and may be used for administrative or indirect type labor employees. Auditors make the distinction between labor costs and market billing rates for services provided on an hourly basis.  A billing rate includes overhead, profit, and salary while a wage or labor rate is a raw labor cost.

Time records for salaried personnel with direct and indirect labor hours need to track the actual hours worked and any uncompensated overtime valued at the computed hourly labor rate and added to the direct labor base. TDOT uses 2,080 hours as the number of hours in a year for computing hourly labor rates for salaried individuals. Adjusting overhead for uncompensated overtime is more efficient than continually adjusting the hourly labor rates for salaried individuals.  

FARS does not allow for overtime to be charged to projects unless prior approval is received and the overtime is to the benefit of the government project rather than the firm.  Also, the fringe benefits and in part, other related overhead costs of a firm do not relate directly to overtime hours expended while working on projects.  Therefore, the premium portion of direct labor overtime must be deducted from the direct labor base in the overhead schedule.  Any approved overtime billed to TDOT projects must have the premium portion of overtime billed separately, and the overhead rate is then applied only to the non-premium portion of the direct labor.  

TDOT caps the indirect salary that can be included in overhead at $75,000 per individual.  To determine the deduction, for individuals with salaries in excess of $75,000, start with the total salary, deduct the direct labor, deduct $75,000, and the balance is the amount to be excluded from the overhead calculation.

Proposals may estimate total labor by using average wage rates, but billing for actual services must be based on each employee’s actual payroll rate.

Overhead Costs

Overhead costs are those general expenses incurred during the normal course of operating a business.  At times these costs may be further divided into or call General and Administrative, Fringe Benefit Costs, Overhead, or Payroll burden.

TDOT auditors use FARs to assist in establishing overhead costs which may be recovered in a firm’s overhead rate.  This computed rate is applied to direct labor, ultimately to be recovered against the contract.  The maximum rate allowed by TDOT policy is 145%.  For the computation of the fixed fee, all firms must use 135%.

The following is an overview of an overhead schedule.  This is included as a starting point for consultants unfamiliar with the TDOT requirements.  Not all cost categories can be presented.  Further detailed information and answers to specific questions can be obtained from the external audit section.

The dollar amounts on the overhead schedule should agree with financial statements.  Documents to support the overhead schedule should be available for inspection.  We review the support documents for compliance with 48 CFR 31 as well as Tennessee policies and regulations.



ABC Corporation









Overhead Schedule

For Year Ended December 31, 1998



















Stated Amount

Adjustments

Ref.

Accepted Amount


Direct Labor
 $   1,120,565 





 $ 1,120,565 


Overhead









Annual Leave
 $      161,578 





 $    161,578 


Holiday
54,250 





54,250 


Sick Leave
972 





972 


Social Security Taxes
147,870 





147,870 


Employee Insurance
90,043 





90,043 


Unemployment Taxes
17,528 





17,528 


Workman's Compensation
7,564 





7,564 


401(k) Plan Contributions
32,752 





32,752 


401(k) Plan Administration
7,246 





7,246 


Rent
142,947 





142,947 


Office Maintenance
17,785 





17,785 


Telephone
18,604 

(896)

(F)

17,708 


Principals Salaries
300,000 

(150,000)

(C)

150,000 


Clerical Salaries
80,006 





80,006 


Administration, Etc
391,496 

(80,000)

(C)

311,496 


Accounting
71,006 





71,006 


Business Taxes
65,386 





65,386 


Insurance
101,571 

(30,000)

(M)

71,571 


Warranty Service
3,035 

(3,035)

(P)

0 


Bonuses
80,201 

(60,000)

(D)

20,201 


Employee Recruiting
18,798 

(135)

(F,G)

18,663 


Printing, Stationary, Etc.
82,585 

(449)

(F,I,J)

82,136 


Computer Expenses
59,967 





59,967 


Computer Administration
41,394 





41,394 


Auto and Travel
35,749 

(8,939)

(P)

26,810 


Fees, Dues, Meetings, Etc.
31,186 

(252)

(G)

30,934 


Subs. and Pubs.
6,444 





6,444 


Professional Services
10,265 

(5,276)

(E,H)

4,989 


Depreciation
78,703 

(25,000)

(P)

53,703 


Mileage Reimbursement
(15,694)





(15,694)


Advertising and Promotion
9,218 

(9,218)

(F)

0 


Bad Debts
12,007 

(12,007)

(H)

0 


Entertainment
3,800 

(3,800)

(A)

0 


Contributions
1,110 

(1,110)

(J)

0 


Income Tax
66,258 

(66,258)

(N)

0 


Interest
7,535 

(7,535)

(O)

0 


Coffee, Tea, and Parties
9,854 

(9,854)

(A),(K)

0 


Other
5,019 





5,019 


       Total Overhead
 $   2,256,038 

 $ (473,764)



 $ 1,782,274 


       Overhead Rate
201.33%





159.05%























References

















(A)
48 CFR 31.205-14.  (Entertainment)








(B)
Adjusted to year-end trial balance amounts. Actual costs.








(C)
Adjusted for TDOT $75,000 salary cap in overhead compensation








(D)
Adjustment to TDOT policy of no bonuses to employees with 2% or more share of ownership.








(E)
48 CFR 31.205-41(b)(1) and 31.201-6(d).  (Federal Income Tax)








(F)
48 CFR 31.205-1(d).  (Advertising)








(G)
48 CFR 31.205-51.  (Alcoholic Beverages)








(H)
48 CFR 31.205-3. (Bad Debt Expense)








(I)
48 CFR 31.205-14.  (Christmas Cards)








(J)
48 CFR 31.205-8.  (Donations)








(K)
48 CFR 31.205-13. (Entertainment)








(L)
48 CFR 31.205-6(c).  (Unidentified costs/Unsupported costs)








(M)
48 CFR 31.205-19(a)(2)(vi)  (Shareholder/Key-man life insurance)








(N)
48 CFR 31.205-41(b)(1)  (Federal Tax Preparation)








(O)
48 CFR 31.205-20.  (Interest)








(P)
48 CFR 31.205-11(a).  (depreciation not in agreement with income tax return)








Types of Unallowable Costs Often Included in Overhead

The following is a listing that cannot be considered all-inclusive of costs which auditors typically find in a firm’s overhead cost categories.  Our recommendation to firms who may include these types of costs in their overhead computation is to remove them to the extent possible before the firm is audited.

Types of Unallowable Costs
Federal Code Reference




Advertising
48 CFR 31.205-1(d)

Alcoholic Beverages
48 CFR 31.205-51

Brochures
48 CFR 31.205-1(f)(5)

Bad Debt Expense
48 CFR-31.205-3

Christmas Party Expense
48 CFR 31.205-14

Christmas Cards
48 CFR-31.205-14

Coffee Costs
48 CFR 31.205-13

Contributions
48 CFR 31.205-8

Civic Club Dues
48 CFR 31.205-1(f)(7)

Christmas Bonus & Gifts
48 CFR 31.205-14

Unidentified Costs
48 CFR.201-6( c)

Depreciation in excess of Federal
48 CFR 31.205-11

      Tax Return claim


Donations
48 CFR 31.205-8

Directory Advertising
48 CFR 31.205-1(d) & (f)(1)

Direct Costs
48 CFR 31.202(a)

Display Costs
48 CFR 31.205-1(f)(2)(I)

Entertainment
48 CFR 31.205-14

Expenses with no supporting
48 CFR.201-6(c)

     documents


Flowers
48 CFR 31.205-13(a)

Federal Income Tax
48 CFR 31.205-41(b)(1) & 6(d)

Finance Charges
48 CFR 31.205-15

Fines & Penalties
48 CFR 31.205-15(a)

Gifts to Employees
48 CFR 31.205-13

Interest
48 CFR 31.205-20

Key Man Life Insurance
48 CFR 31.205-19(a)(2)(vi)

Lobbying & Political Activity
48 CFR 31.205-22

Delinquent License Fees
48 CFR 31.205-3(a)

Prior Year Expenses
48 CFR 31.201-2(c) & 3(a)

Premium Time
48 CFR 22-103-2

Recovered In-house Charges
48 CFR 31.205-5

Recovered Long Distance Charges
48 CFR 31.205-5

Related Party Rent portion
48CFR-205-36(b)(3)

Shareholder life insurance
48CFR-205-19(a)(2)(vi)

Trade show and advertising
48 CFR 31.205-1(f)

Preparation of Federal Tax Returns
48 CFR 31.205-41(b)(1) & 6(d)




Note that TDOT policy requires CADD expenses and Facilities Cost of Capital to be included in overhead.  No bonuses are allowed for principals, associates, or persons owning more than 2% of a firm’s outstanding stock.

Direct Non-salary Costs

These costs are incurred specifically for a given project.  Depending upon the type of contract or agreement, these costs may or may not be billed to the client.  Types of non-salary costs which may be charged to TDOT agreement include, but are not limited to 

· Plan copies

· Long distance phone calls

· Travel

· Subcontract costs

· Mileage costs

· Subsistence

· Equipment rental

· Photographs

· Contract employees

A firm should record direct non-salary costs separately from overhead costs in their accounting system.  When a firm does not bill these costs directly to a project, they sometimes include them in the firm’s overhead costs.  If discovered by the auditor they will be removed.  If these costs are recorded in the overhead accounts, the firm must be able to prove that the overhead accounts are credited for all revenues billed to clients and for all unbilled direct non-salary costs.  Whether the firm actually collects on the billings is not relevant.

Audit Documentation Requirements
Support documents required by auditors for direct and indirect labor costs include but are not limited to:

· General ledger

· Labor distribution reports

· Payroll registers

· Time sheets

· W-2’s, personnel files for paid hourly rates and job classifications

· Check register

· Canceled checks

· Journal vouchers

· Job charge coding lists

Support documents required by auditors for overhead and non-salary direct costs include but are not limited to:

· General ledger

· Invoices

· Vouchers

· Agreement files

· Recap of billed costs

· Depreciation schedules

· Tax returns

· Rental agreements

· Insurance policies

· Bonus policy

· Travel expenses

· Check register

· Cash disbursements journal

· Canceled checks

· Journal vouchers

· Job charge coding lists

Records must be retained for 3 years from the date of final payment from TDOT to the prime engineers.  This maybe much longer than 3 years for a sub-consultant used early in a project’s times frame.

For more information on overhead schedule issues from the U.S. Department of Transportation Federal Highway Administration, see…

http://www.fhwa.dot.gov/resourcecenters/southern/finance.htm

































































































































