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1.  This chapter is about:

A.  This chapter establishes the DCMA supplier solvency risk assessment policy and methodology.  These assessments are used by a CMO (Contract Management Office) to document a statement of risk and the extent of surveillance needed at a specific defense contractor based on the level of the financial risk.  They are inputs for decision-making and risk management by the Industrial Analysis, Preaward Survey, Improper Business Practice, Schedule & Delivery Management, Advance Payment, Progress Payment, Performance Based Payment, Disputes, Alternative Dispute Resolution & Appeal programs and procedures.    

B.  The typical output for this process is a supplier solvency assessment report, which addresses the probability that a contractor will be able to meet all financial obligations, remain in business, and fulfill Government requirements. 

C.  This chapter supercedes "Financial Surveillance," revised October 1998.

2.  We do this because:

A.  This chapter describes how DCMA CMO functional specialists assess the financial health of contractors.  These assessments are used  in determining risk management requirements of various DCMA programs.    

B.  The top level metric for this process is RIGHT Advice.

3.  DCMA policy:

A.  DCMA provides customers reliable and timely assessments of the solvency risk associated with suppliers.  The assessments are inputs to risk management.  Assessments must include justification.

B. DCMA is responsible for assessing the solvency risk of contracting per

FAR 32.108 and FAR 42.302(a)(16).   

1)  Should  the CMO lack this capability, the requirement must be referred to the district for assistance or reassignment within DCMA.  This does not preclude requests for outside support services, such as commercial information systems or audit reports. 

2)  Districts must assign responsibility for supplier solvency assessments where more than one CMO is responsible for administering contracts with different business segments of the same contractor.  

3)  DCMDI may procure analyses from financial institutions overseas.

4.  The process and who is responsible:
A.  Process inputs:

1) Requests for a supplier solvency assessment to support program or process requirements for one of the following:

a.  Industrial analysis program 

b.  Preaward Survey



c.  Improper business practices

d.  Schedule and delivery management

e.  Advance payments




f.  Progress payments




g.  Performance based payments


h.  Disputes, alternative dispute resolution and appeal

2)  Requests for a supplier solvency assessment to fulfill information requirements of senior managers

3)  Financial statements

4)  Commercial and Government information resources

5)  Discussions with subject supplier

C.  Process mechanisms: 

1)  Fact Finding

2)  Supplier Financial Statements

3)  Audit Reports

4)  Public & Proprietary Information

D.  Process controls:

1) USC 2505(b)(2), National technology & industrial base: periodic defense capability assessment

2) FAR 9.104-1(a), Responsible prospective contractors.  Standards.

3) FAR 9.106-4, Preaward surveys.  Reports.

4) FAR 32.006-4, Reduction or suspension of contract payments upon finding of fraud.  Procedures.

5) FAR 32.104, Non-commercial item purchase financing.  Providing contract financing.

6) FAR 32.108(a), Non-commercial item purchase financing.  Financial consultation.

7) FAR 32.202-4(a), Commercial item purchase financing.  Security for Government financing.

8) FAR 32.207(c), Commercial item purchase financing.  Administration & payment of commercial financing payments.

9) FAR 32.304-2(b), Administration & payment of commercial financing payments.

10) FAR 32.304-5(a)(1), Loan guarantees for defense production.  Assignment of claims under contracts.

11) FAR 32.402(c)(2), Advance payments for non-commercial items.  General.

12) FAR 32.403, Advance payments for non-commercial items.  Applicability.

13) FAR 32.409-3(b)(1), Advance payments for non-commercial items.  Contracting officer action.

14) FAR 32.501-2(a), Progress payments based on costs.  Unusual progress payments.

15) FAR 32.502-1(a), Progress payments based on costs.  Customary progress payment rates.

16) FAR 32.502-2(c)(1), Progress payments based on costs.  Contract finance office clearance.

17) FAR 32.503-2, Progress payments based on costs.  Supervision of progress payments.

18) FAR 32.503-3(a)(3), Progress payments based on costs.  Initiation of progress payments & review of accounting system.

19) FAR 32.503-6(c), Progress payments based on costs.  Suspension or reduction of payments

20) FAR 32.613(e), Contract Debts.  Deferment of collection.

21) FAR 42.1104(a)(2)(vi), Production surveillance & reporting.  Surveillance requirements.

22) DFARS 209.106-2(d)(iii), Preaward surveys.

23) DFARS 232.072, Financial responsibility of contractors.

24) DFARS 253.209-1(a)(i)(D), Responsible prospective contractors.

25) One Book 1.2.1.B.1, Industrial Analysis Program

26) One Book 1.2.3.C, Industrial Analysis Program

27) One Book 1.2.4.F.1, Industrial Analysis Program.  

28) One Book 1.3, Preaward Survey.

29) One Book 3.4, Improper Business Practices.

30) One Book 5.1, Schedule & Delivery Management.

31) One Book 9.1.4.F.1.b, Advance Payments.  

32) One Book 9.2.4.F.3.c.1, Progress Payments, Determine adequacy of contractor system controls.

33) One Book 9.3.4.F.2, Performance Based Payments. 

34) One Book 10.4, Disputes, Alternative Dispute Resolution & Appeal.

35) SF 1403, Financial Capability, Section III, Block 19.
F.  Process flowchart:

F.  Who does what and when do they do it:

1)  Define requirement 

a.  Risk management:  A supplier solvency assessment  supports DCMA's overall risk management of the supplier.

b.  Clarify requirement: The regulations referenced in paragraph 4.D cite " financial analysis, financial capability, financial condition, financial needs, financial posture, financial performance, financial resources, financial review, financial status, financial strength, financial viability assessment, and financially weak contractor."  These terms are undefined.  This chapter provides DCMA's interpretation of the intent of these citations. 

c.  Other Services:  The customer may require something other than a supplier solvency assessment.  For example a cash budget analysis or verification of specifically programmed expenditures may satisfy the customer's needs.

2)  Plan the Assessment:  The analyst must prepare a supplier solvency assessment plan that addresses the customer's concerns and defines the scope of the assessment. The plan shall also consider limitations on DCMA staffing resources.  The plan must state the requirement, the supplier's total amount of government contracts, both in total dollar value and as a percent of total sales. The plan must address the supplier's operating environment and the supplier as a business entity.  It must provide for financial  statement analysis and business forecasting. The plan must be in sufficient detail to permit a reviewer to understand the rationale without reference to additional documents.  A copy must be retained.

3)  Gather Information:  There is a multitude of information sources relevant to individual suppliers, including CMO records and other Government documents, the supplier's financial statements, the media, commercial information resources, and interviews with knowledgeable personnel.  Time spent in research will eventually reach a point of diminishing returns.  The analyst must maximize the value of the time spent in this endeavor.  

4)  Analyze and Assess:  The analyst must gather required information and perform analyses as planned.  Applicable areas for assessments are: 

a.  Evaluate the supplier's operational environment:  Examples are the general economic outlook, the industry's outlook, competition, the potential impact of Government actions and international trade, and technology changes.  Other examples are the outlooks for the credit and capital markets, potential legal actions, and all other factors external to the supplier that may effect the supplier's financial performance.  

b.  Perform Business Analysis:  This includes all relevant consideration internal to the suppler that may effect the supplier's financial performance.  Examples are problems in production and quality, marketing, subcontracting and purchasing, labor and management stability.   

c.  Perform Financial statement analysis:  Analysis of historical accounting records must emphasize, but is not limited to cash flow, liquidity and working capital analyses, and provide a historical trend for the cash flow ratio.  Analysts must calculate the cash flow ratio and Altman's Z-score.

d.  Apply forecasting principles:  The analysis must analyze the contractor's likely financial position during the period of performance of all current and proposed Government contracts.  The analysis may include tracking of forecasts prepared by the supplier or the analyst.  Such analyses are typically based upon applied mathematics.  Software, available from the District Program Advocate, assists in developing likely cash position at the end of the period being examined.  It requires a supplementary cash budget analysis to address fluctuations during the period examined. 

e.  Other services:  The analyst must perform other financial advisory services that are required by the customer, but within DCMA's scope of expertise. 
5)  Estimate Solvency Risk.  Risk to the Government varies by contract type, the dollar value of all contracts in force, the supplies or services being procured, urgency, and whether Government financing is involved.  

a.  Risk assessments are subjective.  They must determine the applicable risk category for the supplier.

I.  High Risk:  Some characteristics of high risk suppliers are:

(a)  The supplier is highly leveraged and may have difficulty securing additional credit.

(b)  Long term debt rated Caa or below by Moody's Investors Service or CCC or below by Standard & Poor's.

(d)  The supplier has been in business less than ten years.
While two percent of the firms listed on stock exchanges fail annually, only half of new businesses survive for five years and seventy percent fail within ten years. Survival of new businesses depends significantly on the technological environment, initial start-up size, and the existence of scale economies. 

e)  Independently audited financial statements are unavailable.

II.  Moderate Risk:  Some characteristics of moderate risk suppliers are:

(a)  Credit available to the supplier, but at a rate in excess of prime rate.

(b)  Long term debt rated Baa, Ba, or B by Moody's Investors Service or BBB, BB, or B by Standard & Poor's.

(d)  Supplier has the characteristics of a growth stock and is termed a "businessman's risk."

(e)  Stock may have a relatively high "beta" in relation to market averages.

III.  Low Risk:  Some characteristics of low risk suppliers are:

(a)  Credit is available to the supplier at the prime rate.

(b)  Long term debt rated Aaa, Aa, or A by Moody's Investors Service or AAA, AA, or A by Standard & Poor's.

(d)  The supplier is a leader in a mature industry and may be termed a "Blue Chip"; its securities are widely held. 

(e)  Supplier has an adequate "performance guarantee" or guaranteed line of credit.

IV.  Insolvent.  Supplier is unable to meet its financial obligations.

b.  A single characteristic is not necessarily determining.  The supplier must be viewed in entirety.
6)  Prepare a Report

a.  Reports must identify and briefly describe the supplier for the customer, including size standard, competition, Government and commercial product lines and annual sales, and any other information useful for identifying the supplier to the customer, such as the NAIC (North American Industrial Classification).  

b.  Reports must provide and support an estimation of the degree of risk (low, medium, or high) of supplier insolvency during the period of performance of all Government contracts, both those currently in force and those contemplated.  

c.  Reports must relate the degree of risk to the customer's requirement and include a recommended date for a subsequent assessment with a supporting rationale.  Reports must be dated.

d.  Reports must include a statement that an assessment of a suppliers future financial condition is subjective and cannot be guaranteed.   

e.  Reports must include the analyst's name, e-mail address, and distribution code.

f.  Analysts must complete and provide customers' program specific documentation within their area of expertise. 

g.   Remedies vary by program.  They are provided by requiring One Book chapters.  The analyst's must offer technical assistance to implement remedies, when required by the customer.

7)  Enter Report in SIS/CSS:    

a.  Reports of assessments made in accordance with formal requests are entered as reports in SIS/CSS.  Reports are retrievable by CAGE (Commercial and Government Entity) Code, DODAC (DoD Acquisition Activity Code), DUNs number, or the supplier's name.

b.  SIS/CSS requires entries be entered as acceptable or unacceptable.  As a convenience, the analyst must enter reports on suppliers considered low or moderate financial risk as acceptable.  Those considered high risk or insolvent  must be entered as unacceptable.  The customer makes the ultimate risk management determination.

c.  Supplier solvency risk assessments contain information useful for identifying trends during subsequent analyses.  CMOs must retain a copies of all assessment plans, working files, and reports for five years.

8)  Risk Monitoring:

a.  Analysts responsible for monitoring suppliers that provide financial briefings for investment firms, such as brokerages, request that they be invited to attend.  These analysts must also request copies of all analyses that are prepared by the commercial analysts and subsequently  provided to the supplier.

b.   The CMO must require all personnel to report to the ACO any observation indicating that the supplier may be experiencing financial difficulties.   Possible examples include increased quality problems, negative comments from brokerages, or increased concern regarding Government financing.  

5.  Additional process information:

A.   Discussion papers available via the Supplier Solvency Assessments home page.

B.  IOA Guidelist:

 1)  Was the assessment performed by DCMA personnel?  

(Ref: Chapter 1.3.2, Para 3.B)

2)  Was the customer's requirement stated?

(Ref: Chapter 1.3.2, Para 4.F.1).b

3)  Did the plan sufficiently detailed to permit a reviewer to understand the rationale without reference to additional documents?  

Ref: Chapter 1.3.2, Para 4.F.2)
4)  Did the plan and analysis address the supplier's operating environment and the supplier as a business entity?

Ref: Chapter 1.3.2, Para 4.F.4)
5)  Did the plan and analysis include financial statement analysis and business forecasting?  Ref: Chapter 1.3.2, Para 4.F.4

6)  Did the analysis include the cash flow ratio and Altman's Z-score?  

Ref: Chapter 1.3.2, Para 4.F.4).d

7)  Did the analysis address the contractor's likely financial position during the period of performance of all current and proposed Government contracts?

Ref: Chapter 1.3.2, Para 4.F.4).e

8)  Were financial advisory services other than a supplier solvency assessment required and performed?  Ref:  Chapter sd1.3.2, 4.F.4).e

9)  Did the report assign a degree of solvency risk and provide supporting rationale for this assignment?  Ref: Chapter 1.3.2, Para 4.F.6).c

10)  Did the report relate the assigned degree of risk to the customer's requirement?  Ref: Chapter 1.3.2, Para 4.F.6).c

11)  Was the report entered into the correct reporting system?  

Ref: Chapter 1.3.2, Para 4.F.7).a

12)  Does the CMO maintain a policy of retaining supplier solvency assessments for five years?  Ref: Chapter 1.3.2, Para 4.F.7).c

13)  Does the CMO maintain a policy requiring analysts to request participation in all public financial briefings by the supplier?  Ref: Chapter 1.3.2, Para 4.F.8).a

14)  Does the CAO maintain a policy of requiring all personnel to advise the ACO of any observation indicating that the supplier may be experiencing financial difficulties?  Ref: Chapter 1.3.2, Para 4.F.8).b

6.  Competencies/certifications required to execute this process:

A.  Special knowledge, skill, and ability (KSA) required to perform this function are: 

1)  Evaluation of the supplier's operational environment:

a.  An understanding of macro economic indicators and Gross National Product (GNP) forecasts

b.  An ability of analyze a firm's industry & its position within that industry

c.  An understanding of sources of competitive advantage; i. e., innovation, pricing and qualitative policies

d.  An ability to understand the major marketing forces, such as consumer, trade, competitive & regulatory behavior, in marketing decisions.

e.  An ability to analyze, appraise, and predict the international environment implications on a business

2)  Analysis of the supplier as a business entity:

a.  An understanding of a firm's capital structure

b.  An understanding of the implications of industry and product life cycles on future revenues

c.  An ability to apply microeconomic theories to a firm, such as supply & demand and price theory 

d.  A knowledge of product policy, channels of distribution, pricing, direct selling, advertising, and sales promotions

c.  An ability to understand financial accounting policies from a management perspective, such as LIFO vs. FIFO or managing for the bottom line

d.  An ability to understand strategies that will create future economic or share holder value

e.  An understanding product diversification, internal corporate venturing, and the implications of creativity

f.  An ability to use business mathematics to gain insights into the resolution of business problems

g.  An understanding of the most widely applicable methodologies in decision and risk analysis, such as the decision tree or cost benefit analysis.

h.  An ability to analyze a firm's relationship with suppliers, customers, financial institutions, and the Government and value chain analysis, i. e., the value added by intermediaries

i.  An ability to identify and evaluate the financial implications of operational or production problems

j.  An ability to identify and evaluate financial implications of marketing problems

k.  An ability to identify and evaluate the financial implications of organizational behavior and human performance in a firm

l.  An ability to identify and evaluate management control problems

m.  An ability to understand the financial impact of investment and inventory strategies

n.  An ability to understand the financial implications for mergers and acquisitions

o.  An ability to understand the financial implications of real estate holdings

3)  Financial  statement analysis:

a.  An ability to interpret financial statements and examine cash flow analysis

b.  An ability to use the tools and concepts of ratio analysis & credit analysis

c.  An ability to use the tools and concepts of capital budgeting

d.  An ability to use the tools and concepts of working capital management

e.  An ability to use accounting information in decision making; i.e., earnings per share and revenue

f.  An ability to understand the implications of financial leverage

g.  An ability to examine cost accounting and management control systems

h.  A knowledge of financial accounting and financial statements

i.  An ability to identify and evaluate the risk implications off-balance sheet assets and liabilities, such as potential environmental or lease costs or legal contingencies

4)  Business forecasting

a.  An understanding of the most widely applicable methodologies in probability analysis, including continuous statistics applications, regression analysis, time series analysis, and moving averages


b.  An ability to understand and apply macroeconomic forecasts, such as interest rate, GNP, employment rates, producer price index, and the consumer price indices

c.  An ability to examine valuation of projects

d.  An ability to use the tools and concepts of forecasting, including sales, stochastic uncertainty, demand, and market share

e. An ability to interpret and apply industry specific economic studies and forecasts

f.  An ability to understand programmed changes to capital structure and the impact on the evaluation of securities

B.  General knowledge, skill, and ability (KSA) required to perform this function are: 

1)  An ability to use a computer for word processing and spreadsheet analysis, locating and downloading information from the internet, communicating, creating slides, and using DCMA information systems.

2)  An ability to prepare reports and make presentations.

3)  An understanding of FAR/DFARS/One Book requirements referenced in this One Book chapter.  

7.  PLAS reporting code:

Labor hours for performing supplier solvency risk assessments is reported in accordance with paragraph 7 of the One Book chapter that initiates the requirement for an  assessment.  These chapters are:   

One Book                      Title                                                                 PLAS Code
      1.2 
Industrial Analysis Program 



        010

      1.3   
Preaward Survey





        021

      3.4
Improper Business Practices



        199

      5.1   
Schedule & Delivery Management


        086

      9.1
Advance Payments





        199

      9.2
Progress Payments





        145

      9.3    
Performance Based Payments



        199

    10.4  
Disputes, Alternative Dispute Resolution & Appeal
        156

8.  Points of contact:

DCMC Headquarters:

Process Owner:
Bob Kern, DCMA-OCB

Phone: 

(703) 767-3381 or DSN: 427-3381

E-Mail:  

rkern@dcmchq.dla.mil
DCMDE:

Process Champion:
Al Rutledge, DCMDE-OCB

Phone:  

(617) 753-4261 or DSN: 955-4261  

E-Mail:  

arutledge@dcmde.dla.mil
DCMDW:

Process Champion:
Mike Yancy, DCMDW-OOB

Phone:

(310) 900-6578 or DSN: 929-6578 

E-Mail:

myancy@dcmdw.dla.mil
DCMDI:







Process Champion: Harris Hill, DCMDI-O

Phone:

(703) 767-2791 or DSN 427-2791  

E-Mail:

hhill@dcmchq.dla.mil
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