
DCAA Compliance Preparation: A Practical Guide
for Government Contractors

Getting Started with DCAA Compliance
Working with the Department of Defense means dealing with the Defense Contract Audit
Agency. For many contractors, the words "DCAA audit" bring on a cold sweat. I have been
through this process more times than I care to count, and I can tell you that the panic is real
but avoidable. The secret is not in fancy software or expensive consultants. It is in consistent,
honest recordkeeping from day one.

DCAA compliance preparation is not something you can start a week before the auditor shows
up. It is a daily discipline. Think of it like keeping a clean kitchen. You can scrub everything right
before the health inspector arrives, but they will still find the grime you missed in the corners.
The same logic applies here. The auditor is looking for patterns, not just individual numbers. If
your system shows care and consistency, the audit becomes a conversation, not an
interrogation.

Understanding What DCAA Actually Wants
DCAA auditors are not out to get you. They have a job to do, and that job is to ensure that
taxpayer dollars are spent properly. They want to see that your claimed costs are allowable,
allocable, and reasonable. Those three words matter a lot. Allowable means the cost is
permitted under the contract and federal regulations. Allocable means it can be assigned to a
specific contract. Reasonable means a prudent person would have spent that amount.

One of the biggest mistakes I see is contractors trying to hide small errors. Do not do that. If
you find a mistake, correct it openly and document the correction. Auditors respect
transparency. They have seen every trick in the book, and hiding things only makes them dig
deeper. I once worked with a small firm that had a few unallowable costs mixed into their
indirect pool. They tried to bury them. The auditor found them anyway, and the resulting penalty
was much worse than if they had just flagged the issue themselves.

Building Your Documentation System
The heart of DCAA compliance preparation is a solid documentation system. This system does
not have to be expensive. It does need to be consistent. Start with your timekeeping. If you
have employees charging time to contracts, every hour must be recorded accurately and
contemporaneously. No backdating. No estimating at the end of the month. Use a system that
forces real-time entry, even if it is just a simple spreadsheet with timestamps.
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Next comes your accounting system. It must segregate direct and indirect costs clearly. Direct
costs go straight to a specific contract. Indirect costs support multiple contracts and need to
be allocated using a consistent methodology. I have seen many contractors try to use a single
overhead rate for everything. That works only if your business is simple and your contracts are
similar. If you have a mix of fixed-price and cost-reimbursement work, you need a more
nuanced approach. Talk to your CPA about developing a provisional billing rate that the DCAA
can approve in advance. That approval gives you breathing room during the year.

Your purchasing system matters too. Every invoice should tie back to a purchase order, and
every purchase order should tie back to a contract requirement. If you buy something that
benefits multiple contracts, document the allocation method right then. Do not wait until year
end to figure it out. The DCAA will want to see contemporaneous documents, not after-the-fact
rationalizations.

The Role of Policies and Procedures
Written policies are not just for big corporations. Even a small contractor needs a set of written
procedures covering timekeeping, billing, purchasing, and cost allocation. These procedures do
not have to be long. They do have to be followed. The auditor will ask for your policy manual,
and they will test whether you actually do what the manual says. If you claim to review
timesheets daily but your records show weekly reviews, that is a red flag.

Keep your policies updated. When you change a process, update the written procedure at the
same time. I keep a simple version log at the top of each policy document so I can show the
auditor the history of changes. It shows that the system is alive and maintained, not just a
dusty binder on a shelf.

Training Your Team
Your team is your first line of defense in DCAA compliance preparation. Every person who
touches a contract cost needs basic training. This includes project managers, accountants,
and even administrative staff who enter time or expenses. They need to understand what is
allowable and what is not. They need to know that personal meals, entertainment, and alcohol
are almost never allowable on a government contract. They need to know that travel costs
must follow the Federal Travel Regulation, not the company's generous per diem policy.

I recommend a short annual refresher. It does not need to be a full-day seminar. A one-hour
session with real examples from your own operations works wonders. Show your team the
difference between a well-documented expense and a sloppy one. Let them see the kinds of
questions the auditor asks. When your team understands the stakes, they become your best
allies.



Common Pitfalls to Avoid
I have seen several recurring problems in my years of working with government contractors.
Here are a few that you can avoid with good DCAA compliance preparation:

Mixing personal and business expenses on the same credit card. This creates a mess
that is hard to untangle. Use separate cards for government work.

Failing to reconcile your billed rates with your actual costs at least quarterly. If you are
billing provisional rates, you need to know whether you are over or under early, not at
the end of the year.

Ignoring the requirement for adequate cost accounting. Some contractors try to use
generic accounting software without customization. That rarely works for cost-
reimbursement contracts.

When the Auditor Calls
The day will come when the auditor requests an entrance conference. Do not panic. Treat it as
a professional meeting. Have your key documents ready: your billing rates, your indirect cost
allocation plan, your timekeeping system description, and your written policies. The auditor will
ask for a sample of transactions. Provide them promptly and completely. Do not filter or clean
up the sample. If there are errors, let them surface naturally and then explain how you fixed
them.

During the audit, keep communication open. If you do not understand a request, ask for
clarification. Auditors are human. They appreciate honesty and a willingness to cooperate. I
have seen audits turn from adversarial to collaborative simply because the contractor was
upfront about a problem and had a plan to fix it.

Long-Term Habits for Success
DCAA compliance preparation is not a one-time project. It is a habit. Build it into your weekly
routine. Every Friday, review your time entries for the week. Check that every hour is charged to
a valid contract or an indirect pool. Review your invoices and make sure they match your
purchase orders. Set aside an hour a month to reconcile your billing against your actual costs.
These small habits prevent the big fire drills that happen when an audit is announced.

One habit that has saved me repeatedly is maintaining a single, centralized contract file. Every
document related to a contract goes in that file, in chronological order. The contract itself, all
modifications, correspondence, invoices, backup documentation for costs, and any audit
correspondence. When the auditor asks for a specific document, I can find it in minutes. That
kind of organization builds credibility fast.



Another habit is to perform a mock audit once a year. Pick a random contract and go through it
as if you were the auditor. Look for missing signatures, unsupported costs, and allocation
errors. This practice reveals weaknesses in your system while there is still time to fix them. It
also trains your team to think like auditors, which improves their day-to-day work.

Final Thoughts
I have worked with contractors who spent tens of thousands of dollars on consultants to
prepare for a single audit. Sometimes that is necessary, but often it is not. The real foundation
of DCAA compliance preparation is a disciplined, honest approach to your daily operations. If
you build your systems with compliance in mind from the start, the audit becomes a routine
check rather than a crisis. The best compliment I ever received from a DCAA auditor was, "This
is the cleanest set of records I have seen this year." That did not happen by accident. It
happened because the contractor treated compliance as a core part of their business, not an
afterthought.

So start today. Review your timekeeping process. Clean up your indirect cost allocation. Train
your team. Write down your procedures. The effort you put in now will pay off when the auditor
arrives, and it will also make your business run better in the meantime. Good DCAA compliance
preparation is simply good business.


