o Grant Thornton

An instinct for growth’

18* Annual
Government Contractor Survey

Highlights Book

e =l
==—F N (1) ————
= =———— ==
: e I i~ . B ——
e = -
= 1

e (N

Pl ) 3

- -







Introduction

As Grant Thornton releases our 18th Annual Government
Contractor Industry Survey, we are presenting the wealth of
financial and nonfinancial information provided by government
contractors — small, medium and large — from across the
country. We sincerely appreciate the participation of the many
companies that took part in our survey.

Survey participants are CEOs, CFOs and other key
officials of companies whose primary customer is the federal
government. Their responses were received in July and August
2012; financial and business statistics typically relate to fiscal
years ended in 2011 or early 2012, treated as belonging to 2012.

Through our analysis of participants’ responses, we provide
a perspective on how the government contracting industry has
evolved, discuss trends that may affect the industry in the future,
and offer suggestions on effective practices.

This 18th annual survey gained a new element: we
incorporated in the questionnaire participants” suggestions
that were submitted with last year’s survey. You will find this
information woven throughout the survey topics.

We hope you enjoy and are inspired by survey results, which
appear here in condensed form and are available in full in the
complete survey report.
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Highlights

Revenue

The survey shows changes in revenue for various contract
types such as cost reimbursable, time and material, and firm
fixed-price. Revenue from government contracts grew for

36% of responding companies, while 38% reported decreases.
Compared with the 2011 survey, this represents a 15% decrease
in revenue growth and a 9% increase in revenue decline.

Profit

Our surveys have supported the conclusion that, contrary

to conventional wisdom, the profit rate from government
contracting is rather modest. As compared with the 17th annual
survey, the 2012 survey shows a drop in profit before interest
and taxes; 60% of participants reported either no profit or profit
in the 1-5% range. This compares with 37% in the 17th annual
survey, 50% in the 16th survey, 45% in the 15th survey and 37%
in the 14th survey.
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Cost accounting

A company’s cost accounting practices relative to indirect

costs and direct labor can be critical factors in competitiveness
and profitability. An important element is the fringe benefit
structure. The fringe benefit rates reported in the 18th survey

are higher than any of the rates reported in the four previous
surveys. It appears that the primary cause was, not unexpectedly,
the increasing cost of health benefit plans.

Indirect cost rates, labor multipliers

Along with data on provisional rates and the practices followed
to true-up provisional rates to actual rates, the survey presents
trend information about indirect cost rates and labor multipliers.
Comparing 2012 with 2011, 42% of participants said indirect
cost rates were increasing at their company, 17% said the rates
were decreasing, and 41% said there was little to no change. The
17% reporting a decrease is a drop from last year’s23%. The
labor multipliers are slightly lower than those reported last year.

Uncompensated overtime

The survey found that 78% of participants account for
uncompensated overtime through the compression method,
which with a cost-reimbursable contract can result in the client
receiving free hours and the contractor receiving diminished
profits. The rate of exempt employees working uncompensated
overtime was 60%, down slightly from last year’s 65%. The
survey includes information about acceptable systems that
comply with Defense Contract Audit Agency (DCAA)
guidelines and the best practices to adopt, depending on the
extent of cost-reimbursable contracting with the government.



Bid and proposal costs, win rates, bid protests

We asked participants to report bid and proposal costs as a
percentage of revenue, as well as their win rates on proposals
submitted in a competitive environment for new work. We
asked them to additionally report win rates when special
business units such as joint ventures were established to seek the
new work. This year’s survey indicates that since the last survey,
there has been almost no change in the win rate of 30%. The
rate jumps to 50% when the company was the incumbent on the
previous contract for the same work. The survey also includes
reports on the frequency of bid protests and whether the protest
was successful.

Funding notices

For cost-reimbursable and time and material contracts,
companies are required to monitor spending against contract
funding and to give the government advance notice when
additional funds will be required to complete the contract. For
most contractors, the monitoring and notification requirements
for funding notices require close coordination between the
accounting, program management and contract administration
departments. Survey participants rated the effectiveness of
their procedures for providing funding notices; 83% rated
their procedures as either very effective or somewhat effective,
indicating little change from last year.

Out-of-scope work

Participants rated themselves in identification of out-of-scope
work. They also explained how they address requests from
government officials for out-of-scope work without a contract
modification, which is requested of 85% of participants. Only
16% reported that they always refuse these requests. Failure to
effectively identify and seek compensation for out-of-scope work
contributes to low profit rates from government contracts. This
year 63% indicated their procedures were either very effective or
somewhat effective, compared with almost 80% in the 17th survey.

Earned value management systems

We asked a series of questions about earned value management
systems (EVMS) and their effectiveness as a management tool.
Confidence in EVMS seems to be eroding further: only 41% of
companies with EVMS reporting requirements indicated they
considered it a cost-effective management tool, compared with
37% last year. We also explored the extent of responsiveness
from the government after receiving EVMS reports. Only 34%
ever receive meaningful feedback.

Business ethics and conduct

Government procurement regulations impose demanding
requirements regarding codes of business ethics and conduct.
The 18th survey includes a report about codes established

by participants, as well as the extent of training and internal
or external audits to assure compliance. The survey gauged
satisfaction with the regulations; 59% of participants reported
that they believe the requirements are excessive and not cost-
effective.

Business systems

The government has established stringent new standards for
various business systems. Noncompliance can have adverse
financial consequences and can be the basis for denying a
contract award. Twenty-nine percent of surveyed companies
reported they made improvements to their business systems in
order to comply with the new standards. Thirty-three percent
reported the government had recently audited their business
systems.
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Cost issues

Another survey topic regards cost issues challenged by

the DCAA and the methods companies use to rebut

the government’s position. We offer suggestions on the

most effective rebuttals to DCAA challenges to executive
compensation and other frequently challenged costs. Issues
related to executive and employee compensation continue to be

the leading cause of DCAA challenges.

Relationship with DCAA

The majority of surveyed companies have an adverse opinion

of the DCAA and its work product: 53% believe the DCAA’s
audit conclusions are arbitrary and not appropriately referenced
to procurement regulations. Sixty percent believe that the
DCAA is inflexible and rarely receptive to contractor rebuttals.
The number of companies reporting excellent relationships with

their DCAA auditors was the same as in last year’s survey: 24%.

Resolution of contract issues

Only 18% of survey participants believe contract issues are
resolved efficiently by the government, leaving 82% who
believe the government is inefficient in these dealings. The
trend of confidence in the government’s ability to efficiently
resolve disputes has been steadily going downward over the
past four years. This year, of the 82% reporting inefficiency,
56% blame the delay on the DCAA, while 26% blame the
contracting officer.
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Executive compensation

During 2012, the Armed Services Board of Contract Appeals
decided two cases on executive compensation in which the
board decided in favor of the contractor because of the DCAA’s
flawed statistical analysis techniques. The arguments in support
of the contractor positions are the same as Grant Thornton’s
guidance on executive compensation presented in annual
surveys for many years.

M&A activity

Forty-one percent of surveyed companies expect the
environment for M&A to improve during the next 12 months,
while 43% expect no change. The remaining 16% expect the
environment to worsen. During the past year, 63% of the
surveyed companies that considered M&A walked away from
the deal because of issues identified during due diligence.




Sponsors

PROFESSIONAL SERVICES COUNCIL 2 | ENowTY s @
. THE PSC ANNUAL
The Voice of the CONFERENCE

— GOVErnment Services Industry

For more than 40 years, the Professional Services
Council has been providing policy leadership, business
intelligence and networking opportunities to the federal
professional and technical services industry. PSC
partners with the government every day to ensure
mission success and you can be sure that with over 350
member companies, PSC is truly The Voice of the
Government Services Industry.

Are you being heard?

[F YOU ARE INTERESTED IN MEMBERSHIP WITH PSC,
PLEASE CONTACT MEMBERSHIP@PSCOUNCIL.ORG.
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Success only makes us work harder.

At BB&T Capital Markets Windsor Group, we refuse to let our reputation speak for us. Through

an unwavering focus on supporting middle market aerospace, defense and government services
companies, we have closed nearly 100 deals involving government contractors since 2005,
resulting in more than $10 billion in volume. We continue to exceed expectations by bringing
the best people to the table every time. Because as much as your transaction means to you, it
means just as much to us.

314N Capital Markets
Windsor Group

For more information, please call John Hagan, head of Aerospace, Defense & Government
Services Investment Banking, at (703) 471-8500, or visit BBTCapitalMarkets.com.

CORPORATE BANKING INVESTMENT BANKING RISK MANAGEMENT

BB&T Capital Markets is a division of BB&T Securities, LLC. Member FINRA/SIPC. BB&T Securities, LLC is a wholly-owned nonbank subsidiary of BB&T Corporation, is not a bank, and is separate from any BB&T bank or non-bank subsidiary.
Securities and insurance products or annuities sold, offered or recommended by BB&T Securities are not a deposit, not FDIC insured, not guaranteed by a bank, not insured by any federal government agency and may lose value.
© 2013, Branch Banking and Trust Company. All rights reserved.



WE SHINE WHEN WE FOCUS ON
WHAT S TRULY IMPORTANT.

When your bank is dedicated to your financial
well-being, you can spend more time on the
things that matter most.

\\W///Z
HOW CAN WE HELP YOU SHINE TODAY?™
SUN!IRUST ; Stop in or visit suntrz-st.fom

SunTrust Bank, Member FDIC. © 2012 SunTrust Banks, Inc. SunTrust is a federally registered service mark of SunTrust Banks, Inc. How Can We Help You Shine Today? is a service mark of SunTrust Banks, Inc.



Technology

Washington Technology is
written for and about you,
the government contractor,
delivering critical news and
analysis.

+ The IT community’s first stop
for breaking news

+ Analysis of policy, regulatory
initiatives and changes

+ Contract and capture
opportunities

« First in merger and acquisition
news

Visit WashingtonTechnology.com
to learn more and subscribe to
free e-newsletters.

¥ /FV | GOVERNMENT Technology

) By Information Group




Contacts

If you wish to participate in next year’s survey or
would like information about purchasing the full
results of the 2012 survey, contact Lou Crenshaw,
National Aerospace and Defense Industry practice
leader, at 703.837.4430 or lou.crenshaw@us.gt.com.

Grant Thornton professionals can assist you with
planning and strategy. We draw upon years of
experience in the government contracting industry,
forming the supporting infrastructure to work with
you on maximizing opportunities, and improving
your business strategies and processes.

For further information about how Grant Thornton
professionals can help, contact us:

VADM Lou Crenshaw USN (Ret)
National Aerospace and Defense Industry
Practice Leader

T 703.837.4430

E lou.crenshaw@us.gt.com

Julian Rosenberg

Government Contractor Industry Practice Leader
T 703.637.4100

E julian.rosenberg@us.gt.com

About Grant Thornton LLP

The people in the independent firms of Grant Thornton
International Ltd provide personalized attention and the highest
quality service to public and private clients in more than 100
countries. Grant Thornton LLP is the U.S. member firm of Grant
Thornton International Ltd, one of the six global audit, tax and
advisory organizations. Grant Thornton International Ltd and its
member firms are not a worldwide partnership, as each member
firm is a separate and distinct legal entity.

National Office

175 W. Jackson Blvd., 20th Floor
Chicago, IL 60604-2687
312.856.0200

Washington National Tax Office
1250 Connecticut Ave. NW,

Suite 400

Washington, DC 20036-3531
202.296.7800

Alaska

Anchorage 907.264.6620
Arizona

Phoenix 602.474.3400
California

Irvine 949.553.1600
Los Angeles 213.627.1717
Sacramento 916.449.3991
San Diego 858.704.8000
San Francisco 415.986.3900
San Jose 408.275.9000
Colorado

Denver 303.813.4000
Connecticut

Glastonbury 860.781.6700
Florida

Fort Lauderdale  954.768.9900
Miami 305.341.8040
Orlando 407.481.5100
Tampa 813.229.7201
Georgia

Atlanta 404.330.2000
lllinois

Chicago 312.856.0200

Oakbrook Terrace 630.873.2500
Schaumburg 847.884.0123

Kansas
Wichita

Maryland
Baltimore

Massachusetts
Boston — N Station
Boston - Fin Distr.
Westborough

Michigan
Detroit

Minnesota
Minneapolis

Missouri
Kansas City
St. Louis

Nevada
Reno

New Jersey
Edison

New York
Albany
Long Island
Downtown
Midtown

North Carolina
Charlotte
Raleigh

Ohio
Cincinnati
Cleveland

Oklahoma
Oklahoma City
Tulsa

316.265.3231

410.685.4000

617.723.7900
617.226.7000
508.926.2200

248.262.1950

612.332.0001

816.412.2400
314.735.2200

775.786.1520

732.516.5500

518.427.5197
631.249.6001
212.422.1000
212.599.0100

704.632.3500
919.881.2700

513.762.5000
216.771.1400

405.218.2800
918.877.0800

Oregon
Portland

Pennsylvania
Philadelphia

Rhode Island
Providence

South Carolina
Columbia

Texas
Austin
Dallas
Houston
San Antonio

Utah
Salt Lake City

Virginia
Alexandria
McLean

Washington
Seattle

Washington, D.C.
Washington, D.C.

Wisconsin
Appleton
Madison
Milwaukee

503.222.3562

215.561.4200

401.274.1200

803.231.3100

512.391.6821
214.561.2300
832.476.3600
210.881.1800

801.415.1000

703.837.4400
703.847.7500

206.623.1121

202.296.7800

920.968.6700
608.257.6761
414.289.8200



Content in this publication is not intended to answer specific
questions or suggest suitability of action in a particular case.
For additional information on the issues discussed, consult
a Grant Thornton client service partner.
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