
CCoonnttrraaccttoorr  ccoommppll iiaannccee  pprrooggrraammss  aarree  nnooww  mmaannddaattoorryy. In March 2007, our Client
Alert “PROPOSED FEDERAL REGULATIONS WOULD REQUIRE ALL GOVERNMENT
CONTRACTORS TO HAVE A COMPLIANCE PROGRAM,” advised you about proposed
additions to the Federal Acquisition Regulations (“FAR”) that would require virtually all prime and
subcontractors with government contracts to institute comprehensive ethics and compliance pro-
grams. On November 23, 2007, the government announced that the proposed regulations have
become ff iinnaall in essentially the same form as proposed. 

In another important development, the government issued mmoorree  pprrooppoosseedd  FFAARR  eetthhiiccss
aanndd  ccoommpplliiaannccee  rreegguullaatt iioonnss  on November 14, 2007, that would expand the final regulations
that were just adopted. 

These initiatives are elements of the federal government’s ongoing commitment to root
out fraud, waste, and abuse in contracting on federally funded projects. This commitment is
reflected in the Department of Justice’s creation of its “National Procurement Fraud Task Force”
in October 2006 and in recent court decisions that have placed construction contractors in the
spotlight for violations of the false claims and anti-kickback laws. We covered these in our Client
Alerts “GOVERNMENT CONTRACTORS BEWARE! U.S. DEPARTMENT OF JUSTICE
AND OTHER FEDERAL AGENCIES HAVE RECENTLY LAUNCHED A BROAD NEW
INITIATIVE TO INVESTIGATE AND PROSECUTE GOVERNMENT CONTRACTORS'
PROCUREMENT FRAUD” (October 2006) and “NEW STAKES IN DOING BUSINESS
WITH THE FEDERAL GOVERNMENT” (February 2007). This Client Alert provides you
with the details of the final FAR regulations and the
newly proposed FAR regulations. 

TThhee  NNeeww  FFiinnaall  FFAARR  RReegguullaattiioonnss

EEffffeecctt iivvee  DDeecceemmbbeerr  2244,,  22000077, the new
FAR Subpart 3.10, “Contractor Code of Ethics and
Business Conduct,” imposes the following require-
ments on all government contractors (prime and sub-
contractors), regardless of the contracting agency, who
receive a contract award in excess of $5 million with a performance period of at least 120 days.
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FEDERAL REGULATIONS NOW REQUIRE ALL
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➢ Within 30 days after contract award, contractors must have a wwrriitt tteenn  ccooddee  ooff  
eetthhiiccss  aanndd  bbuussiinneessss  ccoonndduucctt.. This time period could be extended by the con-
tracting officer. A copy would have to be provided to “each employee engaged in 
the performance of the contract.”

➢ Within 90 days after contract award, contractors must have instituted aann  eemmppllooyyeeee
eetthhiiccss  aanndd  ccoommppll iiaannccee  ttrraaiinniinngg  pprrooggrraamm  aanndd  iinntteerrnnaall  ccoonnttrrooll  ssyysstteemmss..
This time period could be extended by the contracting officer.

➢ Contractors must display a hot line poster “in common work areas” within the 
business units performing the contract subject to the FAR compliance regulations 
and on the company’s website if the company conveys information to employees via
its website.

➢ Under the final regulations, contractors are required to have a compliance
program that:

� Facilitates the tt iimmeellyy  ddiissccoovveerryy  ooff  iimmpprrooppeerr  ccoonndduucctt in connection 
with government contracts,

� Ensures ccoorrrreeccttiivvee  mmeeaassuurreess  aarree  pprroommpptt llyy  iinnssttii ttuutteedd  aanndd  ccaarrrriieedd
oouutt, and

� Promotes compliance with the company’s code of business ethics and 
conduct.

This means that a contractor’s system of internal controls should provide for: 

� PPeerriiooddiicc  rreevviieewwss  of company business practices, procedures, policies, and
internal controls for compliance with the contractor’s code of ethics and 
business conduct and the special requirements of government contracts,

� An internal reporting mechanism, such as a hotline, by which employees 
may report suspected instances of improper conduct, and instructions that 
encourage employees to make such reports,

� IInntteerrnnaall   aanndd//oorr  eexxtteerrnnaall  aauuddii ttss, as appropriate, and
� Disciplinary action for improper conduct

EExxeemmpptt iioonnss. Contracts to be performed outside the United States and contracts for
“commercial items” (generally, commercial off-the-shelf items) are exempt, along with con-
tracts that do not meet the dollar or performance period thresholds. Companies that qualify
as small businesses are partially exempt; they are not required to have a formal training pro-
gram and internal controls, but are still subject to the general requirement for a code of busi-
ness conduct that must be distributed to all employees.

““SSeellff --RReeppoorrtt iinngg””RReeqquuiirreemmeenntt. The final FAR regulations do not address the
controversial self-reporting requirement that would have required contractors to report their
own suspected violations of criminal laws and other contracting irregularities. Instead, the
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self-reporting requirement will be considered when the newly proposed amendments to the
FAR regulations are considered, as discussed below. So, for now, the FAR does not require
self-reporting, although existing FAR regulations require contractors to self-report violations
of the Anti-Kickback Act and in certain circumstances contractors may find it advantageous
to make a voluntary disclosure of wrongdoing.

FFllooww  ddoowwnn  ttoo  SSuubbccoonnttrraaccttoorrss..   Prime contractors are required to “flow down”
to subcontractors that meet the threshold requirements and are not otherwise exempt the
same requirements that apply to prime contractors. The drafters of the final FAR provision
make it clear that this requirement applies to all subcontractors, vendors and other similar
parties. The FAR drafters stated: “Sometimes construction firms think that ‘subcontract’
does not include purchase orders. The FAR does not make this distinction. The intent is
that the flowdown applies to all subcontracts, including purchase orders.”

The FAR drafters also addressed the thorny issue of the degree of oversight a prime
contractor must exercise over its subcontractors. The FAR drafters stated: “The contractor
is not required to judge or monitor the ethics awareness program and internal control sys-
tems of the subcontractors—jjuusstt   cchheecckk  ffoorr  eexxiisstteennccee. The difficulty of a small business
concern monitoring a large business subcontractor is true with regard to many contract
requirements, not just this one.” Thus, although prime contractors will not be required to
continually monitor subcontractor compliance programs, they will be required to review
them initially. Disclosure by subcontractors is another issue that will be considered in con-
nection with the newly proposed FAR amendments.  

FFaaiilluurree  ttoo  CCoommppllyy. The final rule does not specify the penalties for failing to
comply with these FAR requirements. Instead, the FAR drafters stated, somewhat ominous-
ly, that: “The FAR already provides sufficient remedies for breach of contract require-
ments.”

TThhee  NNeewwllyy  PPrrooppoosseedd  FFAARR  RReegguullaattiioonnss

At the request of the Department of Justice, the FAR Councils issued on November
14, 2007, proposed FAR regulations that would provide more specificity to the require-
ments of the compliance regulations that were just finalized and would address the self-dis-
closure requirement. The newly proposed FAR regulations would ssuupppplleemmeenntt ,,  nnoott
rreeppllaaccee,, the recently finalized FAR regulations. 

As with the final FAR regulations, the proposed FAR regulations would also be
applicable to all prime contracts and subcontracts, regardless of the contracting agency, that
are expected to exceed $5 million with a performance period of at least 120 days. The same
exemptions would also apply to small businesses and to contracts for commercial items and
contracts to be performed outside the United States. As a general policy, the regulations
state that, “Government contractors must conduct themselves with the highest degree of
integrity and honesty.” 
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EEvvaalluuaattiioonn  ooff  BBiiddddeerrss//DDeebbaarrmmeenntt..   Ethical violations will be considered in past per-
formance evaluations of bidders. Also, contractors may be ssuussppeennddeedd  aanndd//oorr  ddeebbaarrrreedd
ffoorr  aa  ““kknnoowwiinngg  ffaaii lluurree  ttoo  ttiimmeellyy  ddiisscclloossee  aann  oovveerrppaayymmeenntt  oonn  aa  GGoovveerrnnmmeenntt
ccoonnttrraacctt   oorr  vviioollaattiioonn  ooff  FFeeddeerraall   ccrriimmiinnaall   llaaww  iinn  ccoonnnneeccttiioonn  wwii tthh  tthhee  aawwaarrdd
oorr  ppeerrffoorrmmaannccee  ooff   aannyy  GGoovveerrnnmmeenntt  ccoonnttrraacctt oorr  ssuubbccoonnttrraacctt..””

CCooddee  ooff  BBuussiinneessss  EEtthhiiccss  aanndd  CCoonndduucctt..   The requirement to have a written code of
business ethics and conduct within 30 days after contract award and to provide a copy of the
code to each employee engaged in performance of the contract  is the same as in the final
regulations. In addition, the contractor shall—

➢ Exercise due diligence to prevent and detect criminal conduct; and
➢ Otherwise promote an organizational culture that encourages ethical conduct and a

commitment to compliance with the law.

BBuussiinneessss  eetthhiiccss  aawwaarreenneessss  aanndd  ccoommppll iiaannccee  pprrooggrraamm  aanndd  iinntteerrnnaall   ccoonnttrrooll   ssyyss--
tteemm  ffoorr  ootthheerr  tthhaann  ssmmaall ll   bbuussiinneesssseess.. Again, the requirements are the same as those
in the final regulations. In addition, the proposed regulations state:

➢ This program shall include reasonable steps to communicate periodically and in a 
practical manner the contractor’s standards and procedures and other aspects of the
contractor’s business ethics awareness and compliance program and internal control
system, by conducting eeffffeeccttiivvee  ttrraaiinniinngg  pprrooggrraammss and otherwise disseminating
information appropriate to an individual’s respective roles and responsibilities.

➢ TThhee  tt rraaiinniinngg  ccoonndduucctteedd  uunnddeerr  tthhiiss  pprrooggrraamm  sshhaall ll  bbee  pprroovviiddeedd  ttoo  tthhee  
CCoonnttrraaccttoorr’’ ss  pprriinncciippaallss  aanndd  eemmppllooyyeeeess,,   aanndd  aass  aapppprroopprriiaattee,,  tthhee  ccoonn--
ttrraaccttoorr’’ss  aaggeennttss  aanndd  ssuubbccoonnttrraaccttoorrss..

IInntteerrnnaall   CCoonnttrrooll  SSyysstteemm.. The contractor’s internal control system must—

➢ Establish standards and procedures to facilitate timely discovery of improper con-
duct in connection with government contracts; and

➢ Ensure corrective measures are promptly instituted and carried out.

At a mmiinniimmuumm, the contractor’s internal control system must provide for the 
following:

➢ Assignment of rreessppoonnssiibbii llii ttyy  aatt  aa  ssuuff ffiicciieennttllyy  hhiigghh  lleevveell  ooff  tthhee  oorrggaanniizzaa--
ttiioonn  aanndd  aaddeeqquuaattee  rreessoouurrcceess to ensure effectiveness of the business ethics 
awareness and compliance program and internal control system.
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➢➢ Reasonable efforts not to include within the organization principals whom due dili-
gence would have exposed as having engaged in ccoonndduucctt  tthhaatt  ii ss  ii lllleeggaall   oorr  
ootthheerrwwiissee  iinn  ccoonnff lliicctt  wwii tthh  tthhee  ccoonnttrraaccttoorr’’ ss  ccooddee  ooff   bbuussiinneessss  eetthhiiccss
aanndd  ccoonndduucctt..

➢➢ Periodic reviews of company business practices, procedures, policies, and internal 
controls for compliance with the contractor’s code of business ethics and conduct 
and the special requirements of government contracting, including—
� MMoonniittoorriinngg  aanndd  aauuddiitt iinngg  ttoo  ddeetteecctt   ccrriimmiinnaall   ccoonndduucctt;;
� PPeerriiooddiicc  eevvaalluuaattiioonn  of the effectiveness of the organization’s business 

ethics awareness and compliance program and internal control system, 
especially if criminal conduct has been detected; and

� PPeerriiooddiicc  aasssseessssmmeenntt  ooff  tthhee  rriisskk  ooff   ccrriimmiinnaall   ccoonndduucctt,,   with appro-
priate steps to design, implement, or modify the business ethics awareness 
and compliance program and the internal control system as necessary to 
reduce the risk of criminal conduct identified through this process.

➢➢ An internal reporting mechanism, such as a hhoottll iinnee, which allows for aannoonnyymmiittyy
oorr  ccoonnff iiddeennttiiaall ii ttyy, by which employees may report suspected instances of 
improper conduct, and instructions that encourage employees to make such reports..

➢➢ DDiisscciipplliinnaarryy  aaccttiioonn  for improper conduct or for failing to take reasonable steps
to prevent or detect improper conduct.

SSuubbccoonnttrraaccttss.. Contractors must include the substance of the same requirements
in all subcontracts that meet the threshold dollar and performance period requirements. 

SSeellff   DDiisscclloossuurree.. The contractor must ““ttiimmeellyy  rreeppoorrtt”” in writing, to the agency
Office of the Inspector General, with a copy to the Contracting Officer, whenever the con-
tractor has rreeaassoonnaabbllee  ggrroouunnddss  ttoo  bbeell iieevvee  tthhaatt   aa  pprriinncciippaall ,,  eemmppllooyyeeee,,   aaggeenntt ,,  oorr
ssuubbccoonnttrraaccttoorr of the contractor has committed a violation of FFeeddeerraall   ccrriimmiinnaall   llaaww in
connection with the aawwaarrdd  oorr  ppeerrffoorrmmaannccee  ooff  tthhiiss  ccoonnttrraacctt  oorr  aannyy  ssuubbccoonnttrraacctt
under the contract.

Contractors must also provide ““ffuullll   ccooooppeerraatt iioonn  wwiitthh  aannyy  GGoovveerrnnmmeenntt
aaggeenncciieess  rreessppoonnssiibbllee  ffoorr  aauuddiitt ,,  iinnvveessttiiggaatt iioonn,,   oorr  ccoorrrreeccttiivvee  aaccttiioonnss..””
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BBoottttoomm  LLiinnee

Instituting and implementing an effective compliance program is now an integral and
essential part of doing business with the federal government. The FAR regulations finalized
effective December 24, 2007, coupled with the proposed FAR regulations on November 14,
2007, will mean that prime and subcontractors must have in place – within a short time after
award of a contract over $5 million and a performance period of at least 120 days – a com-
prehensive compliance program replete with a code of ethics and conduct, educational pro-
grams, compliance audits, anonymous reporting, and other internal controls. Plus, prime
contractors will be required to ensure that any subcontractors meeting the dollar and per-
formance period thresholds have the same type of compliance program.

Yet to be determined is the perilous issue of self-disclosure. If contractors are
required to report to the government their own potential criminal violations, the attorney
client privilege will, at a minimum, become a challenge to maintain and in some circum-
stances could be placed in jeopardy if contractors are effectively conscripted into policing
and prosecuting themselves.

The world of government contracting is not for the faint of heart, the uninformed or
the unprepared. The Corporate Ethics and Compliance Practice Group of Peckar &
Abramson has been actively counseling existing and new clients about retooling their busi-
ness practices and controls so that they can meet the government’s new ethics and compli-
ance requirements.
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