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Contract Disputes over Reimbursable Costs
for the U.S. Department of Defense

For 2011, United Sates combat atvtes in Ahanisan are budgeed 0 cost
159 illon As n pio years,  porton f thismoney s allcatd o privte
companies  cary ou pecfc coneactedsevicsfor he US. Depareent of
Delense. Inrecent sars,th U, overnment has pursued casesaganst several
contectoe foroverchrgifo serics peovided i e combatzone. The -
Towing our exampesae from cases prsued by the U, Depsrtment of
Jusice's Cal Diviion, who did s0 o behalfof te federsl goermmen, These
rocentcxamples lltrte sveral s of cost disptesthat e i praceice,

1. Eagle Global Logistics agseed 0 pay $4 milion sl algacions of
allegdly nfaing invoics for milarycargo shipmens 0 Iraq. The
complaintalegd that a company exccurive dded an extra 30 cents

perKilogram e isk surcharge” o invoices for flghts beween Duba and Iraq. This hogus sarcharse, which

ras not part of Eagle’s US. Deparament of Defense contract, was appied 379 s beewcen 2003 and 2004

1o nother shippiag case, APL Linied paid th fderal goverament $26.3 million o esolve cams of knowinly

overcharging and double-bilin the U, Deparament of Defense (o transport thousands of containers o destina

tions in Afghanisan and laq. APL was accused of inlating invoics insevral ways: marking up clecrice coss

for contaners with prishabl cargo, il n xcessofthe contesctal 3t t maiacin the opeeation o i

ersted containes inthe port of Karachi Pakiscan, and billing for non-rimbhursabie services perfrmed by an

APL subcontractor a s Kuwaii pore.

L3 communicasons, leading defense contactor, paid $4 milion o sexle a complain that i oerbild for

Hours worked by the frm's employees an a contractsupporting ity operations by he United Sates i Irag.

“The company allegedy submitted fls cme records and iflted claims for prsanne hours s part of 3 ango-

ingconteac withthe U.S. Army 0 provide helcopter maiatenance serices 3t Camp Tif, .

In'at 2009, Pubiic Warchousing Compami— principal food supple for the US. millary in Irad, Kuwait,and

Jordan since 2003 —aas sued by the .S, government fo prescringflse lis o payment under the company's

mulilion dolze contact withthe Deense Logiscics Agency: The complain allge tht he company oveecharged

the US.fo Ioclly avaabl frsh ruits and vegetbles and fakd 0 discloe pass through rebates and discounts it

obiained from U.S.based supplir,a eguired by s contracs.
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Bundled Products and Revenue Allocation
Methods

Allocation issues can also arise when revenes from mulriple products (for example,
different software progeams or cable and internct packages) are bundled together and
sold at a single price. The methods for revenue allocation paralll those deseribed for
common-cost allocations.

Bundiing and Revenue Allocation
Reventes are inflows of assers (almost ahways cash or accounts receivable) received for
products or services provided to customers. Similar o cose allocation, revenue allocation
ccurs when revenucs are relaced t0 3 particular revene object but cannot be traced to it
in an economically feasible cost-effective) way. A revenue object is anything for which
separate measurement of revenue s desired. Examples of revenue objects include prod
uers, customers, and divisions. We illustrace revenue-allocation issues. for Dynamic
Software Corporation, which develops, slls, and suppores three software programs:

1. WordMaster, a word-pracessing program, released 36 monchs ago

2. DaaMastes, a spreadsheet program, reeased 18 months ago

3. FinanceMastes, a budgecing and cash-management progean, reeased six months ago

with 3 lotof fvorsble media attention

BUNDLED PRODLICTS AND REVENLIE ALLOCATON METHODS

Dynamiec Software sells these three products individually as well as cogether as bun-
dled producrs,

A bundled product is = package of two or more products (or services that s sold
for 3 single price but whose individual components may be sold a5 separare items at
their own “scand-alone” prices. The price of a bundled product is ypicall less than che
sum of the prices o the individual products sold separately. For cxample, banks often
provide individual customers with 3 bundle of services from diffrent departments
(checking, safety-depost bog, and investment advisory) for 3 single fec. A resort hotel
may offer,for a single amount per customer, a weekend package thas includes services
from its lodging (the room), food (che restauran), and recreational (golf and tennis)
departments. When deparcmenc managers have revenue or profi responsibiliis for
individual products, the bundled revenue must be allocated among the individual prod-
uers in the bundle

Dynamic Software allocates revenues from its bundled produce sales (caled *suite
sales”) to individual products. Idividual-product profiabilic is used to compensate soft-
ware engincers, oursde developers, and product managers responsible for devceloping and
managing each product.

How should Dynamic Software allocate suite revenues to individual products?
Consider information pertaining tothe three *seand-alone™ and “suite” productsin 2012;

SellingPrice_ Manutactring Gost

Sngane
Wordaster s s
Datszster ] 2
FianceMaster i =

Suie
Word+ Data s
Ward - Fnance w0
Finanze +Data a5
W+ Fnance +Dats an

Just as we saw in the section on common-cost allocations,the two main revenue-allogation
methods ace the stand-slone method and the incremenal method.

Stand-Alone Revenue-Allocation Method

The stand-alone revenue-allocation method uses productspecific information on che
products in the hundle 25 weights for allocating the bundled revemucs to the individual
products. The term stand-alone refers to the product as 3 separate (nonsuit) item.
Consider the Word + Finance suice, which slls for $280. Three types of weighs for the
stand-alone mechod are as follows

1. Selling prices. Using th individual sllng prices of $125 for WordMaster and $225
for FinanceMascer, the weighes for allocating the $250 suite revenues between the
products are as follows:

525
Worahsser: S 7 ¢ i
T S - 0357 20 - 810

s
nanceMaster s x i
s <S5 o0 - 050 520 - 5100

2. Unit costs. This method uses the costs of the individual products (n this case, manu-
facruring cost per unie) co desermine the weighs for he revenue allocaions.
s
Erer

Wordbaster

50 - 019 % 520 - §117

Fiancelastr 50 - 0581 % 520 - §183
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s allocated the additonal cost that arises from two users inseead of only the primary user
“The third-ranked useristhe second-ncremenal user (second-incremenal party) and s allo-
cated the additional cost that sises from thece users nstead of two s, and s0 on.

“To scc how this method works, consider again Jason Stevens and his 1,500 airfarc
cost. Assume the Albany employer is viewed as the primary part. Stevens” rationale is
that he had slready committed o g0 to Albany before accepting the invitasion to inter-
view in Chicago. The cost allocations would be as follows:

Pary Cost Alocated___ Cumulative Cass Al
Ay prmar S0 0
Chicagoineramental) _300(51500-81.200) si0
Tou! s

“The Albany camployer is allocased the full Seasle-Albany aicfae. The unallocased part of
the coul airfar is then allocated to the Chicago employer. If the Chicago employer had
been chosen as the primary party,the cost allacations would have been Chicago SS00 (the
stand-alone round-trip Seatte-Chicago airfare) and Albany $700 (51,500 - S800). When
there are more than two pardes,this method requires them to be ranked from fest o last
{such as by the date on which cach emplayer invited the candidate 0 iterview).

Under the incremental method,the primary party typicaly receivs the highest alloca-
sion of the common costs. I the incremental users arc newy formed companies or sub-
s, such s a new product ine or a new sales erritory, the incremental method may
enhance their chances for shore-run survival by assigning them 2 low allocation of the
comman coses. The dificuley with the method is that,parscularly if a large common cost
s involved, every user would prefr to be viewed as the incremental party’

‘One approach o sidestep disputes in such siwations is to use the stand-alone cost-
allocation method. Another approch s to use the Shapley salie, which considers each
pacty as frst the primary party and then the incremental party. From the calcularions
shown earler, the Albany employer is allocated $1,200 as the primary party and §700 s
the incremental parcy, for an average of 5950 [(51,200 + §700) + 2], The Chicago
employer isallocated $500 asthe primary parcy and $300 as the incremental party,for an
average of S50 [(S800 + 300) = 2|. The Shapley value method allocates, to each
employer, the average of the costs allocated as the primary party and as the incremencal
party: $950 tothe Albany employer and $550 to the Chicago employer.”

‘As our discussion suggests, allocaring comman costs i not clear-cur and can generate
disputes. Whenever feasible, the rules for such allocations should be agreed on in
advance, fths is nos done, then, rather than blindly fllow one method or anorher, man-
aers should exercise judgment when allocaing common costs. For instance, Stevens
st choose an allocation method for his sirfare cost that is acceprable to cach prospec-
ve employer. He cannor,for example, exceed the maximum reimbursable amount of air-
fare for cicher firm. The nexs section discusses the role of cost data in various types of
contracts, another area where dispures ahout cose allocarion frequendy arise.

Cost Allocations and Contract Disputes

Many commercial contracts incude clauses hased on cost accounting informarion
Examplesinclude the following:
= A contract becween the Department of Defense and a company designing and assen:
bl a new fighter plane specificsthat the price paid for the plane i to be based on
the contractor’s direet and overhead costs plus a fixed fee.
A concract berween an energy-consuling firm and  hospical specfies hat the con-
sulting firm receive a fixed fee plus a share of the energy-cost savings that arise from
implementing the consulting firm’ recommendacions
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(COST ALLOCATIONS AND CONTRACT DISPUTES @ 558

Contractdisputes often arise with respec 0 cost alloction. The areas of dispute beeween the
conteacsing parcies can be reduced by making the “rules of the game” explici and in writing
at the time the contrace is signe. Such rules of the game include the defintion of allowsble
ost itms; the definitons of terms usd, such as what consiutes direct ahor;the permisibic
costallocation bases; and howe to account for differences beeween budgeted and actual coss.

Contracting with the U.S. Government
“The US. government reimburses most contractors in one of ewo main ways:

1. The contractor is paid a st price without analysis of actual conteact cost data. This
approach s used, for example, when there is comperiive bidding, when there is ade-
quate price compeition, or when there is an established caralog, with prices quoted
foritems sold in substantial quantites o the genceal public

2. The contractor i paid ater analysis of actual contract costdata,In some cases, the con-
race will explicry state that the reimbursement amount is based on accual allowable
coss plus  fixed fee. This arrangement is called a costplus contract.

All conteaces with U, government agencies must comply with cost accounting ssandards
issued by che Cost Accounting Standards Board (CASB). For government contracts, the
CASB has the exclusive authoriy to make, put inco effect, amend, and rescind cost
accounting scandards and inverprecasions. The scandards are designed to. achieve
niformity and consstency in regard ta measuremen, assignment, and allocation of costs
0 government contracss within the Uniscd States.”

In government contracing, there is a complex interplay of politcal considerations
and accounting principles. Teems such as *fairness” and “cquiny” a5 well a5 cause and
effect and benefits received, are ofen used in government contracts.

Fairness of Pricing

In many defense contraces, thre i geeat uncercainey sbout the final cost o produce 3 nesw
weapon or equipmens, Stch contracts are arely subjestto comperive biding, The reason is
that no contractor is willng to assume al the isk of receiving, fxed price fo the contract
and subseaquendly incurring high costs to fulfl . Hence, seting 3 markee based fixed price
for the contract falsto aTract onEractors, or requires  conract price tha s 9o high from,
the government’s scandpoint. To addressthis isue,the government ypicaly assumes a major
share oftheris of the porencally high costsof complecing the conteacs. Rasher than relying
on seling prices s ordinarily s by suppliers i che marketplac, the govermment negoriates
ontesers on the basis of costs plus  fixed fee. In costs-plusfixed-fe contracts, which ofen
involve billions of dollars, the allocation of  specific cost may be diffcul to defend on the
basis of any cause-andcffct ressoning. Nonctheles,the conteacsing parties may sil view it
a5 “reasonable” or *fair” means to help escabish & contract amou

Some costs are “allowables” others are “unallowable.” An allowable eost s 2 cost
that the contract parties agree 0 include in the costs o be reimbursed. Some contracts
specify howw allowable costs ar to be determined. For example, only cconomy-clas air-
faresare allowable in many LS. government contracts. Other conracss identify cost cat-
egories that are unallowable. For example, the costs of lobbying activities and aleoholic
beversges are nor allowable costs in .S, government contracss. However, the set of
allowable costs is nor always clear-cur, Contract disputes and allegations about over-
charging the govermment arise from ime to time (sce Concepts in Action, p. 5601
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3. Physical unts. This mechod gives each product unit i the suite the same weight when
allocacing suice revenue to individual products. Therefore, wich two products n the
Word + Finance suite, each product s allocated 50% of th suite revenues.

Vot L s <m0

Pt 1 50— v 0 v

These three approaches to decermining weights for the scand-alone method resultin
very ditferentcevenue allocations to the individual products:

Revenue-Allocstion Weights __ Wordlh:

Shgpes W 5@
Untcosts m
Physical s )

‘Which mechod s prefered? The seling prices method is best, because the weights explic
ity consider the prices customers are willng t0 pay for che individual products, Weighting
approaches that use revenue information better caprure *benefits received” by customers
than unit costs or physical units.| The physical-unics revenue-allocarion metho is used
when any of the ocher methods cannot be used (such as when selling prices are unstable or
uni cosss are diffeul o caleulate for individual products).

Incremental Revenue-Allocation Method

The incremental revenue-allocation method ranks individual products in 3 bundle
accarding o crieria determined by management—such as the product in the hundie
with the most sles—and then uses this ranking to allocate bundled revenues o individ
wal products. The frstranked product isthe primary product n the bundle, The second-
ranked product is the firstincremental product, the third-ranked product is the
second-incremental product, 3nd 50 .

How do companics decide on product rankings under the incremental revene
allocation method? Some organizations survey customers about the importance of each
of the individual products to their purchase decision. Ohers use dara on the recent
stand-alone sales performance of the individual products in the bundle. A third
appraach i for top managers to use their knowledse or inuition to decide the rankings.

Consider again the Word + Finance suite. Assume WordMaster is designated 3s the
primary producr. I the suite selling price excceds the scand-slone price of the primary
product, the primary productis allocated 100% of s stand-alone revenue. Because the
suice price of $280 exceeds the scand-alone price of $125 for WordMascer, WordMascer is
allocated revennes of §125, with the remaining revenue of S155 (5280 - $125) alocated
o FinanceMaster

Product o Allcated__ Culaiv Revenve Allocated
Wadsser 57 B
FancaMaster _155(5200-$125) san

Tonl )

1 the suite price s less than or equal 1o the stand-alone price of the primary product, the
primary product i allocated 100% of the suite revenue. Al ocher producrs in the suite
receive o allocation of reventie.
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BUNDLED PRODLCTS AND

Now suppose FinanceMaster i designated as the primary product and WordMaster
as the fiscincremental produ, Then, che incremental revenue-allocation method allo-
cates revenes of the Word + Finance suite s follows:

Praduct Revonue Alocated__ Cumulativ Rovenus A
Francetfoser 7 2
Wordbastor _sa sz 5281 s
Toal

1 Dynamic Software sells equal quantiies of WordMaseer and FinsnceMaster, then the
Shapley value mechod allocates to each product che average of the revenes allocated as
the primary and firscincremental products:

erdaster: (512543551 2=8180+ 225 0
Francolastor (625 §155) 2= 5530 -
Tonl

Bt what f, in the most recent quarir she firm sells $0,000 unics of Word\Master and
20,000 unis of FinanceMaster. Because Dynamic Software sels fou times as many unics
of WordMastes, its managers believe that the sals of the Word + Finance suice are four
times more likely to be driven by WordMaster as the primary product. The weighied
Shapley value metod takes his fact into account It ssigns four times as much weight to
the revenue alocations when WordNascer i the primvary prodict as when FinanceMaster
is the primary product,resultng in the following allocations:

WordMaster. (125 5 44855 % 1)< 1+ s
FranceMaster (5225 % 118155 < 411 41 S5 15« 160
Tasl

When there are more than two products in the suie, the incremental revenue-allocation
method allocates suite revenues sequentially. Assume WordMaster is the primary prod-
uct in Dynamic Sofeware’s three-product suite (Word + Finance + Daca). FinanceMaster
is the frscineremental product, and DataMaster is the second-incremental product.
“This suite sels for $380. The allocation of the $380 suite revemucs proceeds as follows:

Prouct Revonue Allcatod Cumalativ Rovenve Allocatsd
D 5

Francebaster 155280 -$125  S2D{priceofWard - Fnance sue)
Daablasor 000 -S200 S0 pricaof Ward - Fnance + Data o)
Tol Eml

Now suppose WordMaseer is the primary producr, DasaMaseer is the festincremental
product, and Finance Master is the second-nremental product.

Praduct Rovonue Alcatod Cumlative Rovenso Allocatsd
Werdfamar S5 =

DaMaser 9518720 -$125 2 i of Word + Dat s
FrancoMastor 1G0T S0 S30{price of Word + Data + Fnance sute}

Toal El

“The sanking of the individusl producss in che suice deccrmines the revemues allocased o
them, Produce managers at Dynamic Software likely would differ on how they beleve thir
individual producs conribute to sales of the suie products. In fact, cach produc manager
would claim o be responsibi fo the primary prodct n the Word + Finance + Data siteli>
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