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OPINION BY ADMINISTRATIVE JUDGE PARK-CONROY

At issue in these consolidated appeal s is whether revenue share payments made by
appellant United Technologies Corporation (UTC), Pratt & Whitney (Pratt) to itsforeign
collaborators constitute a cost for parts provided by the collaborators which must be
included in Pratt’ sindirect cost allocation bases pursuant to Cost Accounting Standards
(CAS) 410, 418, and 420. Because we conclude that these payments are not a cost for
parts, we sustain the appeals docketed as ASBCA Nos. 47416 and 50453. The related
appeal docketed as ASBCA No. 50888 is denied.

ASBCA No. 47416 is an appeal from a deemed denial of Pratt’s demand for afinal
decision regarding the contracting officer’s Final Finding of Noncompliance with CAS 410,
418, and 420 issued on 24 January 1992, and retroactive to 1 January 1984. ASBCA No.
50453 is an appeal from the contracting officer’s final decision issued on 2 December
1996 asserting a Government claim in the amount of $260,290,111 including interest, for



the period 1984 through 1995, based upon Pratt’ s alleged noncompliance with CAS 410,
418, and 420. ASBCA No. 50888 is an appeal from the contracting officer’s 7 July 1997
decision denying Pratt’s counterclaim for $34,251,000 asserting that the Government’s 2
December 1996 final decision constitutes a breach of an 8 February 1991 settlement
agreement regarding the CAS 418 compliance issues (for the period 1982 through 1987).
Only entitlement is before us.

FINDINGS OF FACT

|. The Rdevant CAS Requirements

These appeals raise issues associated with CAS 410, 418, and 420. See 48 C.F.R. 88
9904.410, 9904.418, and 9904.420 (2000).

The purpose of CAS 410, ALLOCATION OF BUSINESS UNIT GENERAL AND
ADMINISTRATIVE EXPENSES TO FINAL COST OBJECTIVES, is “to provide criteriafor the
allocation of business unit general and administrative (G&A) expenses to business unit final
cost objectives based on their beneficial or causal relationship.” CAS410.20. It requires
that G& A expenses be allocated to final cost objectives by means of a*cost input base.”
Under CAS 410.30(a)(3), “Cost input means the cost, except G& A expenses, which.. . . is
allocable to the production of goods and services during a cost accounting period.” As
further clarified by CAS 410.50(f), cost input includes expenses which are excluded from
the G& A expense pool, and are not part of acombined G& A pool using the same allocation
base.

Under CAS 410.30(a)(5) a“Final cost objective means a cost objective which has
allocated to it both direct and indirect costs . .. .” CAS410.40(b)(1) providesthat the G& A
expense pool “shall be allocated to final cost objectives. . . by means of a cost input base
representing the total activity of the business unit” and that “[t]he cost input base sel ected
shall be the one which best represents the total activity of atypical cost accounting period.”
CAS 410.50(d)(1) providesthat “[t]he cost input base used to allocate the G& A expense
pool shall include all significant elements of that cost input which best represent the total
activity of the business unit.”

The purpose of CAS 420, ACCOUNTING FOR INDEPENDENT RESEARCH AND
DEVELOPMENT (IR&D) COSTSAND BID AND PROPOSAL (B&P) COsSTS, is “to provide
criteriafor the accumulation of [IR& D] costs and [B& P] costs and for the allocation of
such coststo cost objectives based on the beneficial or causal relationship between such
costs and cost objectives.” It requiresthat IR&D and B& P costs be allocated on the same
basisas G& A expenses. Specifically, CAS 420.50(f)(2) requires that IR& D/B& P costs
“shall be allocated to all final cost objectives of the business unit by means of the same
base used by the business unit to allocate its [G& A] expenses in accordance with [CAS
41050] ...



On 15 May 1980, the CAS Board promulgated CAS 418, ALLOCATION OF DIRECT
AND INDIRECT COSTS, which had an effective date of 20 September 1980 and an
applicability date at Pratt of 1 January 1982. The purpose of CAS 418 is“to provide for
consistent determination of direct and indirect costs; to provide criteriafor the
accumulation of indirect costs, . . . ; and, to provide guidance relating to the selection of
allocation measures based on the beneficial or causal relationship between an indirect cost
pool and cost objectives.” CAS 418.50(b)(1) requires that overhead costs be accumul ated
in pools that are homogeneous in their relationship to final cost objectives based upon the
“beneficial and causal relationship” between the pooled costs and the cost objectives. CAS
418.50(d)(1) requires that “the base selected to measure the allocation of the pooled costs
to cost objectives shall be a base representative of the activity being managed or
supervised”’ and 418.50(d)(2) requiresthat: “[a]ll significant elements of the selected base
shall beincluded.” CAS418.50(d)(2)(iv) further providesthat “[a] material cost baseis
appropriate if the activity being managed or supervised isamaterial related activity.”

I1. Generaly Accepted Accounting Principles and FAR Provisions

The CAS Board' SRESTATEMENT OF OBJECTIVES, POLICIES AND CONCEPTS, issued
in May 1977, states that the “ Cost Accounting Standards provide for the definition and
measurement of costs, . . .” (Shapiro report tab 8 at 4031). The DEFINITIONS section of the
CAS regulations (8 301), however, does not include a definition of the word “cost.” See 48
C.F.R. 8§9903.301. The CAS Board' SRESTATEMENT recognizes that “[a] number of
authoritative bodies have been established to issue pronouncements affecting accounting
and financial reporting . . . [and] give[s] careful consideration to the[se] pronouncements”
(Shapiro report tab 8 at 4034-35).

The authoritative principles that govern how financia reporting statements should be
prepared are referred to as generally accepted accounting principles (GAAP). Thereisa
hierarchy in the principles that comprise GAAP. (Tr. 2/143-45)

Statement on Auditing Standards (SAS) No. 69, issued by the Auditing Standards
Board of the American Institute of Certified Public Accountants (AICPA) in 1992, defines
the most authoritative pronouncements (i.e., the top level) of the GAAP hierarchy as
“Established Accounting Principles.” These include the Financial Accounting Standards
Board (FASB) Statements and Interpretations, Accounting Principles Board (APB)
Opinions, and AICPA Accounting Research Bulletins (tr. 2/144). At thelower level inthe
GAAP hierarchy is“Other Accounting Literature,” which includes such things as FASB
Statements of Financial Accounting Concepts, APB Statements, International Accounting
Standards Committee Statements, accounting textbooks, etc. (R4, tab 634; tr. 7/88-90).

While not part of the hierarchy of GAAP because it relates to auditing standards (tr.
2/225-26), AICPA SAS No. 69 is nevertheless relevant in the following respects:



6. Generally accepted accounting principles recognize
the importance of reporting transactions and eventsin
accordance with their substance. The auditor should consider
whether the substance of transactions or events differs
materially from their form.

9. Because of developments such as new legislation or
the evolution of a new type of business transaction, there
sometimes are no established accounting principles for
reporting a specific transaction or event. In thoseinstances, it
might be possible to report the event or transaction on the basis
of its substance by selecting an accounting principle that
appears appropriate when applied in amanner similar to the
application of an established principle to an analogous
transaction or event.

(R4, tab 634)

FASB Statement No. 48, whichistop level GAAP, establishes six criteriathat must
be met for asale to be recognized. It provides:

6. If an enterprise sellsits product but gives the buyer
the right to return the product, revenue from the sales
transaction shall be recognized at time of sale only if all of the
following conditions are met:

a Thesdler’spriceto the buyer is substantially fixed or
determinable at the date of sale.

b. Thebuyer haspaid the seller, or the buyer is obligated to
pay the seller and the obligation is not contingent on resale
of the product.

c. Thebuyer’'sobligation to the seller would not be changed
in the event of theft or physical destruction or damage of
the product.

d. Thebuyer acquiring the product for resale has economic
substance apart from that provided by the seller.



e. Theseler doesnot have significant obligations for future
performance to directly bring about resale of the product
by the buyer.

f. Theamount of future returns can be reasonably estimated

(R4, tab 629 at 480-81 (notes omitted))

Also of relevance from the top level GAAP hierarchy, by analogy, is APB Opinion
No. 21, INTEREST ON RECEIVABLESAND PAYABLES, set which provides that the presumption
that the rate of interest stipulated by the partiesis “fair and adequate compensation,” but
cautions that the presumption “must not permit the form of the transaction to prevail over
its economic substance. . ..” (App. br. vol. 4, attach. 1 at 262).

“Other Accounting Literature” can be consulted in the absence of authoritative
pronouncements (R4, tab 634 at 5). Of relevance are FASB Statements of Financial
Accounting Concepts Nos. 2, 5and 6. FASB Concepts Statement No. 2, QUALITATIVE
CHARACTERISTICS OF ACCOUNTING INFORMATION, statesin Appendix B, 1 160:

Substance over form is an ideathat hasits proponents, but it is
not included [as agenera principle] because it would be
redundant.

The quality of reliability and, in particular, of representational
faithfulness, leaves no room for accounting representations
that subordinate substance to form.

Substance over formis, in any case, arather vague idea that
defies precise definition.

(App. br. val. 4, attach. 2; tr. 3/62-63)

FASB Concepts Statement No. 5, RECOGNITION AND MEASUREMENT IN FINANCIAL
STATEMENTS OF BUSINESS ENTERPRISES, discusses “net income,” “profit,” and “earnings’
asfollows:

Earnings focuses on what the entity has received or reasonably
expectsto receive for its output (revenues) and what it
sacrifices to produce and distribute that output (expenses).
Earnings also includes results of the entity’ sincidental
peripheral transactions and some effects of other events and



circumstances stemming from the environment (gains and
losses).

Present practice accepts a variety of termsfor net income, and
the [FA SB] anticipates that net income, profit, net loss, and
other equivalent termswill continue to be used in financial
statements as names for earnings.

(Siegel report at 1 28, 29)

FASB Concepts Statement No. 6, ELEMENTS OF FINANCIAL STATEMENTS, defines
the term “asset” in paragraph 25 as “ probabl e future economic benefits obtained or
controlled by a particular entity asaresult of past transactions or events’ (tr. 11/7). The
three essential characteristics of assets are described in paragraph 26 asfollows:

... (8) it embodies a probabl e future benefit that involves a
capacity, singly or in combination with other assets, to
contribute directly or indirectly to future net cash inflows,

(b) aparticular entity can obtain the benefit and control others
accessto it, and (c) the transaction or other event giving riseto
the entity’ sright to or control of the benefit has already
occurred.

And in paragraph 168 it is further explained that:

... Anitemdoesnot qualify asan asset . . . of an entity if . . .
(a) the item involves no future economic benefit, (b) the item
involves future economic benefit, but the entity cannot obtain
it, or (c) theitem involves future economic benefit that the
entity may in the future obtain, . . .

(R4, tab 632)

Footnote 19 of paragraph 26 defines“cost” as “the sacrifice incurred in economic
activities— that which is given up or forgone to consume, to save, to exchange, to produce, .
..." Paragraph 78 defines “revenues’ as“inflows or other enhancements of assets of an
entity or settlements of itsliabilities (or a combination of both) from delivering or
producing goods, rendering services, or other activities that constitute the entity’ s ongoing
major or central operations.” Paragraph 80 defines “expenses’ as “ outflows or other using
up of assets or incurrences of liabilities (or acombination of both) from delivering or
producing goodq[], rendering services, or carrying out other activities that constitute the
entity’ songoing major or central operations.” (R4, tab 632)



Also from the lower level “ Other Accounting Literature” GAAP are APB Statement
No. 4, International Accounting Standards Committee Statement 31, atextbook, JAN R.
WILLIAMSET AL ., INTERMEDIATE ACCOUNTING (5th ed. 1995), the Defense Contract Audit
Agency (DCAA) Audit Manual and General Accounting Office (GAO) Reports.

APB Statement No. 4, BASIC CONCEPTS AND ACCOUNTING PRINCIPLES
UNDERLYING FINANCIAL STATEMENTS OF BUSINESS ENTERPRISES, iS aresearch paper
study. Paragraph F-12, Substance over form, of APB Statement No. 4, provides:

... Financia accounting emphasizes the economic substance of
events even though the legal form may differ from economic
substance and suggest different treatment. . . .

Usually the economic substance of events to be accounted for
agrees with the legal form. Sometimes, however, substance and
form differ. Accountants emphasize the substance of events
rather than their form so that the information provided better
reflects the economic activities represented.

(R4, tab 623 at 461)

International Accounting Standards Committee Statement 31, FINANCIAL
REPORTING OF INTERESTSIN JOINT VENTURES, provides the most anal ogous guidance for
the collaboration agreements. It applies “REGARDLESS OF THE STRUCTURES OR FORMS
UNDER WHICH THE JOINT VENTURE ACTIVITIES TAKE PLACE” and providesin relevant part:

8. The operation of some joint venturesinvolves the use of the
assets and other resources of the venturers rather than the
establishment of a corporation, partnership or other entity, or a
financial structure that is separate from the venturers
themselves. Each venturer usesits own property, plant and
equipment and carriesits own inventories. It aso incursits
own expenses and liabilities and raisesits own finance, which
represent its own obligations. The joint ventures activities may
be carried out by the venturer’ s employees alongside the
venturer'ssimilar activities. Thejoint venture agreement
usually provides a means by which the revenue from the sale of
the joint product and any expensesincurred in common are
shared among the venturers.

9. Anexample of ajointly controlled operation is when two or
more venturers combine their operations, resources and
expertise in order to manufacture, market and distribute jointly



aparticular product, such as an aircraft. Different parts of the
manufacturing process are carried out by each of the venturers.
Each venturer bearsits own cost and takes a share of the
revenue from the sale of the aircraft, such share being
determined in accordance with the contractual arrangement.

(R4, tab 635 at 3)

The following statement is included among numerous other comments regarding the

“substance over form” issue in the INTERMEDIATE ACCOUNTING textbook:
SUBSTANCE OVER FORM

Financial accounting is concerned with the legal aswell asthe
economic effects of accountable events. Butwhen an
apparent conflict exists between the economic substance and
the legal form of a business transaction, accountants tend to
emphasize economic substance. [Emphasisin original]

(R4, tab 637 at 55)

The DCAA Contract Audit Manual, in paragraph 7-1807 Determining the Actual

Relationship Between the Business Organizations, providesin relevant part:

The form and substance of a contractor’ s business
organization can significantly influence the allowability and
allocability of costsincurred under government contracts.
Determine not only the form of the business organization but
the actual relationship (substance) between the venturing
contractors. . . . Normally, no one factor should be the sole
determinant of whether the relationship is ajoint venture or
more closely resembles a prime contractor/subcontractor
relationship.

(Keevan report tab 18)
Additionally, FAR 31.201-2 DETERMINING ALLOWABLITY provides:

(a) The factors to be considered in determining whether a cost
is alowableinclude the following:



(3) Standards promulgated by the CAS Board, if applicable;
otherwise, generally accepted accounting principles and
practices appropriate to the particular circumstances.

FAR 31.201-5 CREDITS provides that “[t]he applicable portion of any . . . credit
relating to any allowable cost and received by or accruing to the contractor shall be credited
to the Government either as a cost reduction or by cash refund.”

And, FAR 31.203 INDIRECT COSTS providesin relevant part:

(c) Once an appropriate base for distributing indirect costs has
been accepted, it shall not be fragmented by removing
individual elements. All items properly includablein an
indirect cost base should bear a pro rata share of indirect

costs irrespective of their acceptance as Government contract
costs. . . .

[1l. The Collaboration Programs

Pratt is an unincorporated Group within UTC (ex. A-18). It manufactures military
aircraft engines for the U.S. Government under Contract No. F33657-84-C-2263 and other
Government contracts which are subject to cost accounting standards promulgated by the
CASBoard. See 48 C.F.R. § 9904 (2000).

In addition to manufacturing engines for the U.S. Government, Pratt also
manufactures aircraft engines for commercial buyers. In the early 1970s, Pratt began
discussions with foreign entities regarding collaborative efforts for the manufacture of its
commercial engines, principally to distribute the enormous risk associated with developing
new engines and to obtain market access using foreign production facilities and sales (R4,
tab 701; tr. 3/162-77). In May of 1973, Pratt signed separate Memoranda of Agreement
(MOASs) with Motoren-und Turbinen-Union Muenchen GmbH (MTU) of Germany and Fiat
Aviazione Societa Per Azioni (Fiat) of Italy setting forth the principles governing ajoint
collaboration for the “design, devel opment, production, marketing, product support and
after-sales service of anew high bypassratio turbofan aircraft engine” designated the
JT10D engine for “primary application in a short, medium and long range aircraft up to 250
passenger size.” The MOAs further acknowledged the parties' recognition that “such a
development effort [was] not an acceptable economic risk for any one of them, and thus
require[d] the sharing of effort and financial risk.” (R4, tab 659 subtabs 1, 2)

A formal Collaboration Agreement committing the parties to an 18-year effort for
the JT10D program was jointly executed by Pratt, MTU and Fiat on 12 July 1977 pursuant
to which the parties agreed “to share the benefits and investments and activities’ in
accordance with fixed percentages representing each party’ s share of the program (R4, tab



659 subtab 9; tr. 3/184-85). Pratt’s share was 83.2%, MTU’swas 12.8% and Fiat’ swas 4%
(id.; R4, tab 706). The agreement covered the design and development of the JT10D engine
through initial Federal Aviation Administration (FAA) certification, including the exchange
of technology, production of engines and spares, product support, post certification
development and expenses, liability and insurance (R4, tab 659 subtab 9; tr. 4/187-91).

Payment of feesto Pratt for participation in the program was based upon sales (ex.
A-5,n. 7). Pratt retained responsibility for the overall program management (R4, tab 659
subtab 9 at 2-3). Effective 8 February 1983, the parties agreed that the sharing of revenue
would be “in accordance with the program shares . . . without regard to the party producing
the specific individual parts sold,” although the parties recognized that such sharing of
revenue was “ acceptable only if all parties produce[d] their share of production as specified
..." (R4, tab 659 subtab 15C at 6). The JT10D program eventually became known asthe
PW2000 engine series program which included the PW2037 engine (tr. 3/175, 197).

Thereafter, Pratt expanded and refined the collaboration program concept it had
initiated with MTU and Fiat. Mr. Loren Stolp, Pratt’s Vice President and Counsel for
Commercial Engine Business, participated in the drafting and negotiation of the
collaboration agreements. (Tr. 3/245-48) In aletter dated 23 May 1984 to Samsung
Precision Industries, Co., Ltd. (Samsung), Mr. Stolp described the collaboration concept
for the PW4000 engine program as follows:

[Pratt is] presently working with several qualified suppliersto
establish risk sharing participation roles in the PW4000
Program. Our objectiveisto share approximately ten percent
of the program. In concept, a participant in the program will
pay his share of all program costsin return for which he will be
entitled to the equivalent share of program revenue, subject to
adjustment for disproportionate overhead costs such as
marketing. The program participant will contribute his
manufacturing cost share by supplying the appropriate value of
production parts to meet his share of the total program
requirements. Selection of these parts will be on the basis of
availability and partner desires and capability. Asyou can see,
the risk sharing participant will have along term share of the
total PW4000 business. This share of the business will be sold
to the qualified program participant for afee based on the size
of this program share.

(R4, tab 166; tr. 3/222-23, 249-50) He also offered Samsung the possibility of becoming a
“conventional supplier of parts for the PW4000 program” (R4, tab 166).
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Pratt was very successful in developing its collaborative risk-sharing program
concept and executed collaboration agreements with foreign entities for sharesranging
from 1% to 21.2% of its JT8D-200, PW2000 and PW4000 engine programs (ex. A-5).
Thelist of collaborators for these programsis as follows:

1. MTU (JT8D-200, PW2000 and PW4000 engines) (R4, tabs 659, 661, 673; ex.
A-5);

2. Fiat (PW2000 and PW4000 engines) (R4, tabs 659, 663; ex. A-5);

3. Volvo Flygmotor AB (Volvo) (PW2000 and JT8D-200 engines) (R4, tabs 660,
670; ex. A-5);

4. Mitsubishi Heavy Industries, Ltd. (MHI) (PW4000 and JT8D-200 engines) (R4,
tabs 662, 671; ex. A-5);

5. Fabrique Nationale Herstal S.A./FN Moteurs SAA. (FN) (PW4000 engine) (R4,
tab 664; ex. A-5);

6. Samsung/Samsung Aerospace Industries, Ltd. (PW 4000 engine) (R4, tab 665; ex.
A-5);

7. AMS Precision Engineering Pte. Ltd. (AMS)/Singapore Aircraft Industries (SAIl)
(PW4000 engine) (R4, tab 668; ex. A-5);

8. N.V. Indivers Interturbine Group Eldim B.V. (Eldim) (PW 4000 engine) (R4, tab
667; ex. A-5);

9. Norsk Jetmotor A/S/Kongsberg Vapenfabrikk (PW4000 engine) (R4, tab 669; ex.
A-5);

10. Kawasaki Heavy Industries, Ltd. (KHI) (PW4000 engine) (R4, tab 666; ex. A-5);
and

11. Aeritalia Societa Aerospaziale Italiana P.A. (Aeritalia) (PW4000 engine) (R4,
tab 672; ex. A-5).

A. Genera Terms of the Collaboration Agreements

The MTU/Fiat collaboration agreement for the PW2000 engine was the model for
the subsequent agreements (R4, tab 659 subtab 15; tr. 3/247). All of the agreements
contain many complex provisions setting forth the respective duties and responsibilities of
the collaborators and defining the benefits and risks each agrees to assume over the
duration of the agreements.

1. Pratt Retains General Responsibility for the Collaboration Programs

Pratt refers to the collaborators as partners and treats them as such (tr. 3/318).
Nevertheless, in general, Pratt exercises authority and responsibility for the overall
management of its engine programs. It isresponsible for the direction of effort in the
design, development, manufacturing, marketing, certification, sale and/or support of the
engine and parts, subject to the specific terms of each collaboration agreement. It
determines the pricing of engines and spare parts and all contracts are executed by and in
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the name of Pratt. The foreign collaborators are not partiesto the sales contracts. Pratt
collects full payment from the customer for the sale of all engines and spare parts and then
distributes net revenue to the collaborators according to their respective program shares. In
return, the collaborators pay program entry feesfor a percentage share of the program,
obtain the right to use Pratt’ s drawings, technical data and know-how in the manufacture of
agreed-upon parts and share program expenses and revenues. (R4, tabs 659-673)

2. The Collaborators Pay Program Entry Fees

All but [T require an upfront, non-refundable

entry fee in exchange for the right to be “a partner in the program,” i.e., to manufacture
engine parts designated by Pratt for a particular engine program, to receive its program
share of revenue, and to learn and benefit from Pratt’ s experience in the devel opment,
manufacture and marketing of jet engines (ex. A-5, n. 6; tr. 3/251, 274-75, 4/30-31). The
program share purchased by a collaborator determines its percentage share of the
production requirements, program expenses and revenues (tr. 3/258-59, 263-64).

The program entry fees are substantial; for example, the fee for the [']
program VW for a[[f]share (tr. 3/272-73). Pratt eventually sold [[] of

the base [ ] program to foreign collaborators (ex. A-5). Additionally, Pratt has
charged catch-up payments to collaborators joining [ERR] program after [[f] started.
Payments also are charged to collaborators increasing their program shares. (Tr. 3/255-56,

277-78) The program entry fee approach was also used to fund an incremental
improvement to the [[IRR] engine program (ex. A-5; tr. 3/224-25).

3. The Collaborators Supply Engine And Spare Parts

The collaborators are given access to all Pratt drawings, technical dataand
experience necessary for the manufacture of collaboration parts. The prices of the parts
contributed to the engine program by a collaborator are not listed in the agreement; instead,
the agreementsidentify an equivalent engine value and/or a manufacturing target cost
(MTC) established at the outset of the program for each part the collaborator is assigned to
produce for the program. (R4, tabs 659-673) Pratt typically determines the total
production value of the program for a defined period of time by adding the MTC for al of
the parts used in manufacturing and testing or as spares (ex. A-15; tr. 3/260-71). Asa
general rule, the MTC is between [[l] and [[l] of the sale price of the part (tr. 3/270).

The number of parts each collaborator is required to contribute to the program effort
is determined by its program share. For example, as Mr. Stolp explained, if the total
production requirement is 100 engines, a collaborator with a 10% share of the program

! Blackened spaces between brackets reflect redacted material subject to a protective

order.
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would be required to produce enough parts to equal 10 engines. The actual number of parts
required to be the equivalent of 10 engines, in turn, depends upon the MTC and the
equivaent engine value of the parts. (Ex. A-15; tr. 3/267-68) Any changein the
configuration of a part that affectsits MTC affects all of the collaborators, not just the
collaborator responsible for manufacturing the part (exs. A-15, -16; tr. 3/304-09). If a
collaborator overproduces a part, the agreement typically requires Pratt to purchase the
excess parts at a negotiated price. If acollaborator underproduces a part, Pratt has the
option of assigning new parts to the collaborator in the following period. (Tr. 3/268-70)

Pratt issues purchase ordersto the collaborators for parts which are then received,
stored and moved through the Manufacturing Division (MD), like other purchased parts
(R4, tab 307 at 2515). The collaboration parts are intermingled with and are not segregated
from Pratt’ s other purchased and manufactured parts (R4, tab 407 at 1 4).

The collaboration agreements provide that title to the parts furnished to Pratt
remains with the collaborator until the parts are delivered to a customer, either as
assembled in the engine or as spare parts and that title remains with the collaborator until
the parts are otherwise disposed of or consumed in testing, although several provide that the
collaborator does not relinquish title when the part is disposed of in some manner other
than delivery to the customer (R4, tabs 576-673).

4. The Collaborators Share Program Expenses

The collaborator’ s program share al so determines the amount a collaborator is
charged by Pratt for the program expenses (tr. 3/258, 280-81). Collaborators on all three
engine programs share actual expenses for [ for engines and parts, even if [}
Il (tr. 3/281-82).

The PW2000 and PW4000 program collaborators share the costs of aircraft
certification payments to airframe manufacturers in connection with obtaining FAA
certification and, except for AMS which pays afixed percentage of its program, the costs of
fleet introductory assistance (FIA) (which includes discounts, credits or concessions that
engine manufacturers give their customers), refurbishment expenses for certification and
lease pool engines, foreign sales representatives, and post-certification engineering and
devel opment costs requested by a customer or to improve the engine’ sreliability.

Additionally, the collaborators on the PW2000 program share expenses for
warranty, guarantee and service policies, production assembly and testing of engines and [.
l] aso sharein Pratt’s disproportionate expenses. The JT8D-200 engine program
collaborators share responsibility for write-offs of customer accountsreceivable. (R4,
tabs 659-673; ex. A-7; tr. 3/283-85)
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5. Fixed Fee and Drag

Thefirst collaboration agreements with MTU and Fiat recognized that Pratt would
incur disproportionate expenses because it was to be the program manager and the fina
assembler of the engine and it was agreed that Pratt would be reimbursed for these expenses
(R4, tab 659 subtab 9C at 2-3; tr. 3/206-07). In April 1982, it was further agreed that Pratt
should be reimbursed for its disproportionate expenses on the basis of afixed-fee per
equivalent engine delivery based upon Pratt's actual costs less adecrement of [
(R4, tab 659 subtab 14; tr. 3/217-21). In a1983 Amendment, before any parts had been
delivered, the parties determined that, each year, Pratt would establish afixed fee for the
following calendar year based upon forecasted production and that afinal settlement of
amounts owed to Pratt would be negotiated on thebasis of actual production (R4, tab 659
subtab 15C at 1).

For the [ I programs, Pratt negotiated

withholding of fixed percentage rates from all revenues due a collaborator as an estimate of
Pratt’ s disproportionate program expenses, including overhead for program management
and administration, marketing and sales, product support, material handling, and other
administrative functions. The percentagerateiscalled “Drag.” [l the

[ ] Drag rates include customer guarantees and warranty and service
policies. (Ex. A-7; tr. 3/287-90)

agreement which contains a[[l] Drag rate, the Drag

Except for the [
rates for the [ programs range between [mx]. A-5). TheDrag
ratesfor the [ | program are higher, ranging from [ , because they
include both Pratt’ s disproportionate program expenses and the collaborator’ s share of

program expenses for FIA and FAA certification (exs. A-5, -7; tr. 3/291).

6. The Collaborators Share Program Revenues

The MTU and Fiat agreement for the PW2000 engine program provided that:

It isthe intent of the partiesthat all revenue, as adjusted for
deductions specified . . . will be shared amongst the partiesin
accordance with the program shares. . . .

(R4, tab 659 subtab 15C at 1 3.0) All of the other agreements provide that the sharing of
gross revenues from the sal e of engines and parts will be “in consideration of the parts
manufactured” (R4, tabs 660-673). The gross revenue shareis determined by a
collaborator’ s program share. The agreed-upon program expenses and Drag are deducted
from the gross revenue share and collaborators are paid net revenue shares. (R4, tabs 659-
673)
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[I] the collaboration agreements, except [, provide that a

collaborator is entitled to its share of the program revenue upon the sale of an engine or
spare part without regard to whether the engine or spare sold actually included any part
manufactured by the collaborator, even if the collaborator has failed to deliver its program
share of partsfor that period (R4, tabs 659-671, 673; tr. 3/232). A collaborator receives
its revenue share only after Pratt has been paid. Thus, for example, a collaborator does not
receive arevenue shareif Pratt gives a part to a customer or writes-off a payment from its
account’ s receivable (tr. 3/311-12).

Pratt and the individual collaborators determine their respective profits for each
engine program by comparing their respective revenues to their own respective expenses
(Siegel report at § 24; tr. 6/48-49).

7. Other Terms and Conditions of the Collaboration Agreements

The collaboration agreements have an average term of [l] years, with some

extending to ailmost [[] years (ex. A-5). While [B] of the agreements ([
) required Pratt [ ] if Pratt [

], none contain termination for convenience clauses or permit arefund of any portion of its
program entry fee. Except [ . none of the agreements contain a changes clause;
most of the agreements contain sole source provisions requiring Pratt to order al of its
requirements for a particular part from a collaborator that manufacturesthat part, so long as
the collaborator is able to deliver. All of the collaboration agreements require the parties
to continue collaboration on the engine series and models, al give collaboratorsthe right to
audit Pratt’ srecords and all provide that the collaborator retainstitle until Pratt deliversthe
engine or parts to the customer. None of the collaborators receive an equity or ownership
interest in Pratt. Likewise, Pratt receives no equity or ownership interest in any of the
collaborators. (R4, tabs 659-673)

Additionally, [ll] collaborators, except [N, are required

to give Pratt aworldwide, royalty-free license in technology that the collaborator devel ops
or usesin the course of performing its duties under the agreement (R4, tabs 659-669, 671-

673). The [B] agreement provides|[
(R4, tab 670 subtab 5 at 17).
The Government has singled-out the following provision which is contained in all of

the collaboration agreements, except the Volvo PW2000 and the MTU PW4000
agreements:

It is understood that each party is an independent contractor and
that all persons engaged in work under this Agreement who are
supplied by any party are the supplying party’ s employees and
will in no sense be employees of the other party. The parties
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agree that no party will have the right to act as the agent or legal
representative of the other, nor shall this Agreement establish
or be deemed to constitute any partnership between the parties
hereto.

(R4, tab 659 subtab 13 at 13, 660-669, 671, 672)

The comparable provision in the Volvo PW2000 agreement, dated 16 June 1989,
provides:

2.1 Therelationship between [Pratt] and Volvo isthat of
independent contractors and not that of principal and
agent, partners, or joint venturers. Neither party shall
represent itself as agent, partner, or joint venturer of the
other or do any act or thing which might result in other
persons believing that it has authority to contract or in any
other way to enter into commitments on behalf of or in
the name of the other. All persons engaged in work under
this Agreement who are supplied by any party are the
supplying party’ s employees and will in no sense be
employees of the other party.

(R4, tab 670 subtab 5)

The comparable provision in the MTU PW4000 agreement, dated 31 July 1997
(after the period at issue in these appeals), provides:

16.6 Capacity of the Parties

It is understood that each Party is an independent contractor
and that all persons engaged in work under this Agreement who
are supplied by any Party are the supplying Party’ s employees
and will in no sense be employees of the other Party. The
Parties agree that no Party will have the right to act as the agent
or legal representative partner or joint venturer of the other
Party under this Agreement, nor shall this Agreement establish
or be deemed to constitute any partnership between the Parties
or any other business entity.

(R4, tab 673 at 34)

According to the credible testimony of Mr. Stolp, who negotiated the collaboration
agreements, the parties were identified as independent contractors because Pratt did not
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want employees of the collaborators to be considered employees or agents of Pratt (tr. 4/6-
7, 15-20).

B. Administration of the Collaboration Agreements

The collaboration agreements are administered by the Partner Program Office at
Pratt (tr. 3/316-17). Pratt distributesthe net program revenue shares to its collaborators on
amonthly basis (tr. 4/54).

The collaboration agreements variously compute “net revenue share” as the amount
of gross revenue share remaining after deducting Drag and other identified program
expenses (ex. A-7; tr. 4/53-54). Because program expenses can exceed revenuesin the
first few years of aprogram, there have been occasions on which Pratt did not distribute any
net revenue to a collaborator (ex. A-17; tr. 3/285-86, 4/68-69).

Pratt considers revenue share payments to be consideration for all of the
collaborator’ s obligations, including the manufacture of parts, the payment of the entry fee
and expenses, the use of Pratt’s data and technology, and the sharing of liabilities and risks
(tr. 4/25-30). They are not considered to be a payment for parts (tr. 4/52-53).

V. Pratt’s Accounting Practices

During the time period relevant to these appeals, Pratt has been divided into four
organizational units; MD; Commercial Products Division (CPD); Government Products
Division (GPD); and Group (ex. A-18). MD performs all manufacturing operations relating
to commercial and military jet engines and spares. CPD designs, develops and sells
military jet engines and spares manufactured by MD to the commercial marketplace. GPD
designs, develops and sells jet engines and spares manufactured by MD to the U.S.
Government. Group performs various home office management, administrative and
personnel functions that support the three divisions. (Tr. 4/74-75)

Because Pratt isadivision of UTC, its financial position and operations are not
reported separately, but rather are included in UTC’ s consolidated financial statements
(Siegel report at 146, tab 1). It isundisputed that none of Pratt’sthree divisionsincludes a
cost or value for collaboration partsin its cost allocation bases and that none accounts for
parts provided by collaborators or the collaborators share of revenues as assets of Pratt on
the balance sheet (tr. 9/113). It isalso undisputed that Pratt and its collaborators never
established separate accounting entities to record the revenues and expenses of the
collaboration efforts.
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A. MD’s Accounting Practices

Material overhead costs (MOH) incurred by MD are alocated over adirect material
cost base comprised of the cost of raw materials and parts purchased from subcontractors.
No cost or value of collaboration partsisincluded in the direct material cost base. (Tr.
4/76) When a collaboration part isreceived by Pratt, MD does not recognize aliability to
the collaborator and does not recognize any asset value for the part in Pratt’ s inventory (tr.
4/78). Instead, Pratt debits an account called “inventory - consigned” by one penny (the
standard assigned cost of a collaboration part) and credits a“ contrainventory - consigned”
account by one penny (ex. A-8; tr. 4/79-81). No charge is made to work-in-process when
collaboration material is moved into production because no cost or value for it has been
recorded in Pratt’ sinventory (ex. A-14; tr. 4/84-85).

Prior to 1996, when an engine (or spare part) was sold, Pratt recorded a debit to cost
of salesand a credit to contra-receivable (ex. A-21; tr. 6/292-94). It now debits one penny
to “cost of sales’ and credits one penny to “inventory - consigned” (ex. A-8; tr. 4/85-86).
The result of both methods is the same: no cost for the collaboration part isincluded in the
cost of the engine or spare part.

MD’s G& A expenses are alocated over atotal cost input base comprised of all
direct and indirect costsincurred by MD. Because no cost or value for collaboration
material isincluded in the direct material cost base, there is no cost or value for
collaboration included in MD’stotal cost input base (tr. 4/67).

B. CPD’s Accounting Practices

CPD’s G& A expenses are allocated over atotal cost input base comprised of CPD
expenses and the cost of engines and spare parts transferred to CPD from MD (tr. 4/76-77).
Because MD’ s accounting system does not assign avalue or cost for the collaboration
parts, it does not transfer any costs for collaboration partsto CPD and CPD does not
include any costs for collaboration partsin the total cost input baseit usesto allocate G& A
expenses (tr. 4/88).

C. GPD’s Accounting Practices

GPD’s G& A expenses are allocated over atotal cost input base comprised of GPD
expenses and the cost of engines and spare parts transferred from MD. Aswith CPD, the
cost or value of collaboration partsis not included in total cost input base. (Tr. 1/69, 4/77)

D. Group’s Accounting Practice

All IR&D expensesincurred by CPD and GPD are accumulated by Group. These
IR& D expenses are then allocated back to CPD and GPD based upon each division’s share
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of Group’stotal cost input base (tr. 1/69-70, 4/77-78). Group’stotal cost input baseis
comprised of the MD total cost input base and the total cost input bases at CPD and GPD,
less the MD transfer costs to those divisions (tr. 7/183). Thus, thereisno cost for
collaboration partsin the Group total cost input base (R4, tab 31).

E. Accounting for Government Furnished Material (GEM)

The parties agree that Pratt does not include GFM in its direct material cost base for
allocating MOH and does not include GFM initstotal cost input base for allocating G& A
and IR&D.

F. Accounting for Drag

In 1991, Pratt concluded that itsindirect cost pools should be credited for Drag
withholdings from its gross revenue share payments to collaborators because al “ parts
consigned or purchased receive some level of support from various indirect [Pratt]
functions’ (R4, tab 32 at 3). It provided the Government with a cost impact analysis of
retroactive Drag credits at a 23 July 1991 meeting (R4, tab 38). On 19 May 1992, and
again on 23 December 1992, Pratt advised the Government that it had revised its accounting
to credit the pools with Drag reimbursements retroactively to 1986 (R4, tabs 8, 19).
Recognizing that the Government disagreed with its proposed method of crediting Drag,
Pratt nonetheless provided arefund of $13,932,000 reflecting the impact to fixed price
military contracts of Drag creditsto its overhead pools with its 23 December 1992 | etter
(R4, tabs 7, 8, 18).

Thereafter, Pratt began accounting for the Drag (and fixed fee) percentages it had
negotiated with the collaborators with a debit to the “ contra receivable” account and a credit
to the “Material Overhead / G& A / Cost of Sales’ indirect expense poolsin order to remove
overhead expenses incurred by Pratt associated with the collaboration material. (R4, tabs 8,
32; ex. A-19; tr. 4/38-39, 89-92)

G. Accounting for Revenue Share

When an engine or spare part is sold, Pratt treats only its own program share of the
revenue as an asset (tr. 9/111-13). Mr. Donald Nichols, Pratt’s Director of Government
Contracts Accounting and Pricing, provided the following explanation of how Pratt
accounts for revenue receipt and distribution. 1f CPD sells an engine or spare part for $100
to a customer from a program in which a collaborator has a 10% share, CPD debits
“accountsreceivable’ and credits “sales’ for the full amount of the sale ($100). To record
the collaborator’ s gross program revenue share, it then debits “sales- collaborator share of
revenue” and credits “contrareceivable” ($10 in the example). To record the collaborator’s
share of Drag expenses, Pratt debits “contrareceivable” and credits “ material overhead /
G&A / cost of sales’ ($1 inthe example). To account for revenue distribution, Pratt debits
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“cash” and credits “accounts receivable’ to record the receipt of the full amount of the sale
($100). It then debits*“ contrareceivable” ($9 in the example) and credits “cash” ($9 in the
example). (Ex. A-19; tr. 4/91-94)

Beginning with the quarter ended 30 June 1996, the “ classification of collaborators
program share of revenue [was changed] from cost of salesto areduction of sales. . . thus
providing consistency with the financial statement presentation of the other financial
aspects of the collaboration arrangements.” In advising the UTC controller that the
“reclassification represents . . . the adoption of a preferable alternative classification,” the
outside accountants, Price Waterhouse, advised that “[i]t should be understood that the
preferability of one acceptable classification of collaborators program share of revenue
over another has not been addressed in any authoritative literature.” (R4, tab 415) Because
the change impacted the reported revenue growth trend for the Pratt segment of UTC, it was
necessary for UTC to disclose this change on itsfinancial statements (tr. 9/126-29).

The 1996 annual report for UTC thus contained the following note regarding the
reclassification:

In 1996, the Corporation changed its classification of
sales associated with Pratt & Whitney’ s strategic alliances and
related collaborative arrangements on its engine programs.
Collaboration participants’ share of revenue, previously
included in cost of sales, has been reclassified as a reduction of
salesin the Consolidated Statement of Operations for the year
ended December 31, 1996. Thisreclassification was made to
more clearly present Pratt & Whitney’ s production costs and
operating activities. Thisreclassification did not affect net
income or assets. . . .

(Keevan report, tab 21 at 32)

V. Pratt’s Subcontracts

Pratt also purchases parts from subcontractors. Typically, Pratt issues a short-term
purchase order which identifies the part, afixed quantity, and a unit price with delivery and
billing requirements, subject to specified terms and conditions. The purchase order
subcontracts include changes and termination for convenience clauses. Pratt takestitle to
the parts upon delivery. (R4, tabs 674, 679 through 695; tr. 3/297-316) Occasionally, the
parts are purchased under long-term agreements (L TAS), which may run aslong asfive
years and are executed on a standard form (P& W F-7737) (R4, tab 358, 377; tr. 4/13).
Unlike Pratt’ s standard subcontract, the LTAs may include sole source provisions (tr. 4/13-
14).
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Pratt’ s subcontractors are paid upon delivery of the part(s) (tr. 3/311), and usually
are reimbursed by Pratt for non-recurring costs (R4, tab 358; tr. 3/188). They do not share
the risk that program revenues may not exceed program expenses (tr. 3/315) and do not
have the right to audit Pratt’ s books and records (tr. 3/298-99). They do not receive
operations assistance and do not have the right of accessto Pratt’s design and engineering
technology and other confidential information, such as marketing and sales plans and
forecasts (tr. 3/192, 276, 313-14, 4/49-51).

VI. Pratt’ s Disclosure of its Accounting Practices to the Government

A. Pratt’'s CAS 418 and New A ccounting System Disclosure Statements for MD

Pratt submitted the first of many MD CAS 418 Disclosure Statements to the
Government on 26 November 1980. The description of the “ Standard Direct Production
Material Input Cost Base” in Item 4.6.0(L) made no reference to collaborative materials.
(R4, tab 600) In Audit Report No. 2640-1D441006, dated 29 December 1981, the DCAA
concluded that, for reasons not related to Item 4.6.0(L ), implementation of this Disclosure
Statement would not bring Pratt into compliance with CAS 418 (R4, tab 727). Because of
“the complexity and quantity of required accounting changes,” Pratt requested an extension
of the 1 January 1982 CAS 418 implementation date (R4, tab 724). The administrative
contracting officer (ACO), Mr. Edward M. Lawton, responded with arequest for arevised
Disclosure Statement (R4, tab 727). Pratt submitted the revised Disclosure Statement on
30 June 1982, but Mr. Lawton rejected it and issued an Initial Finding of CAS
Noncompliance with CAS 418 on 12 November 1982 to which he attached a5 November
1982 update of the DCAA audit report (R4, tabs 602, 731, tr. 4/144-45).

Pratt then requested, and the ACO authorized, an extension to a“target date” of
30 March 1983, for Pratt to respond to the issuesraised in the Initial Finding of CAS
Noncompliance (R4, tabs 732, 734, 736, 737; tr. 4/146-47). When the parties met on
30 March 1983, it was agreed that Pratt should have a significant amount of additional time
within which to comply with CAS 418 because it was developing a New Accounting System
(NAS) (R4, tab 740; tr. 4/148-49).

Nevertheless, on 7 April 1983, the ACO issued a Final Determination of
Noncompliance with CAS 418 based upon the audit reports and the noncompliances
detailed in hisletter relating to MD’ sinitial 26 November 1980 Disclosure Statement (R4,
tab 132). Beforeissuing the Final Determination, however, he explained to Pratt that the
final determination was “to protect the Government’sinterest” and that “no financial actions
would be taken,” so long as Pratt made progress in submitting a plan that would resultin a
Revised Disclosure Statement (R4, tab 740 at 5882-84).

During the time period 1983 through 1987, Pratt submitted proposals and priced its
Government contracts pursuant to a3 March 1982 official Disclosure Statement which
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represented the baseline for its pre-CAS 418 and pre-NAS accounting practices. At the
time, Pratt was not receiving collaboration parts. Item 2.2.2(A) of the Disclosure
Statement refersto charges for standard material costs for company-owned inventory
established by Pratt pursuant to Procedures for the Development of Standard Costs. (R4,
tab 601; tr. 4/161-64, 5/22-24)

Thefirst references to collaboration material contained in Pratt’ s Procedures for the
Development of Standard Costs appear in revisionsfound in section 11. D.3,j., entitled
“Foreign Collaboration Agreement Parts,” which were effective 1 January 1984. The
revisions provided that where only foreign sources were available, parts were to be valued
with data furnished by cost estimators from the manufacturing engineering division. (R4,
tab 101, tr. 5/25) Further changesto the procedures, effective 1 January 1987, are found in
section 1. F.5,]., entitled “Consigned Inventory Parts.” The revisions provided that where
only a“consigned” source was available, parts were to be valued utilizing data furnished by
the manufacturing division cost estimating section. (R4, tab 78; tr. 5/26-27)

During 1983, Pratt considered a variety of alternative methods for valuing and
accounting for consigned/collaboration material and the subject was discussed in meetings
and correspondence with Government contracting and accounting personnel during 1983
(R4, tabs 90, 740, 742, 746; tr. 4/165-71). Thefirst CAS 418 Disclosure Statement to
make any reference to collaboration agreements is dated 30 September 1983. In paragraph
(1), “Other Transaction Costs,” of Item 4.7.0, “ Application of Overhead and G& A Ratesto
Specific Transaction or Costs,” it specifically discussed “ Collaboration Agreements’ and in
Item 4.6.0(C) it proposed that collaboration material be burdened with an abated MOH rate
for allocation of G& A in order to satisfy the causal/beneficial relationship requirements of
CAS418. (R4,tab 603; exs. A-1, -4; tr. 4/171-76)

Thereafter, in a24 February 1984 CAS 418 Disclosure Statement, Pratt replaced the
single MOH pool and established three new pools (purchasing, material handling and vendor
quality assurance) which corresponded to the three MOH services provided for
collaboration material described in Item 4.7.0(i) of the 30 September 1983 Disclosure
Statement. Item 2.1.0, “ Description of Principal Direct Materials,” specifically refers back
to the 4.7.0(i) description. (R4, tabs 603, 604; ex. A-1; tr. 4/178-83)

Following discussions with the Government, Pratt revised the 24 February 1984
Disclosure Statement on 22 August 1984, removed the reference to and the description of
collaboration material from Items 2.1.0 and 4.7.0(i) and included the three new overhead
poolsin Item 4.1.0(n), “ Other [Overhead] Pools.” Additionally, Item 4.6.0(L) provided that
an estimated value for “ Consigned Material” be included in the direct material cost input
base and defined consigned material asincluding parts produced under “specific
collaboration agreements and/or Joint Ventures,” aswell as GFM, such asfuel and
components, and other materials, and other materials provided by the GPD. Item 4.6.0(L)
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further proposed that the new purchasing and material handling MOH pools would be
alocated to consigned materials. (R4, tabs 605; exs. A-1, -3; tr. 4/190-99, 6/172-76)

Pratt’ sfirst NAS Disclosure Statement, dated 15 May 1985, and revised versions
dated 21 June 1985 and 30 June 1986, included all of the CAS 418 changes proposed by the
22 August 1984 CAS 418 Disclosure Statement. Item 4.6.0(L) of these statements
described the direct material cost base as including consigned material, which continued to
be defined as including materials produced in accordance with collaboration agreements,
GFM and GPD. (R4, tabs 606, 607, 608; ex. A-1)

DCAA evauated the impact of the mandatory accounting changes resulting from
CAS 418 to determine whether Pratt was entitled to an equitable adjustment during an audit
of Pratt’s 22 August 1984 Disclosure Statement and informally advised Pratt that the
fragmentation of the MOH pool and the inclusion of consigned material in the direct
material cost base were voluntary, and not mandatory, changes (R4, tabs 84, 641 at 6439,
6442a; tr. 4/211-21, 6/158, 179-92). Thefina DCAA audit report (No. 2640-6D442002),
issued on 4 December 1986, recognized that the allocation base for MOH had been
expanded to include consigned material, GFM and GPD. It found an inadequacy, noting that
the revised disclosure statement:

does not adequately describe how quantities of consigned
material and GFM on hand from 1 January 1982 forward will be
determined . . . [and that] because the contractor’ s accounting
system does not maintain inventory cost accounts for
consigned material or GFM, the revision does not adequatley
[sic] describe the methods to be used to determine the amounts
for this material.

(R4, tab 825 at 3)

In aletter to DCAA dated 29 January 1987, the ACO advised that the 4 December
1986 audit report superseded Audit Report No. 2640-1D441006 dated 29 December 1981
and made it obsol ete (R4, tab 833).

In an Advance Agreement relating to “Implementation in CY 1987 of Accounting
Changes’ dated 23 December 1986, Pratt and the Government agreed upon the mandated
and voluntary accounting changes that would be implemented in calendar year 1987 and that
the remainder of the mandatory changes would be implemented by 1 January 1988. The
agreement deferred the calculation of the cost impact of the mandatory CAS 418 changes.
(Tr. 4/156-59) The mandatory change did not involve collaboration materials. (R4, tab
216)
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On 30 June 1987, Pratt submitted itsfinal CAS 418 Disclosure Statement which it
asserted superseded all previous CAS 418 Disclosure Statements and gave consideration to
the recommendations contained in the 4 December 1986 audit report. This Disclosure
Statement contained four changed accounting practices mandated by CAS 418 which
created four new MD overhead pools: (1) assembly and test, (2) machining, (3) automated
casting facility, and (4) Georgia blades and disks. (R4, tab 611)

The 30 June 1987 Disclosure Statement eliminated the description of the three new
fragmented MOH pools (purchasing, material handling and vendor quality assurance) from
Item 4.1.0(n), and instead returned to the single MOH pool, the description of which was
similar to that contained in the first CAS 418 Disclosure Statement submitted on
26 November 1980 (R4, tabs 600, 611). Additionally, the 30 June 1987 Disclosure
Statement removed all references to consigned material, GFM and GPD and the matrix
which depicted the ways in which the three MOH pools would have been allocated to the
various classes of material was removed from Item 4.6.0(L). (R4, tab 611, exs. A-1, -3, -4)
From Pratt’ s perspective, the Disclosure Statement reflected its conclusion that “no cost
accounting changes were required to accommaodate the collaboration activity” (tr. 4/234-
36).

Item 4.6.0(L) stated: “The direct material cost base is comprised of standard
production direct material, substitution, spoiled work, defective material, price and vendor
tooling” (R4, tab 611 at 29). Although Item 2.2.2(A) continued to contain the reference to
the Procedures for the Development of Standard Costs, it was not meant to include
consigned inventory (id. at 4; tr. 5/29, 68-69).

Following review by DCAA, the divisional administrative contracting officer
(DACO), on 17 September 1987, notified Pratt that the 30 June 1987 CAS 418 Disclosure
Statement was adequate for the purpose of computing the cost impact of mandatory changes
resulting from the implementation of CAS 418 and directed Pratt to submit an impact
proposal with an “impact period” of 1 January 1982 through 31 December 1987 (R4, tabs
62, 63; tr. 4/238). By aletter dated 5 October 1987, the ACO advised Pratt that the 30 June
1987 Disclosure Statement was “ adequate and in compliance” with CAS 418 (R4, tab 61).

On 30 September 1987, Pratt officially submitted aNAS Disclosure Statement
based upon the 30 June 1987 418 CAS Disclosure Statement. It listed asingle MOH pool
in Item 4.1.0(n) with reference to the direct material cost base described in Item 4.6.0(L).
Collaboration material, GFM and GFD were not included in the direct material cost base
(R4, tabs 611, 612; ex. A-1; tr. 4/239-41). It also contained areference to the “Procedure
for the Development of Standard Cost” in § 2.2.2(A) that wasidentical to that contained in
the 30 June 1987 CAS 418 Disclosure Statement (R4, tabs 611, 612; tr. 5/29). On
18 December 1987, Pratt submitted minor revisions to the 30 September 1987 NAS
Disclosure Statement (R4, tab 613), which the Government determined were adequate and
compliant with CAS 418 (R4, tabs 57, 240).
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B. CPD’s Overhead Rate Proposals

CPD submits overhead/G& A/IR& D/B& P forward pricing rate proposals to its local
Air Force Plant Representative Office (AFPRO) (tr. 7/172-73). CPD’s Forward Pricing
Rate Proposals for 1986 and 1987, dated 31 January 1986, included an entry for MD
transfer costs (i.e., al the costs of manufacturing an engine and spare parts are transferred
to CPD) (tr. 7/177), and a separate entry for “MTU/HAT COST OF PARTS’ (R4, tabs 795 at
19855). During an exit conference on 23 April 1986, DCAA expressed the view that the
MTU/Fiat costs should be included in CPD’ s portion of Group’sinput base used to allocate
IR& D/B& P and Pratt explained IR& D was not attributabl e to the parts because they were
manufactured by MTU and Fiat. Pratt further explained that revenue share wasincluded in
the CPD base to alocate G& A, but not as part of the Group base to allocate IR& D/B& P
(R4, tab 805; tr. 7/197-03, 8/35-39). A revised Forward Pricing Rate Proposal for 1986
and 1987, dated 17 October 1986, did not include MTU/Fiat costs for parts or revenue
sharein the Group IR& D/B& P total cost input base (R4, tab 822 at 19893; tr. 8/40-43).

In July 1987, DCAA conducted an audit of CPD’sfinal incurred cost overhead rate
proposal for 1984, dated 21 July 1986, which reflected that the MTU/Fiat revenue share
payments were included in CPD’ stotal cost input base to allocate G& A and IR&D/B& P,
but not in the Group IR& D/B& P base (R4, tab 811, 841; tr. 8/53-54). Inresponseto DCAA
inquiries, Pratt explained the revenue share cost was “the partner’s share of the gross
revenue from the sale” of engines and parts (tr. 8/55), and further that the MTU/Fiat costs
were calculated by multiplying the total sale value of the engine by 15.2%, the percentage
agreed upon for MTU/Fiat collaboration (R4, tabs 841, 844 at 27475-76; tr. 8/55-62, 65).

Additional documentation which summarizesincurred IR& D/B& P, dated 6 May
1986, that Pratt provided to Mr. James F. Swift, the DACO, shows that no amounts were
included for MTU/Fiat collaboration materialsin the Group IR& D/B& P alocation basein
1983 because there was no activity, but that an amount was included in 1984, and that no
amounts were included in 1985, 1986 and 1987 (R4, tab 809 at 26967-68; tr. 7/204-08).

On 1 February 1988, CPD submitted a billing rate proposal for 1988 (R4, tab 651 at
2732). DCAA audited the proposal and again questioned Pratt’ s practice of excluding the
cost of MTU and Fiat collaboration parts from the Group allocation base (id. at 2679).

C. GPD Agreements

MD enters into agreements with the Government relating to the overhead rates used
by GPD when negotiating engine sales to the Government (tr. 8/136-138). There was
credible evidence that, during the course of negotiating the new Forward Pricing Rate
Agreements for 1986 through 1988, the AFPRO was advised that the direct material cost
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base used to develop overhead rates did not include a cost for consigned parts and partners
(R4, tab 807 at 2986; ex. A-26; tr. 8/138-39, 148, 153-54).

Forward pricing rate agreements were reached on 14 March 1986 and 7 August 1987
(R4, tabs 801, 846). After implementing its new NAS, Pratt submitted a proposal to
convert the 7 August 1987 agreement to its new system. Although it found Pratt in
noncompliance with CAS 406, “CosT ACCOUNTING PERIOD,” and CAS 418 for failureto
maintain homogeneous indirect cost pools, the report makes no mention of any
noncompliance relating to collaboration material. (R4, tab 656 at 5469-72)

Pratt also submitted proposals for Forward Pricing Rate Agreements for 1989
through 1993 (R4, tabs 892, 893). The work papers from the DCAA auditor of these
proposals show that Pratt did not include any cost for either the “ standard material
consigned” or “overhead material consigned” items, both of which were listed as cost
elementsfor MD’ s material base. The auditor concluded that the “ allocation bases are in
compliance with disclosed practices.” (R4, tab 653; tr. 8/176-79)

VIl. The Government’s Views of Pratt’ s Collaboration Agreements

A. The Government’ s Findings of Noncompliance

On 29 January 1991, DCAA issued an audit report (No. 2641-91L.44200001) which
found that CPD’s annual incurred cost submission for calendar year 1984 was
noncompliant with CAS 410 and 420 because it excluded MTU and Fiat collaboration parts
fromitstotal cost input allocation basesfor G& A and IR&D. The report concluded that
Pratt had not complied with CAS 410.40(b)(1) and CAS 420.50(f)(2) and was supplemented
on 28 February 1991. (R4, tabs 43, 47) The audit findings led the DACO to issue an Initial
Finding of Noncompliance with CAS 410 and 420 on 12 February 1991 (R4, tab 46; tr.
7/98).

Pratt responded on 28 March 1991 explaining in detail why the “transactions
recorded in cost of sales[were] not acost [of the parts] but rather a sharing or distribution
of revenue applicable to a given engine program.” It went on to assert that there was “no
prime and subcontractor relationship with [its] partners [and that a]ll partnersshare the risks
and revenue on a given commercia engine program which include such areas as the design,
devel opment, manufacture, marketing, sale and support of the given engine program.”
Finally, Pratt explained that the “ partners’ parts are not soldto [Pratt] but rather consigned
for the assembly and testing of agiven engine.” (R4, tab 42 (emphasisin origina))

On 31 July 1991, DCAA issued an audit report which concluded that MD’ s annual
incurred cost submission did not comply with CAS 410 and 418 for calendar years 1984
through 1986 because collaboration material was excluded from its MOH and G& A
allocation bases (R4, tab 37). Ashe had with the CPD audit report, the DACO, on
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23 August 1991, issued an Initial Finding of Noncompliance with CAS 410 and 418 (R4, tab
36).

On 5 September 1991, the Navy Tri-Service Negotiating Office which negotiated
IR& D/B& P advance agreements with Pratt, issued another Initial Finding of
Noncompliance based upon the 29 January 1991 audit report (No. 2641-91L.44200001). It
found that the exclusion of collaboration material from the CPD component of the Group
allocation base used for alocating IR& D to the product divisions did not comply with CAS
420 and had resulted in an “inequitable distribution of IR& D/B& P coststo” Government
contracts (R4, tab 35). The Navy Tri-Service Negotiating Office and the DACO agreed that
that the DA CO would combine disposition of the CAS 410/418 and the CAS 420
noncompliance findings (id.).

Pratt responded to the 23 August and 5 September 1991 Initial Findings of
Noncompliance in letters dated 23 September and 3 October 1991 (R4, tabs 31, 32). In
both letters, Pratt advised the Government that, following areview of it collaboration
agreements, it had concluded that it wasin full compliance with all CASand FAR
requirements. It explained that, “in accordance with [its] collaboration agreements, Pratt . . .
receive[d] on a consigned basis Partners’ Furnished Parts which areincorporated in the
engine assembly by [Pratt].” It contended that its “ Collaboration Partner parts’ should be
treated like GFM because the material was not purchased and title did not pass. (R4, tab 32)
It further contended that “the sharing of revenue should be excluded from the [cost input]
base to ensure a proper distribution of G& A and IR& D expensesto final cost objectives’
(R4, tab 31). It acknowledged “all parts consigned (both government and partner) or
purchased receive some degree of support from the material overhead and G& A functions’
and proposed that the drag and/or fixed fee it had negotiated with its partners was an
appropriate adjustment to the indirect cost pools (id.).

DCAA’sresponse to Pratt’ s contention regarding GFM was as follows:

... Our limited analyses of available cost dataindicate that the
inclusion of [the GFM nozzlesand jet “A” fuel] in both the
material and G& A allocation bases, unlike the impact of
including commercial collaboration parts, would not
significantly impact the bases or the indirect expenses
allocated to Government contracts. However, in the interest of
achieving afair and equitable resolution of the issues, we
recommend that GFM be included in these allocation bases.

(R4, tab 29 at 16)

On 24 January 1992, Mr. Swift, the DACO, issued a Final Finding of
Noncompliance with CAS 410, 418 and 420. He found that the “actual cost” of
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collaboration parts was not incurred by Pratt. However, he concluded that the collaboration
material caused Pratt to incur overhead expenses, that the collaboration material benefited
from indirect expense activity, and that Pratt “ha[d] not included an appropriate measure of
the cost of parts consigned by collaborating partners in the expense alocation bases.” His
decision was based upon the “requirements of [CAS] and in particular the beneficial or
causal relationship between the indirect expenses and the final cost objectives that include
these consigned costs.” He determined that the “* revenue shares' of sales. . . would be the
fairest measure” of the value of the “consigned parts.” He further expressed the view that
collaboration parts should be treated in “the same manner as al other parts’ and that
crediting the pools with Drag was inconsistent. He found the period of noncompliance was
retroactive to 1 January 1984 (the approximate date upon which the collaborators began
substantial production) and directed Pratt to revise its Disclosure Statementsto bring it into
CAS compliance. (R4, tab 25)

Prior to issuing the Final Finding of Noncompliance, Mr. Swift had questioned how
to characterize the collaboration agreements during a Government meeting (R4, tab 928 at
1055). Additionally, notes that he wrote in conjunction with the preparation of the Final
Finding of Noncompliance reflect his concern that use of revenue share to calculate an
allocation of indirect coststo collaboration parts “would be unfair in that this figure would
include in addition to the Fabrication Cost allowances for various Fees and ‘Drag’ and the
partner’s profit/loss’ (R4, tab 696). His notes also reflect histhought that it would be
“simpler . . . to assumethat the ‘Drag’ represented true causal/beneficial relationships and
useit to credit the overhead accounts” (id.). In April 1992, shortly after issuing the Fina
Finding of Noncompliance, Mr. Swift acknowledged that there was “not much guidance
available” on how to account for collaboration partsin a briefing on government accounting
issues relating to collaboration arrangementsin general (R4, tab 931 at 1166).

Pratt disputed the Final Finding of Noncompliancein aletter dated 23 March 1992
and demanded that the contracting officer issue afinal decision finding that its method of
accounting for collaboration parts did not violate CAS (R4, tab 23). When the DACO did
not issue afinal decision, Pratt filed an appeal alleging adeemed denial of itsclaim under §
6(c)(5) of the Contract Disputes Act, 41 U.S.C. 8 605(c)(5), on 1 April 1994. The appeal
was docketed as ASBCA No. 47416.

Consistent with the representations contained in its responses to the Initial Findings
of Noncompliance, in December 1992, Pratt began crediting its MOH and G& A poolswith
the amount of the Drag percentage deducted from each collaborator’ s gross revenue share
to cover the cost incurred to service and handl e the collaboration parts (R4, tab 375).

Meanwhile, the DACO directed DCAA to provide an estimate of the cost impact in
accordance with his Final Finding of Noncompliance that included avalue for all
collaboration material and GFM in Pratt’ s alocation bases (R4, tab 20; tr. 7/130-31). On
28 September 1992, DCAA issued the requested report for the years 1984 through 1990,
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and on 22 December 1992, it revised the report to include 1984 through 1994, the latter of
which concluded that “the exclusion of collaboration parts cost and GFM from the
allocation bases has resulted in increased costs to the government of $278.4 million . . .
[including interest] charges on government’ s overpayment of overhead expenses. . ..” (R4,
tabs 9, 15) In amemorandum dated 6 April 1993, the DACO formally advised DCAA that
he was “in complete agreement” with DCAA’ s recommendations and cost impact findings
which were based upon inclusion of both collaboration material and GFM in the allocation
bases (R4, tab 2).

Following an investigation of Pratt’s accounting practices, the new DACO,
Mr. William Morrow, Jr., issued afinal decision on 2 December 1996 finding that Pratt had
improperly excluded collaboration material from its allocation bases. He concluded that
the collaborators were “in essence subcontractors or vendors® to Pratt and that the net
revenue share payment represented a cost to Pratt which should beinincluded inits
allocation bases for the calculation of its MOH, G& A and IR& D/B& P rates. He
determined that Pratt’ s failure to do so did not comply with the “requirement for a causal or
beneficial relationship between indirect expenses attributable to collaboration parts and the
final cost objectives that include collaboration parts’ and violated CAS 410, 418 and 420.
He concluded that Pratt’ s failure to comply with CAS had resulted in a cost impact to
Government contracts in the amount of $157,593,610, plusinterest of $102,696,501, a
total of $260,290,111, during the period 1984 through 1995, and demanded payment
therefore. (R4, tab 375) A timely appeal from this decision was docketed as ASBCA No.
50453.

B. The Government’s Other Views of Collaboration Agreements

The DACO’ s conclusion in the 2 December 1996 final decision that Pratt’s
collaborators were “in essence subcontractors or vendors’ is different than other views held
by the Government. For example, on 19 September 1977, Pratt proposed that its JT10D
engine development costs be included inits IR& D program in an attempt to recover some
of these costs under the (then applicable) Defense Acquisition Regulation (DAR), section
15-205.35(a) of which defined a contractor’s IR& D effort as that “technical effort not
sponsored by, or required in the performance of, acontract. . ..” (R4,tab 109 at 8) In
order to satisfy these requirements, Pratt characterized its collaboration agreement with
MTU and Fiat as“no more than a contractor/subcontractor relationship” (R4, tab 108).

The Government rejected this characterization and concluded that the JT10D
development effort was not IR& D within the meaning of DAR 15-205.35 in alengthy legal
Memorandum To File dated 4 April 1980 written by the Department of Navy’s Deputy
Assistant General Counsel (Acquisition). After analysis of the MTU and Fiat agreements,
the memorandum concluded that the “ structure is more on the order of ajoint teaming
agreement, or as[Pratt] has aptly named it, a collaboration agreement” (R4, tab 109 at 13).
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Based upon this memorandum, the AFPRO, in a6 November 1980 letter to DCAA, referred
to Pratt’s agreementswith MTU and Fiat as “joint ventures’ (R4, tab 730, attach. 1).

Also of relevanceisa 1991 survey of 51 joint ventures and other special business
units (SBUs) conducted by DCAA which concluded that there had been “inconsistent
application and implementation of the CAS’ (R4, tab 329 at 34045). 1n a memorandum for
regional directors, DCAA provided a staff conference awareness training package designed
to alert auditors to these business organizations and commented that there was “little FAR
and CAS guidance on [the] formation and proper accounting” for these contracting
arrangements (id. at 34040).

The DACO's conclusion isaso different than the view held by DCAA with respect
to another manufacturer of jet engines, General Electric Aircraft Engines (GEAE), which
also entered into international collaboration agreements called Special Production
Agreements (SPAS) during the 1970’ s and 1980’ s (R4, tab 816). The Government does not
dispute that the SPAs share key similarities with Pratt’ s collaborations, both asto the
structure of the agreements as well as to the accounting treatment of collaboration parts.

The GEAE collaborators provide consignment parts to GEAE and receive revenue
share payments from GEAE sales (R4, tab 940). Under the GEAE arrangement, title passes
from the partner to GEAE upon the sale of an engine and instantaneously passes from
GEAE to the customer. GEAE does not record ownership of any parts and does not include
them asinventory. The parts are excluded from the GEAE material overhead pools. (R4,
tab 944 subtab 2)

On 4 May 1995, DCAA issued an audit report on GEAE’ s revenue share material
accounting treatment (R4, tab 944 subtab 12). The report stated:

... We have determined that SPA sourcing costs are excluded
from the Sourcing pool and are charged to benefiting cost
objectives. . . . We have determined that some SPA handling
and transportation expense is included in the Receiving pool
but the contractor informs us that these costs are insignificant
and segregation would be impractical. . . . Wefound no basisto
disagree with the contractor’ s assessment on the insignificance
of SPA receiving costs. . . . We have concluded that exclusion
of SPA materia from the Sourcing and Receiving pools
alocation bases is permissible since related SPA material
overhead is substantially charged to benefiting cost objectives.

(Id. at 2)
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Additionally, shortly after the Final Finding of Noncompliance was issued to Pratt,
the DACO for the Hamilton Standard Division (Hamilton Standard) of UTC asked DCAA to
undertake an audit of its collaboration agreements to determine the impact of excluding the
“partner’ s costs of components’ from its material and G& A cost allocation bases (R4, tab
929). DCAA responded with an audit of Hamilton Standard’s 7 November 1990
collaboration agreement with a French company, Ratier Figeac, for anew composite bladed
propeller system (R4, tab 936). The agreement contains many of the same type of basic
terms and conditions as the Pratt collaboration agreements (R4, tabs 910, 932). Hamilton
Standard advised DCAA that it does not treat revenue share paymentsto Ratier Figeac asa
payment for parts and would not include them in its all ocation bases (R4, tab 935).

DCAA found that Ratier Figeac manufactured, assembled and delivered the
composite blade to the customer and that, because Hamilton Standard did “not receive any
hardware from Ratier-Figeac,” it did not add any “value” to the parts for purposes of
Government accounting (R4, tab 936 at 2). DCAA noted: “The inventory account recording
Ratier' s[revenue] shareis transparent to [Hamilton Standard]’ s monthly analysis of
operations; therefore, the accounting transaction will be ignored for government accounting
purposes’ (id. at 3).

Additional Findings Relating to ASBCA No. 50888

On 23 June 1988, Pratt submitted a Request for Equitable Adjustment (REA) for the
cost impact to MD resulting from its compliance with the CAS 418 mandatory accounting
changes described in its 30 June 1987 CAS 418 Disclosure Statement. Pratt sought
recovery of $49.9 million. (R4, tab 866) In accordance with the Advance Agreement
relating to “ Contract Pricing Proposals’ dated 22 December 1987, Pratt also calculated the
impact of its voluntary accounting changes. The Advance Agreement did not make any
reference to collaboration materials. (R4, tab 239) The cost of the voluntary changes, $8.9
million, was used to offset the cost of the mandatory changes, resulting in a net impact
claim of $41 million (R4, tab 866; tr. 7/147-48).

DCAA was of the view that there was “alack of adequate and auditable supporting
documentation” for the REA (R4, tab 881 at 5936-37). Mr. Swift, then the DACO, took the
position that any settlement of the REA should result “in a zero net impact for mandatory
and voluntary changes’ (R4, tab 655 at 6315). On 18 October 1988, he canceled his
request for an audit and advised DCAA that he was in “the process of requesting anew
proposal” from Pratt (id. at 6261).

The parties met in May 1990 to discuss the CAS 418 impact claim (R4, tabs 900,
901). Negotiations continued and the DACO drafted two versions of a settlement
agreement, both of which contained the statement that “[n]othing in this agreement
prejudices any other issues between the parties other than the specific cost impact”
proposal dated 23 June 1988 (R4, tabs 912, 913). Thislanguage was deleted from the final
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agreement executed by the DACO and Mr. Nichols on 8 February 1991 (R4, tab 914; tr.
7/155-59). Thefinal agreement providesin relevant part:

1. Thisdocument constitutes an agreement . . . pertaining
solely to the mandatory and voluntary accounting changes, set
forth in the Contractor’ s Disclosure Statements dated March 6,
1987 and December 18, 1987 and implemented by the
Contractor on 1 January 1987 and 1 January 1988, and the cost
impact of such changes on government contracts.

2. The parties recognize that the mandatory accounting changes
identified above address and fully resolve the Cost Accounting
Standard (CAS) 418 final finding of noncompliance issued by
the Government in aletter dated 7 April 1983.

3. Thisagreement resolves al the requirements and
obligations of the parties set forth in the [23 December 1986
and 22 December 1987 Advance Agreements], which are
incorporated by reference.

4. ...[T]he parties agree that the net cost impact of the
mandatory and voluntary changes on the Contractor’s
government contractsis zero ($0.00). . . . This agreement
constitutes afull and complete settlement of the cost impact of
the mandatory and voluntary accounting changes identified
above for all government contracts.

6. In consideration of the settlement agreed to herein, the
parties hereby release each other from any and all liability for
the changes covered by thisagreement, . . . .

(R4, tab 914)

The 6 March 1987 Disclosure Statement provided revisions to the 15 January 1987
Disclosure Statement and the 18 December 1987 Disclosure Statement provided minor
revisions to the 30 September 1987 NAS Disclosure Statement. Apart from the disclosure
statements themsel ves, the record contains virtually no evidence about the 6 March, 15
January and 18 December Disclosure Statements. (R4, tabs 609, 610, 612, 613) Other
evidence, in particular the audit reportsissued by DCAA on 28 and 29 January 1991, which
concluded that CPD was in Noncompliance with CAS 410 and 420 due to its accounting
treatment of collaboration materials, reflected the Government’ s general concerns at the
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time about Pratt’ s accounting for collaboration parts (R4, tabs 7, 8, 17, 19, 23, 25, 32, 33,
35, 42, 47, 48, 310, 313, 320, 322, 324, 326). The DACO neverthelesstestified that he
was “not aware of any issue with collaborations’” when he signed the settlement agreement
(tr. 7/163).

Aswe found, the DACO issued an Initial Finding of Noncompliance by MD with
CAS 410 and 418 on 23 August 1991 and a Final Finding of Noncompliance with CAS 410,
418 and 420 at MD, CPD and Group on 24 January 1992 (R4, tabs 25, 36). Inafina
decision dated 2 December 1996, the Government demanded payment in the amount of
$260,290,111 (R4, tab 938).

On 11 April 1997, Pratt submitted anew CAS 418 cost impact claim asserting that
the Government’ s 24 January 1992 Final Finding of Noncompliance with CAS 418 and the
DACO’s 2 December 1996 final decision constituted a revocation and/or breach of the 8
February 1991 settlement agreement. The claim seeks $34,251,000 which is alleged to be
the impact of the four CAS 418 mandatory accounting changes during the period 1982
through 1987. (R4, tab 378) It isthe same claim (with revised dollar impact calculations)
that was submitted on 23 June 1988 (R4, tab 866). Pratt asserted that the claim should be
“alternatively and properly considered an offset/defense in ASBCA No. 50453 (and in the
related appeal, ASBCA No. 47416)” aswell as an affirmative claim (R4, tab 378).

The clam was denied in afinal decision issued by the DACO on 7 July 1997, who
found that the settlement agreement pertained only to “the ‘mandatory’ and ‘ voluntary’
accounting changes set forth in [Pratt’ s] Disclosure Statements of March 6 and
December 18, 1987, asthey were implemented on January 1, 1987 and January 1, 1988,
respectively” and that, “[s]ince the allocation of indirect costs to collaboration material is
not included among the identified ‘mandatory’ and ‘voluntary’ accounting changes, it is not
covered by the 1991 Agreement” (R4, tab 379). In short, the DACO concluded that the
settlement did not resolve all CAS 418 compliance and cost impact issues, only those
relating to the specific mandatory and voluntary changes referenced. A timely appeal was
docketed as ASBCA No. 50888.

VIII. The Expert Withesses

A. The Government’ s Experts

The Government called two expert withesses: Thomas A. O’ Donnell and Stanley
Siegel.

1. ThomasA. O Donnell

Mr. O’ Donnell isthe Chief, Technical Programs Division, DCAA, Mid-Atlantic
Region, has extensive experience with CAS and has testified on one previous occasion as a
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CAS expert at the ASBCA. Hewas qualified as an expert on CAS and cost accounting for
Government contract purposes in these appeals. (O’ Donnell report at 1 1-2; tr. 1/157-58)

Mr. O’ Donnell explained that he reads CAS 418.50(d)(2) and 418.50(d)(iv), CAS
410.30(a)(3) and 410.50(d), CAS 420.50(f)(2), and FAR 31.203(c) asrequiring Pratt to
include revenue share payments it makesto collaboratorsin its MOH, G& A and
IR& D/B& P indirect expense allocation bases and that he believes the exclusion of these
payments resultsin CAS noncompliance and increased costs to the Government (O’ Donnell
report at 15, 6, 19-23; tr. 1/159-61). Heisof the view that the definition of a* cost”
contained in footnote 19 of paragraph 26 in FASB Concepts Statement No. 6 is applicable
(O’ Donnell report at 11 7, 18, tab 4; tr. 1/162-63). The definition recognizes that cost isan
economic sacrifice to obtain goods and services and was acknowledged by the court in
Riverside Research Institute v. United States, 860 F.2d 420, 422 (Fed. Cir. 1988). (R4,
tab 632 at 1119)

ItisMr. O’ Donnell’ s opinion that the revenue share payments constitute the cost of
the collaboration parts and that Pratt’ s relationship with the collaborators is the same as
with its “purchased part vendors, i.e., manufacturer and supplier or prime contractor and
subcontractor” (O’ Donnell report at 19). Heis of the view that Pratt’s payment, or its
liability to make payment, to these suppliersisacost that isincurred at the time of the sale
(id. at 110). (Tr. 1/215-16, 2/10, 57, 11/61)

He acknowledged that he did not examine all of the terms of all of Pratt’s
collaboration agreements and did not examine any of Pratt’s subcontracts (tr. 1/202-06).
Rather, he relies upon a number of internal Pratt documents from the time period 1980
through 1989 which indicated to him that revenue share payments were considered by Pratt
to be acost subject to indirect expense allocations (O’ Donnell report at  16; tr. 1/170-74,
176-79). Severa of these (and other) documents, however, also reflect Pratt’s
consideration of a number of different methods of accounting for revenue share payments
that did not treat the payments asacost (R4, tabs 7, 91, 111, 118, 138; tr. 1/217-22,
2/17-32).

Since he views revenue share payments as a cost to Pratt of its products,
Mr. O’ Donnell sees no analogy between collaboration material and GFM (O’ Donnell report
at 13; tr. 1/185-88).

Mr. O’ Donnéell isfurther of the opinion that, in order to comply with FAR 31.201-5,
Pratt should include the collaborators’ gross revenue shares in its alocation bases because
the gross revenue share records the cost of the collaboration parts and Drag credits the
relevant pool to recover indirect expenses (O’ Donnell report at 1 25-28; tr. 1/183-84).

Finally, Mr. O’ Donnell believesthat Pratt was not required to make any mandatory
accounting changes relating to collaboration partsin order to comply with CAS 418
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because it had no accounting practices for collaboration material as of 1 January 1982

(O’ Donnell report at 1 30). He concluded that, for purposes of an equitable adjustment
under FAR 30.602 and 52.230-2(a)(2), Pratt could only include cost impacts resulting from
its cost accounting changes for the periods of performance subsequent to the
implementation of its changes on 1 January 1987 and 1 January 1988 (id. at 1 31, tr.
2/71-73).

2. Stanley Siegel

Professor Siegel teaches accounting, finance and business planning at New Y ork
University Law School, has extensive experience in both Government and private practice
as aCertified Public Accountant (CPA) and lawyer, has served on various cost accounting
committees, and regularly lectures and writes on accounting and other finance subjects. He
hastestified as an expert before avariety of fora, including the ASBCA. Inthese appeals he
was qualified as an expert in GAAP, audit standards, accounting practice and theory,
business organizations and finance. (Siegel report at 1 1-9; tr. 2/105-11)

In Professor Siegel’ s opinion, the collaboration agreements are typical of supply
contracts for the purchase of materials with formula based pricing (Siegel report at 11 17,
52; tr. 2/117-18). Hedid not consider whether there were any differences between Pratt’s
subcontracts and its collaboration agreementsin reaching this opinion (tr. 2/208-09). Heis
also of the opinion that Pratt’ s payments to the collaborators should be treated as material
costs. Along with other general GAAP principles, he, like Mr. O’ Donnell, relies upon the
FASB Statement of Financial Accounting Concepts No. 6 definition of the concept of cost.
(Siegel report at 11 16, 39, 40, 52; tr. 2/114-15, 125-28)

Professor Siegel aso relies upon the GAAP concepts of “revenue” and “earnings,”
“profit” or “net income” defined by FASB Statement of Financial Accounting Concepts
Nos. 5 and 6 in concluding that the collaborators ssmply receive a percentage of gross
sales, i.e. revenues, and “do not share earnings, profits or net income from the jet engine
program” with Pratt (Siegel report 1 22, 28-30; tr. 2/131-32).

He considers Pratt’ s consignment argument to be a“diversion” because he believes
the collaboration parts are “in effect purchased by Pratt” (Siegel report at 43, 52; tr.
2/168-69), and Pratt’ s contention that collaboration parts are analogous to GFM to be
“similarly fallacious’ (Siegel report at  44; tr. 2/163-67).

Professor Siegel also discussed the change in Pratt’ s accounting in 1996, pursuant
to which a collaborator’ s share of revenue was reclassified from a cost of salesto a
reduction in salesin UTC’ s consolidated financial statements (Siegel report at 1 46; 2/141-
43). Wefind the conclusions he has drawn from this reclassification regarding the
purposes of the reclassification to be based upon unsupported speculation (id. at 7147-51).
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Professor Siegel found no authoritative accounting guidance for Pratt’ s treatment of
revenue share payments and concluded that GAAP requires that the amounts paid for
collaboration parts be accounted for as cost of materials and included in the material cost
base used for the allocation of MOH (Siegel report at §] 52; tr. 2/145-46).

B. Pratt’s Experts

Pratt called four expert witnesses to address its accounting treatment of
collaboration parts. David J. Teece, Nelson H. Shapiro, Charles T. Horngren and William T.
Keevan. It also called Margaret M. Worthington as an expert to address whether AFPRO
and DCAA personnel knew or should have known that no values for collaboration materials
wereincluded in Pratt’ s alocation bases (Worthington report at  15).

1. David J. Teece

Dr. Teece holdsa Ph.D. in economics, teaches at the University of California,
Berkeley, and isaprincipal and the chairman of the Law and Economics Consulting Group,
Inc. He haswritten extensively on the law and economics of contractual relations,
including strategic alliances and subcontracting, and was qualified to testify asan expert in
organizational economics and industrial organizations. (Teecereport at 1; tr. 6/14-15)

Dr. Teece examined Pratt’ s collaboration agreements and concluded that the
agreements are not standard subcontracts, but rather fit into a broader class of strategic
aliances that, from an economic point of view, are significantly different from typical
subcontractor relationships (Teece report at 38; tr. 6/16).

He used the following four umbrella“dimensions of interfirm relationship” which he
had “distilled” from the literature in his analysis of the collaboration agreements: (1) the
contractual and administrative structure of the arrangement; (2) the exchange of
information, resources and capabilities that result in learning; (3) the distribution of risk;
and (4) the willingness to accommodate change, avoid and resolve disputes (Teece report at
6, 8-14; tr. 6/18-19, 24-35, 79-80). Hisevauation involved a continuum or transaction
spectrum in which transactions at one end take place within avertically integrated or multi-
divisional firm and at the other end are purely arm’s length between two firmsin a market
(tr. 6/21). In Dr. Teece sview, strategic alliances and subcontracts are mutually exclusive
for agiven set of transactions (tr. 6/73).

The Government contested the relevance and validity of Dr. Teece' sreport and
testimony, primarily on grounds his views amount to no more than a comparison of simple
subcontracts to more complex ones (Gov't br. at 75; tr. 6/12-14). We have some
reservations about the general applicability and reliability of the four dimensions selected
by Professor Teece to test and analyze the collaboration agreements. See Libas, Ltd. v.
United States, 193 F.3d 1361 (Fed. Cir. 1999). Nevertheless, the evidence fully supports
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his observations that, from an economic point of view, the collaboration agreements are
substantially different than standard subcontracts, in particular with respect to the
distribution of risk which results from the lack of specified prices, the linkage of revenue
to the commercial success of the engine, the requirement of up-front payments and the
timing of the revenue share distribution (Teece report at 31-34).

2. CharlesT. Horngren

Professor Horngren holds an MBA in general management and aPh.D. in
accounting, isa CPA, teaches accounting at Stanford University, was elected to the
Accounting Hall of Fame in 1990, has received a number of prestigious accounting and
teaching awards, has written and co-authored a number of accounting books, and has served
on the boards and councils of the major accounting standards organizations, including the
FASB Advisory Council. Much of hiswork has involved the analysisof business
organizationsin order to determine proper accounting (tr. 7/12-14). Hetestified asan
expert on GAAP, cost accounting and management accounting. (Horngren report at
19 4-13; tr. 7/15)

Based upon his management and cost accounting expertise and using a GAO Report
(No. GAO/NSIAD-94-173) which studied cooperative, private sector business rel ationships
“asastarter,” Professor Horngren studied 17 characteristics of the Pratt collaboration
agreements and concluded that the relationship between Pratt and its collaborators was not
that of a prime contractor-subcontractor, but was more partnership oriented (Horngren
report at 11 19-23, 34, ex. 1; 7/16-18, 22-24). He explained that strategic alliances were
not confined to economic literature and thought that the following statement in the GAO
Report regarding the continuum of business relationships was significant: “The transition
from transactional, adversarial business relationships to partnership-oriented, cooperative,
longer term relationships is one strategy companies are pursuing to remain competitive. . .”
(Horngren report at 1 15, ex. 1; tr. 7/19-20; 53-54).

He examined the economic substance of the collaborations first because economics
Is the root discipline of accounting, particularly when it is affected by the sharing of risks
and rewards (tr. 7/22-25). He believesthat: “Correct accounting theory and practice is that
accounting should report on the financial impact of relationships and transactions. To
capture the economic substance is paramount. Legal forms are secondary considerations.”
(Horngren report at 20) Hisview isshared by Professor Siegel, so long as the accounting
isin accordance with GAAP (tr. 2/222). Professor Siegel also acknowledged that the
substance over form concept suggested in AICPA SAS No. 69 was generally applicable
under GAAP and was “agood proposition” (tr. 2/225-28).

Professor Horngren concluded that the sharing of economic risk and rewards

between Pratt and its collaborators which determined their respective profit and loss was
“the driving force underlying the relationship[s]” (Horngren report at 1 24, 30, ex. 1; tr.
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7/22, 24-25). He observed that the “ Pratt collaborators have acommon focus, the ultimate
customer” (tr. 7/30). In hisview, when a subcontractor delivers apart to Pratt, it transfers
therisk and is entitled to payment. In contrast, when a collaborator delivers apart, it
continues to bear its costs and itsrisk until the engineis delivered to the customer, at which
timeit receivesitsreward. (Horngrenreport at 11 26-29, 32; tr. 7/26-27) Professor
Horngren saw further differences in the variousinvestments borne by the collaborators
(e.g., the entry fees and various expenses), the lack of stated prices, exclusive supplier
rights, the long term nature of the arrangements, and the assumption of general liabilities
(Horngren report at 31, 33).

Professor Horngren also evaluated the interrel ationshi ps between the various
components or functionsin the “value chain,” which is defined in accounting literature as
“the sequence of business functionsin which utility is added to the products or services of
an organization” and begins with research and devel opment and ends with customer support
or warranty (Horngren report at 28). He found that, unlike prime-subcontractor
transactions, the Pratt collaboration relationships spanned almost all of the chain (Horngren
report at 19 28, 29; tr. 7/27-29).

In the absence of any specific accounting pronouncements applicable to the
collaboration agreements, Professor Horngren determined that the closest analogous
pronouncements were those applicable to joint ventures (tr. 7/30, 59-60, 75). Although he
disagreed with use of analogous accounting in this case, Professor Siegel conceded that its
use was appropriate where there are new types of business transactions (tr. 2/238-40).

In concluding that the use of analogous joint venture accounting was appropriate,
Professor Horngren relied upon APB Statement No. 4 which advises that accounting should
reflect the economic substance of eventsin a consistent way (R4, tab 623 at 1 6, 12; tr.
7/31-34, 79-80). He also relied upon top level GAAP, FASB Statement No. 48, which
establishes six criteriathat must be met for a sale to be recognized, al of which are based
upon the economic substance of the transaction (R4, tab 629 at | 6; tr. 7/35-37). Findly,
he considered AICPA SAS No. 69 because auditors are alert to the economic substance
concept and International Accounting Standard No. 31 because it was the most descriptive
of the collaboration arrangements of anything he found (R4, tabs 634, 635; tr. 7/37-42, 86-
87).

Professor Horngren determined that Pratt should be regarded as a“ collector of total
revenues’ which are passed along to the respective collaborators (Horngren report at 34,
tr. 7/50-51). He concluded that:

... Pratt’ s practice of not treating revenue share distributions

asacost isin accordance with widely accepted cost accounting
concepts and practices and it also abides by generally accepted
accounting principles. It best portrays the economic substance

38



of the existing relationships among entities, their transactions,
and their bearing of economic risks and rewards.

(Horngren report at 91 35) In reaching this conclusion, he was aware that Pratt had
accounted for revenue share payments to the collaborators as a cost of salesin its annual
reports through 1995, at which time the auditors determined that it was preferable to report
it asareduction in revenue, a determination with which he “wholeheartedly” agrees (id. at
27; tr. 7/145-46, 84).

3. Nelson H. Shapiro

Mr. Shapiro isa CPA who has worked with CAS since itsinception, holding
positions as a staff member, project director, associate director and executive secretary of
the CAS Board. He participated in the development of al the standards, rules and
regulations by the original CAS Board, including CAS 418 (tr. 6/276-78). He has extensive
experience as a Government cost accounting consultant and teacher in the private sector and
isthe author of many publications which relate to CASissues (tr. 6/279-80). He has
testified as an expert witness on numerous occasions at the ASBCA and in federal courts
and in these appeals was qualified to testify as an expert in CAS and GAAP (tr. 6/281).
(Shapiroreport at 171 1-11)

Mr. Shapiro explained that, in its 1977 RESTATEMENT OF OBJECTIVES, POLICIES
AND CONCEPTS, the CAS Board expressed its primary objectives as obtaining uniformity
and consistency in cost accounting practices (id. tab 8 at 4029; tr. 6/312-13). Heisof the
opinion that the Government’ s position is contrary to CAS and GAAP (Shapiroreport at
15). Hebelievesthat Pratt’ s accounting complies with CAS 410, 418 and 420 and that a
collaborator’ s revenue share should not be included in Pratt’ s cost input allocation bases
and, further, that it “actually is precluded from inclusion in the base[s] . . .” (tr. 6/283-84).

He concluded that collaboration parts are not assets to Pratt because under paragraph
168 of FASB Statement of Financial Accounting Concepts No. 6, the parts have no future
economic benefit for Pratt inasmuch as it doesnot obtain title to the parts, if at al, until the
time of sale. In hisview, under GAAP, since an asset has not been acquired, no cost has
been incurred. (Shapiro report at 1 17; tr. 6/284-87) Professor Siegel disagrees. He reads
paragraphs 25 and 26 of FASB Statement of Financial Accounting Concepts No. 6 to
indicate that the transaction or other event that triggers the characteristics of an asset isthe
delivery of the parts and that title isirrelevant (R4, tab 632 at 1 25, 26; tr. 11/7-14).

Mr. Shapiro explained that, for purposes of the CAS 410 and 418 all ocation bases,
CAS410.30(a)(3) definesinput asthe cost “allocable to the production of goods and
services’ and, therefore, that cost isto be measured at the time of production, not at the
time of thesale. That CAS 410.40(b) and 418.50(d)(1) require the allocation bases to be
representative of the activity during the accounting period further confirms his view that the
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cost input bases be comprised of costs associated with work-in-process because cost of
sales bases are not representative of the activities of the period. (Shapiro report at I 19; ex.
A-21; tr. 6/289-300, 11/103-04) Thus, Mr. Shapiro considers the Government’ s position
to be incorrect because it represents aview which the CAS Board specifically rejected and
is based upon costsincurred at “the wrong time” (Shapiro report at 19, tab 2 at 16136; tr.
6/315-18, 323-24, 11/105-06). Mr. O’ Donnell disagrees. It does not matter to him that
the liability is not incurred until after production because he believes that a cost cannot be a
cost input until it isincurred (tr. 11/62-63, 67-68).

Mr. Shapiro recounted the history of CAS 410 and 418 and further explained that,
when drafting CAS 410, the CAS Board rejected the use of value as a surrogate for cost in
the cost input base for allocation of G& A because it had concluded that “cost input” best
represented the total activity of a cost accounting period and the beneficial or causal
relationship between G& A expenses and final cost objectives. He characterized the
Government’ s use of “net revenue” as acost to be an improper substitution of a surrogate
value. (Shapiro report at 1 21-27, tabs 4, 5; tr. 6/300-03) He believesthat the history of
CAS418is“even more clear” and that the CAS Board “adopted the same position regarding
surrogate values of materials used where no cost isincurred” (Shapiro report at 28, tab 6
at 11123, tab 7; tr. 6/303-05).

Having concluded that no cost for collaboration material isincurred by Pratt under
GAAP, Mr. Shapiro further concluded that it isimproper to assign net revenue as a
surrogate value to these materials under CAS and include it in the cost input allocation
bases for MOH, G& A and IR& D/B& P under CAS 410, 418 and 420 (Shapiro report at
129).

Finally, for purposes of CAS, Mr. Shapiro believesthat Pratt’ s use of collaborator
partsin its production activities is the same as using customer furnished material (CFM)
(Shapiro report at 20). He has the same view about collaboration parts and GFM (tr.
6/309-10).

4. William T. Keevan

Mr. Keevan, a CPA, provides Government contract cost accounting consulting
services to Government contractors, is an active member of the AICPA and other
professional organizations, serves on a number of professional boards, committees and
panels and is an author, frequent speaker and instructor on cost accounting issues. He has
testified as an expert witness in the United States District Courts and el sewhere, including
the ASBCA on at least fivedifferent occasions. (Keevan report at 41 4-16; tr. 9/99-103)
He was qualified to testify as an expert in CAS, GAAP and cost accounting in these appeals
(tr. 9/104).
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Mr. Keevan, like Mr. Shapiro, is guided by the CAS Board' s primary objectives of
uniformity and consistency (Keevan report at 11 29-32). Heaso considersthe CAS
Board' s objective of fairnessto be applicable here (id. at 1 33). Like Mr. Shapiro, he
believes that Pratt’ s exclusion of surrogate material values and net revenue share payments
from its allocation bases complies with and is required by CAS because Pratt obtains the
parts from its collaborators at no cost (Keevan report at § 21; tr. 9/106-07). He too
believesthat cost input means cost incurred by the contractor and that the regulatory history
of CAS 410 establishesthat CAS 410 does not permit a contractor to include valuesin a
G&A cost allocation base (Keevan report at 1 23-30; tr. 9/106-09). And, he agrees with
Mr. Shapiro that the sameistrue of the IR& D/B& P cost input base because CAS 420 and
410 are “interdependent regarding base composition” (Keevan report at 1 35). With respect
to CAS 418, he explained that a material cost is defined by CAS 411, ACCOUNTING FOR
ACQUISITION COST OF MATERIAL, asthe “acquisition cost” or “purchase price” and the
regulatory history of CAS 418 makes clear that values for GFM or CFM cannot be included
in the material cost base (id. at {1 36-40; tr. 9/109-10).

Mr. Keevan reached a conclusion contrary to that of Mr. O’ Donnell when applying
the definition of cost contained in FASB Statement of Financial Accounting Concepts No. 6
to the revenue share payments made by Pratt to the collaborators. Heis of the view that the
payments do not represent a sacrifice of resources to which Pratt is otherwise entitled
because Pratt and the collaborators have agreed to share revenues, risks and costs and the
revenue share payments are not made until the engine or parts are sold. Rather, Mr. Keevan
characterized the payments as a“ pass through” of revenue to which only the collaborators
were entitled. (Keevan report at 11 41-44, 58; tr. 9/111-12) According to Mr. Keevan, this
is consistent with the fact that, under GAAP, in particular FASB Statement No. 48, a
collaborator cannot record a sale when it deliversthe parts to Pratt (tr. 9/113-16). He
considers the accounting for consignments, where payment by a consignee to aconsignor is
not considered to be acost to the consignee, to be a useful, and under GAAP apermissive,
analogy (Keevan report at 1 59; tr. 9/116-18, 130).

Like Professor Horngren, Mr. Keevan believesthat UTC could record Pratt’s
revenue share payments as either areduction to sales or as cost of goods sold, but that the
current treatment as a reduction in revenue is the preferable method because it reflects the
economic substance of the transaction (tr. 9/122-25, 129). Like Dr. Teese he considersthe
collaboration agreements to be strategic alliances, although he did not evaluate them using
Dr. Teese' sfour dimensions (Keevan report at 1 47-53; tr. 9/144).

Mr. Keevan examined the relationship between Pratt and its collaborators from the
view of “abusinessman, an accountant and an auditor” and described it asa " collaborative
relationship between parties working to achieve the same objective’ (tr. 9/144-45). He
believes the collaboration agreements are more like partnering and joint venture
agreements than subcontracts and that the pass through of revenuesis closely analogous to
the accounting for an undivided interest inajoint venture described in APB Opinion No. 18,
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THE EQUITY METHOD OF ACCOUNTING FOR INVESTMENTS IN COMMON STOCK,
ACCOUNTING INTERPRETATION NO. 2, INVESTMENTS IN PARTNERSHIPS AND JOINT
VENTURES, which provides that distribution of an undivided interest in ajoint venture
pursuant to which each venturer recognizes its pro rata share of the joint venture’ sincome
and liabilities does not constitute a cost (K eevan report at {58, tab 19 at 485-86; tr. 9/119-
20, 130).

DISCUSS ON

ASBCA Nos. 47416 and 50453

Pratt’s claim in ASBCA No. 47416 and the Government’s claim in ASBCA No.
50453 involve the allocation of Pratt’s MOH, G&A and IR& D to commercia and
Government contracts. The Government asserts that the collaborators are independent
contractors and that the gross revenue shares are payments for the collaboration parts
(Gov't br. at 54). Based upon the testimony of its experts, it argues that, under the GAAP
definition of cost contained in FASB Statement of Financial Accounting Concepts No. 6,
Pratt’ s payments to the collaborators are acost. It further argues that the parts are an asset
to Pratt and are neither consigned nor analogous to GFM.

According to the Government, Pratt has improperly excluded its cost for
collaboration parts from the material cost base it usesto alocate MOH under CAS
418.50(d)(2) and 418.50(d)(2)(iv) and from the total cost input basesit usesto allocate
G&A under CAS 410.50(d)(1) and IR& D under CAS 420.50(f)(2) (Gov't br. at 7-8). The
Government bears the burden of proof on its CAS claims. See Litton Systems, Inc.,
Guidance and Control System Division, ASBCA Nos. 37131 and 37137, 94-2 BCA
126,731 at 133,022.

Pratt contends that its accounting for collaboration material complieswith CAS. It
first assertsthat, because CAS does not explicitly cover accounting for collaboration
revenue share distributions, there can be no CAS noncompliance. Asto the merits of the
Government’ s claim, Pratt assertsthat, if CAS and GAAP apply, the economic substance of
the transaction should determine the proper accounting and that the collaboration
agreements are strategic alliances, not subcontracts. Its argument continues that, absent
specific accounting guidance, the principles applicable to analogous economic
arrangements, in this case joint ventures, should be applied and that under GAAP joint
venture accounting, revenue distributions are not a cost.

It further asserts that, in any event, under GAAP, revenue share distributions are not a
cost to Pratt and that to include revenue share in Pratt’ s allocation bases would contravene
the CAS Board' s prohibition against the use of surrogate values. Finally, it asserts that even
if the revenue shares are acost under CAS or GAAP, they are not an input cost and cannot
beincluded in Pratt’ s cost input allocation bases. (App. br. vol. 4 at 14-15)
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|. The Contracts are Covered by CAS

Pratt’ sfirst argument is that, given the Government’ s acknowledged lack of CAS
guidance regarding accounting for revenue share distributions, the Government cannot
prove that Pratt’s accounting for collaboration materials violates CAS (app. br. vol. 4 at 17-
18). The Government responds, and we agree, that Pratt has misstated its position. What
the Government assertsis that, because the CAS Board rules and regulations do not define
the term cost, the GAAP definition should be used to determine the items that should be
included in Pratt’s material cost base under CAS 418 and its total cost input bases under
CAS 410 for G&A and CAS 420 for IR&D/B&P. (Gov'tresp. vol. 1 at 10)

The contracts that are the subject of these appeals are covered by the cost accounting
standards promulgated by the CAS Board and the issues in these appeals involve the
allocation of indirect expenses. Based upon the testimony of the Government’ s two
accounting experts and three of Pratt’ s accounting experts (specifically, Professor
Horngren and Messrs. Shapiro and Keevan), we are satisfied that it is appropriate to use the
GAAP definition of cost found in footnote 19 to paragraph 26 of FASB Statement of
Financial Accounting Concepts No. 6 as part of our analysis of the cost allocation issues.
See FAR 31.201-2(a)(2) and (3) (factorsto be considered in determining the allowability
of costsinclude GAAP and allocability).

[1. The Collaboration Agreements Are Not Supplier Subcontracts

The Government asserts that the collaboration agreements create independent
[sub] contractor relationshipsin both form and substance. It contends that, under the law of
business associations, the | egal relationship established by the collaboration agreements
can only be that of partners, joint venturers, or independent contractors because Pratt and
the collaborators are separate legal entities with no affiliated ownership interests. It asserts
that the collaboration agreements are a complex form of supplier subcontracts because they
are neither partnerships, defined in 8 6(1) of the Uniform Partnership Act (UPA) and §
101(4) of the Revised Uniform Partnership Act (RUPA) as an “association of two or more
personsto carry on as co-owners abusiness for profit,” nor joint ventures, defined in
BLACK'S LAW DICTIONARY (5th ed. 1979), asa*“legal entity in the nature of a partnership
engaged in the joint prosecution of a particular transaction for mutual profit....” (Gov't
br. at 59-60)

It asserts that co-ownership and the sharing of profits are essential elements of a
partnership and that both are missing from the collaboration agreements. It relies
principally upon the provisions contained in the collaboration agreements which state that
the relationship of the collaboratorsis that of “independent contractors’” and the fact that no
separate accounting entity was ever created to determine the profits of the collaboration
efforts. It also points out that the VVolvo agreement for the PW2000 program and the MTU
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agreement for the PW4000 program expressly disavow a principal and agent, partner, or
joint venturer relationship.

It further contends that, under FASB Statement of Financial Accounting Concepts
No. 5, profit is the difference between an accounting entity’ s revenues and expenses and
that, here, thereis no independent accounting entity. It notesthat under § 7 of the UPA and
§ 202(c) of the RUPA, the sharing of profits isprima facie evidence of a partnership and
that the sharing of “gross returns’ does not create a presumption of a partnership (Gov't br.
at 64).

The Government classifies the collaborators as subcontractors, defined in FAR
44.101 as”. . . any supplier, distributor, vendor, or firm that furnishes supplies or services
to or for a prime contractor or another subcontractor.” It characterizes Pratt asa prime
contractor because Pratt retains control over the sale and pricing of the engines, signsthe
contracts as seller, transferstitle and receives full payment.

Pratt responds that the Government’ s interpretation of the collaboration agreements
as subcontracts forces them into “rigidly-defined legal pigeonholes’ which violate rules of
accounting requiring that the economic substance of the transaction takes precedence over
the Government’ s narrow view of the legal form (Pratt br. vol. 4 at 22).

While the Government acknowledges that determining the relationship between Pratt
and its collaborators for purposes of the cost accounting issues presented in these appeals
involves the application of both legal and accounting principles (Gov'’t br. at 59), we are not
persuaded that it has given adequate consideration to either. First, as Pratt asserts, the
Government’ s reliance upon the single provision in the collaboration agreements that refers
to the collaborators as independent contractors to the exclusion of the many other terms
and conditions of these complex agreements violates basic rules of contract interpretation.
E.g., United Technologies Corp., Pratt & Whitney Group, Gov't Engines & Space
Propulsion, ASBCA Nos. 46880 and 46881, 97-1 BCA 1 28,818 at 143,798-99 (intention
of the parties must be gathered from the contract as awhole).

Further, as we found above, the independent contractor language was included to
make clear that employees of the collaborators were not employees or agents of Pratt. This
finding is supported by the context of the agreements, and in particular the Volvo and MTU
agreements, which contain specific employee disclaimers. Moreover, there is no evidence
that the parties intended the independent contractor language (or the disavowal contained in
the Volvo and MTU agreements) to mean that, for purposes of cost accounting, the
collaboration agreements are subcontracts and the collaborators are simply the suppliers of
parts. Indeed, Pratt’s earlier attempt to characterize the JT10D program collaborators as
subcontractors in order to recover some of itsIR& D costs under DAR 15-205.35 was
soundly rejected by the Navy’ s Deputy Assistant General Counsel (Acquisition) who
characterized the relationship as “ more on the order of ajoint teaming agreement.”

44



Second, the Government’ s contention that the collaboration agreements are
subcontracts is based upon an unduly narrow reading of the definitions of partnership and
joint venture. We are not persuaded that collaborators must be treated as subcontractors
for cost accounting purposes simply because they are not co-owners and have not
established separate accounting entity for the sharing of profits. Indeed, while the
sharing of profits may be afactor in determining whether there is a partnership, the UPA
and RUPA both provide that the sharing of profits does not create the presumption of a
partnership. In any event, as we discuss below, the profits of Pratt and its collaborators are
very much intertwined. Moreover, contrary to the Government’ s contention, under
paragraph 8 of International Accounting Standards Committee Statement 31, co-ownership
isnot an essential element of joint venture.

Further, as the Government itself acknowledges, there are other factors, including
the sharing of benefits, risks and management, that are objective indicia of a partnership
(Gov't br. at 65-66). See 1 BROMBERG & RIBSTEIN, PARTNERSHIP § 2.14a(1988). Inthis
case, there are many such objectiveindicia. Aswe discuss more fully below, a collaborator
must pay substantial entry or catch-up feesto participate in along-term collaboration
arrangement. It bearsits own costs and substantial risk (including the assumption of general
liabilities) until the engines or spare parts are sold at which time the cost of the
collaboration materiasis determined and program expenses and Drag are deducted from
the collaborator’ s program share distribution.

To be sure, Pratt has subcontractors which fall under the definition provided in FAR
44.101. Typically, these subcontractors provide parts to Pratt under short-term purchase
orders or subcontracts that identify the part, afixed quantity and a unit price with delivery
and billing requirements, subject to specified terms and conditions. There are, however,
fundamental differences between these subcontract arrangements and the collaboration
agreements.

All three GAAP experts, Professors Siegel and Horngren, and Mr. Keevan, agreed
that, under GAAP, the accounting should reflect the economic substance of the business
relationships and transactions. Here, an evaluation of the relationships and transactions
between the collaborators resulting from the terms and conditions of the collaboration
agreements establishes that, although Pratt has retained control over the marketing and sale
of the engines and spare parts, signs the sales contracts and receives full payment from the
customers, the collaborators, unlike Pratt’ s subcontractors, have long-term business
relationships with Pratt pursuant to which they share substantial program benefits and risks,
including the overall success or failure of the program.
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A. The Collaborators Share Substantial Program Risks

The evidence established that the collaborators share the risk of success or failure of
the engine programs. Beginning with the separate MOA'’s executed in May 1973 with MTU
and Fiat, Pratt’ s primary purpose in collaborating with foreign businesses has been to
distribute the enormous financial risk associated with the development and marketing of
new jet engines. The collaborators pay substantial, up-front, non-refundable program entry
feesto Pratt, and catch-up feesif they join the program late. These fees determine the
collaborator’ s percentage share of the production requirements, program expenses and
revenues in accordance with long-term agreements (extending to [[IN] years).

The collaborators also pay program expenses which equal their respective revenue
shares and are charged Drag. These program expense and Drag charges are substantial and
include the cost of such items as [[IRIERE], FIA, warranty, guarantees and service
policies, FAA certification payments, post-certification engineering and devel opment
expenses, production assembly and testing, refurbishment expenses for certification and
lease pool engines, foreign sales representatives, and Pratt’ s disproportionate and overheard
expenses, including program management and administration, marketing and sales, product
support and material handing.

Additionally, the collaboration agreements identify the part(s) the collaborator will
be responsible for manufacturing, typically asits sole source, and require the partiesto
continue collaboration on the engine series and models. Although the parts are delivered to
Pratt, title remains with the collaborator until the partsis sold, either as assembled in the
engine or as spares, to the customer. No price for the partsis set by the collaboration
agreements and Pratt does not include avalue for them in itsinventory accounts. Instead,
Pratt assigns an MTC value for the parts until the price is established at the time of afinal
sale.

B. The Collaborators Share Program Benefits

Collaborators are given access to Pratt’ s proprietary businessinformation and, in
particular, to technology developed by Pratt to manufacture the engine part(s) assigned to
them. In return, Pratt usually receives aworldwide, royalty-free licenses in the technology
that the collaborators use in manufacturing the parts.

When an engine or spare part is sold, Pratt collects the total sales revenue and
distributesit to the collaborators according to each collaborator’ s program share. In short,
the collaborators share the salesrevenue. Thereisno predetermined price for the parts a
collaborator providesto Pratt and no payment for the parts is made when they are delivered
to Pratt. Rather, the amount of the collaborator’ s gross revenue is based upon aits program
share and is not determined until the engine or spare part issold. Distribution of sales
revenue is madeto all collaborators, even when the sale involves parts manufactured by
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another collaborator. Deductions for the collaborator’ s share of program expenses and
Drag are taken from its gross revenue.

C. The Collaborations Are A Form of Collaborative Partnering

On the basis of the foregoing, we are satisfied that the business rel aionships and
transactions between the collaborators are aform of collaborative partnering because of the
interrelated sharing of program risks and benefits. We are not persuaded, however, that it is
necessary to categorize the collaborations as a specific legal entity in order to determine
whether Pratt’s accounting violates CAS requirements. Rather, given the peculiarities of
the business rel ationships and transactions reflected in the collaboration agreements and
the history and circumstances associated with them, we adopt the approach espoused by
Professor Horngren, which urges that the economic substance of the relationship should
determine the accounting, irrespective of the label attached to it by lawyers, economists and
accountants.

We find Professor Horngren' s opinion to be reasonable and reliable. See Libas,
Ltd. v. United States, supra. Itisin accordance with the AICPA SASNo. 69. Itis
supported by FASB Statement No. 48 and, by analogy, APB Opinion No. 21, both of which
aretop level GAAP. Itisaso recognized in lower level GAAP, including APB Statement
No. 4, FASB Statement of Financial Accounting Concepts Nos. 2 and 6, International
Accounting Standards Committee Statement No. 31, and other accounting literature, in
particular the INTERMEDIATE ACCOUNTING textbook and the DCAA Audit Manual. See also
JAMES P. BEDINGFIELD & LouIS|. ROSEN, GOVERNMENT CONTRACT ACCOUNTING 8§ 3C.
(2d ed. 1985).

Further, Professor Horngren’ s approach was followed by Mr. Keevan in formulating
his expert opinion. Indeed, even Professor Siegel acknowledged that the substance over
form concept is generally applicable under GAAP and is “agood proposition.”

[1l. Pratt’s Program Share Distributions Are Not A Cost For Parts Under GAAP and CAS

Neither CAS nor GAAP provide explicit rules for accounting for the revenue share
distributions made under the collaboration agreements. Where thisis the circumstance, the
three GAAP experts (Professors Siegel and Horngren and Mr. Keeven) all agree that the
accountant should look for accounting principles that apply to analogous circumstances.

Based upon the economic substance of the collaboration agreements, Mr. Keevan
thought that GAAP treatment for consignments and joint ventures could be applied.
However, both he and Professor Horngren determined that the closest analogy for
accounting for the business organizations reflected by the economic substance of the
collaboration agreementsisthe joint venture. Both al'so concluded that it was appropriate
under GAAP to account for the program revenue share distributions as if they were
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distributions of ajoint venture interest, and not as payments for the cost of parts. The
Government’ s various arguments have not persuaded usto the contrary.

A. Collaboration Parts Are Like Consignment Parts

Pratt treats collaboration materials asif they were consigned to it. Infact, the
evidence established that both Pratt and the Government have characterized the parts as
consignment parts for many years. The Government nevertheless relies upon the following
definition of consignment from BLACK'S LAW DICTIONARY (5th ed. 1979) in asserting that
the collaborators do not consign parts to Pratt.

Consignment of goods to another (consignee) for sale under
agreement that consignee will pay consignor for any sold goods
and will return any unsold goods. A bailment for sale.

(Gov't br. at 106)

The Government’ s main argument is that Pratt’ s treatment of collaboration parts as
consigned material is afiction because Pratt commingl es them with other purchased parts
and does not return them to the collaborators. It reliesupon Inre Sitkin Smelting &
Refining, Inc. v. G.M. Harrison, 648 F.2d 252 (5th Cir. 1981), where the issue was whether
Sitkin was a bailee or a purchaser of metalsit recovered from industrial waste provided to it
by the WESGO division of GTE under an agreement that provided for the purchase of the
scrap material, “with payment in the form of a purchase price established by an agreed-upon
formulaor in refined metd of like kind and quality.” 648 F.2d at 254. According to the
Government, the court in Sitkin concluded the contract was one for the sale of scrap
material because it was commingled with other material and could not be returned to
WESGO. (Gov't br. at 107-08)

As Pratt points out, however, the court further concluded that there was no “intention
for WESGO to retain title to the scrap materia . . . and title passed upon the delivery of the
scrap to Sitkin” 648 F.2d at 254-55. Here, aswe found, Pratt does not take title to the
collaboration parts. Rather, when Pratt receives a collaboration part, it debits an inventory-
consigned account and credits contrainventory-consigned at a one penny standard. We
agree with Pratt that the fact that title remains with the collaborators distinguishes the
agreements at issue in these appeals from the agreement in Sitkin, notwithstanding Pratt’s
practice of intermingling collaboration parts with purchased parts.

Moreover, the price of the partsis neither fixed nor determinable at the time of
delivery and payment is contingent upon Pratt’s sale to the customer. Thus, as Mr. Keevan
explained, under FASB Statement No. 48, a collaborator cannot record a sale when it
deliversapart to Pratt. See also Uniform Commercial Code (UCC) § 2-106(1) (“A ‘sa€
consistsin passing title from the buyer to the seller for aprice”).
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B. The Collaboration Parts Are Not Assets To Pratt

The Government further contends that under paragraphs 25 and 26 of FASB
Statement of Financial Accounting Concepts No. 6, the collaboration parts are an asset to
Pratt because, once delivered, the parts bring an inflow of cash upon final saleto a
customer, the terms of which Pratt controls (Gov't br. at 110-11). The contention
seemingly contradicts the guidelines established by FASB Statement of Accounting
Standards No. 48 discussed above, which is authoritative GAAP.

In any event, as Mr. Shapiro explained, under paragraph 168 of FASB Statement of
Financia Accounting Concepts No. 6, an item does not qualify as an asset under paragraph
25 if it does not involve future economic benefit. In this case, thereis no probable future
benefit to Pratt because, notwithstanding itsinterim control of the parts, Pratt never takes
title to them. Contrary to Professor Siegel’ s view, delivery alone does not make a part an
asset to Pratt, principally because, under FASB Statement No. 48, the collaborator cannot
recognize asale. Moreover, Pratt does not have the right to retain control over the future
benefits flowing from the sale of collaboration parts. Rather, as Mr. Keevan characterized
it, Pratt is obligated by the terms of the collaboration agreements to “ pass though” program
revenue share payment at the time of sale.

C. Pratt Does Not Incur A Cost For Collaboration Parts

The Government relies upon FASB Statement of Financial Accounting Concepts No.
6 for its definition of cost (an economic sacrifice to obtain goods and services) to support
the assertion that Pratt incurs a cost for parts when it distributes program revenue share
payments. AsMr. O’ Donnell testified, thisisthe same definition of cost used in Riverside
Research Institute, 860 F.2d at 422.

Pratt responds, and we agree, that payment of a collaborator’ s program revenue share
is not an economic sacrifice because Pratt has no right to retain that share. Rather,
consistent with our discussion above, the payments are more like a“ pass through” because
Pratt collects the sale price from the customers and distributes net program revenue share
payments to the collaborators according to the terms of their agreements. Pratt does not
treat the collaboration parts as a cost either when it records a sale or when it records the
collection and distribution of the sale revenue.

The Government also pointsto the language contained in the collaboration
agreements which provides that gross revenue shares will be paid “in consideration of the
parts manufactured” as support for its contention that revenue distributions are acost. As
with its reliance upon the “independent contractor” language, the Government again has
focused upon one provision in the collaboration agreements, this time failing to recognize
all of theterms and conditions relating to the total benefit or detriment givenin
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consideration for the payment. E.g., Stone Forest Industriesv. United Sates, 973 F.2d
1548, 1552 (Fed. Cir. 1992) (presumption that each and every term and condition of a
contract isin consideration of all others). Here, many of the terms and conditions of the
collaboration agreements are relevant to the benefits and risks given “in consideration of
the parts manufactured,” in particular the provisions relating to program entry fees and
catch-up payments and the deduction of specified program expenses and Drag.

The Government’ sfinal assertion isthat Pratt previously considered revenue share
payments to be costs. Aswe found above, however, while Pratt may have considered the
option of treating payments as a cost, it aso considered other accounting options. And,
with respect to the accounting change in 1996, the preferability letter issued by Price
Waterhouse to UTC established that the reclassification of the collaborators' share of
revenue as a reduction of sales was the preferable classification because it provides
consistency with the presentation of other financial aspects of the collaboration
agreements. UTC disclosed the change in its 1996 annual report. Apart from the
speculation of Professor Siegel, there is nothing in the record to suggest that the change
was made for any other reason. Moreover, both Professor Horngren, who did so
“wholeheartedly,” and Mr. Keevan agreed that classification of the collaborator’ s share of
revenue as a reduction of saleswas the preferable classification.

D. Conclusions

We have concluded that the collaborators are not subcontractors to Pratt and that the
program revenue share payments distributed by Pratt to them should not be treated as
payment for the cost of the parts they manufacture. Accordingly, Pratt is not required to
include revenue share payments distributed to its collaboratorsin its MOH allocation base
under CAS 418.50(d)(2) or its G& A and IR& D/B& P total cost input bases under CAS
410.50(d)(1) and CAS 420.50(f)(2). Pratt’ s accounting for collaboration parts complies
with these CAS requirements.

V. Other |ssues

Having concluded that Pratt is not required to include revenue share paymentsto its
collaboratorsin itsindirect cost allocation bases under CAS 410, 418 and 420, the question
of whether gross or net revenue share is the cost of the collaboration materialsis moot.
Pratt, however, expresses a concern that the question of whether some other value for these
materials should be included in the allocation bases till remains. Relying principally upon
the treatment of GFM as an analogy, it asserts that CAS prohibits the inclusion of surrogate
valuesin atotal cost input base. (App. br. vol. 4 at 92-99) The arguments raised by the
Government on thisissue are based upon its contention that collaboration material, unlike
GFM, has a cost (gross revenue share). The Government, therefore, takes the position that:
“...if the Board decides that collaboration parts have no cost, the parts will be excludable
from the basesand . . . the entire GFM/surrogate argument isimmateria. ...” (Gov't br. at
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124) We agree with the Government that Pratt’ s contentions regarding the GFM/surrogate
value issue are “ superfluous.”

Our conclusions also dispense with Pratt’ s other contentions that (a) a cost based
upon revenue share payments cannot be measured at the proper time under CAS
410.30(a)(3) for reasons explained by Mr. Shapiro and (b) the Government’ s position is
inconsistent with that taken with regard to the collaboration arrangements of other
companies and to GFM.

Nor isit necessary to discuss Pratt’ s lengthy estoppel defense which asserts that the
Government knew about the collaboration agreements and knew that, between 1983 and
1986, Pratt was proposing that a value be included for collaboration partsin the indirect
cost allocation bases at MD, that the Government advised Pratt in 1986 that CAS 418 did
not require it to include such avalue, that the Government has known since Pratt’ s 1987
MD Disclosure Statements that Pratt does not include any value for collaboration material
initsindirect cost allocation bases, that the Government intended for Pratt to rely, and Pratt
did rely, upon its approval of the 1987 CAS Disclosure Statements (app. br. vol. 4 at 124-
61).

ASBCA No. 50888

In ASBCA No. 50888, Pratt asserts that the Government’s 2 December 1996 final
decision alleging CAS 410, 418 and 420 violations and demanding payment of some $260
million is a breach of the 8 February 1991 settlement agreement pursuant to which it
released a CAS 418 cost impact claim (app. br. vol. 4 at 163-64).

According to Pratt, the intent of the parties was to resolve all issues associated with
the 7 April 1983 Final Determination of Noncompliance that had been raised and discussed.
It asserts that the settlement not only addressed its net cost impact claim of $41 million for
the changes imposed by CAS 418 relating to matters other than collaboration parts, but also
that it resolved the issue of accounting for collaboration parts. It relies principally upon the
language in paragraph 2 of the settlement agreement which states that the identified
mandatory accounting changes “ address and fully resolve’ the 7 April 1983 Final
Determination of Noncompliance and the absence of areservation preserving any issue
relating to MD’ s accounting treatment for collaboration parts in the settlement agreement
drafted by the DACO, who Pratt asserts was aware that collaboration accounting was an
issue.

The Government’ s position is that the clear language of the settlement agreement
mandates a contrary conclusion. It relies upon paragraph 1 of the agreement which states
that the agreement “pertain[s] solely to the mandatory and voluntary accounting changes’
identified in the referenced 1987 Disclosure Statements, neither of which address issues
relating to collaborative materials. It further argues that Pratt never implemented any CAS
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418 changes to the manner in which it accounts for collaboration parts, that the 7 April
1983 Final Determination of Noncompliance made no reference to collaboration materials,
and that the 1986 and 1987 Advance Agreements also do not mention them. It concludes
that, after executing the settlement agreement, Pratt never once asserted that the issue had
been resol ved.

Pratt responds that the Government’ s contention that accounting for collaboration
parts was not among the mandatory or voluntary changes implemented by Pratt missesthe
point and that the issue is whether paragraph 2 of the settlement agreement precludes the
Government from asserting a retroactive claim based upon the theory that CAS 418
required changes in addition to those Pratt implemented on 1 January 1988. It also asserts
that post-agreement conduct of the parties shows that they believed that the cost impact of
Pratt’ s accounting treatment of collaboration material was fully resolved.

In order to prevail upon its breach theory, Pratt must establish: (1) avalid contract;
(2) an obligation or duty arising out of the contract; (3) a breach of that duty; and (4)
damages caused by the breach. San Carlos Irrigation and Drainage District v. United
States, 877 F.2d 957, 959 (Fed. Cir. 1989). Here, it isnot disputed that the 8 February
1991 settlement agreement was avalid contract. What is disputed, however, is whether
Pratt’ s accounting treatment of collaboration material was within the scope of the
agreement. The disputeis one which raisesissues of contract interpretation.

The underlying objective when interpreting a contract is to determine the parties
intent, gathered from the instrument asawhole. E.g., Alvin Ltd. v. United Sates Postal
Service, 816 F.2d 1562, 1565 (Fed. Cir. 1987). We areto look first at the express terms
of the contract and their plain meaning. C. Sanchez and Son, Inc. v. United Sates, 6 F.3d
1539, 1543 (Fed. Cir. 1993).

Here, the settlement agreement makes no mention of Pratt’ s accounting for
collaboration parts. Paragraph 1 provides that the agreement pertains “ solely to mandatory
and voluntary accounting changes, set forth in” Disclosure Statements dated 6 March 1997
and 18 December 1997, asimplemented on 1 January 1997 and 1 January 1998. We found
that the disclosure statements referenced provided revisionsto earlier statements. While
there was virtually no evidence about the revisions contained in the referenced disclosure
statements, there was considerabl e evidence about the “mandatory and voluntary accounting
changes’ Pratt implemented under CAS 418 and the record is clear that Pratt did not
implement any changes under CAS 418 to the manner in which it accounted for
collaboration parts. The 23 December 1986 and 22 December 1987 Advance Agreements,
incorporated by reference in paragraph 3 of the settlement agreement, likewise make no
reference to collaboration materials.

Paragraph 2 of the settlement agreement focuses upon the mandatory changes Pratt
implemented to resolve the CAS 418 Final Determination of Noncompliance issued on 7

52



April 1983. In relying upon the words * address and fully resolve’ contained in that
paragraph to argue that the parties intended to include all CAS 418 noncompliancesin the
agreement, including those allegedly associated with its accounting for collaboration
materials, Pratt improperly segregates these four words from the whole agreement and
reads them out of context. See Hol-Gar Mfg. Corp. v. United Sates, 351 F.2d 972, 975
(Ct. CI. 1965).

Nevertheless, we are not persuaded that the settlement agreement is as plain asthe
Government asserts and both parties have resorted to extrinsic evidence to support their
contentions. Pratt relies upon the early drafts of the agreement prepared by the DACO
which contained a reservation of issues other than “the specific cost impact” to support its
contention that the issue of collaboration materials was resolved. The fact that the final
version of the settlement agreement does not contain such areservation, however, does not
by itself establish that the parties intended to expand the settlement to include Pratt’s
accounting treatment of collaboration materials. And, although he testified about other
matters, Mr. Nichols did not testify about hisintentions on this subject at the time he
executed the agreement for Pratt. Further, we are unable to reconcilethe DACO’s
testimony that he was “not aware of any issue with collaborations” when he executed the
agreement with other evidence establishing that the issue was the subject of considerable
discussion and correspondence, the substance of which he was, or should have been aware.

Thisisnot acasein which evidence of the parties' conduct is“more revealing than
the dry language of the written agreement by itself.” Macke Company v. United States,
467 F.2d 1323, 1325 (1972). The documentary evidence relied upon by the parties
establishes that Pratt’ s accounting for collaboration materials was an issue both before and
after the settlement. It does not, however, specifically relate to the settlement agreement
and there was no testimony about the documentary evidence which provided insight into
whether the parties intended to resolve the accounting issues associated with Pratt’s
collaboration parts when they executed the 8 February 1991 settlement agreement.

Hence, we conclude that Pratt did not establish that accounting for collaboration
parts was within the scope of the 8 February 1991 settlement agreement. Having so
concluded, we need not address whether the Government’s 2 December 1996 Final
Decision alleging a CAS 418 violation was a breach of that agreement or whether the
Government’s claim is barred by accord and satisfaction.

Under the release provisions of the settlement agreement, Pratt is precluded from

seeking recovery of its cost impact claim for mandatory changes implemented under CAS
418 that were settled.

53



CONCLUSION

The appeals docketed as ASBCA Nos. 47416 and 50453 are sustained. The appeal
docketed as ASBCA No. 50888 is denied.

Dated: 30 July 20017

CAROL N. PARK-CONROY
Administrative Judge

Armed Services Board
of Contract Appeals
| concur | concur
MARK N. STEMPLER EUNICEW. THOMAS
Administrative Judge Administrative Judge
Acting Chairman Vice Chairman
Armed ServicesBoard Armed Services Board
of Contract Appeals of Contract Appeals

| certify that the foregoing isatrue copy of the redacted version of the Opinion and
Decision of the Armed Services Board of Contract Appealsin ASBCA Nos. 47416, 50453,
50888, Appeals of United Technologies Corporation, Pratt & Whitney, rendered in
conformance with the Board's Charter.

Dated:

EDWARD S. ADAMKEWICZ

2 This redacted version of this opinion in these appealsis being issued to the public on
18 September 2001..

94



55

Recorder, Armed Services
Board of Contract Appeals



