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(c) Residual expenses. (1) All home of-
fice expenses which are not allocable in 
accordance with paragraph (a) of this 
subsection and paragraphs (b)(1) 
through (b)(5) of this subsection shall 
be deemed residual expenses. Typical 
residual expenses are those for the 
chief executive, the chief financial offi-
cer, and any staff which are not identi-
fiable with specific activities of seg-
ments. Residual expenses shall be allo-
cated to all segments under a home of-
fice by means of a base representative 
of the total activity of such segments, 
except where paragraph (c) (2) or (3) of 
this subsection applies. 

(2) Residual expenses shall be allo-
cated pursuant to 9904.403–50(c)(1) if the 
total amount of such expenses for the 
contractor’s previous fiscal year (ex-
cluding any unallowable costs and be-
fore eliminating any amounts to be al-
located in accordance with paragraph 
(c)(3) of this subsection) exceeds the 
amount obtained by applying the fol-
lowing percentage(s) to the aggregate 
operating revenue of all segments for 
such previous year: 3.35 percent of the 
first $100 million; 0.95 percent of the 
next $200 million; 0.30 percent of the 
next $2.7 billion; 0.20 percent of all 
amounts over $3 billion. The deter-
mination required by this paragraph 
for the 1st year the contractor is sub-
ject to this Standard shall be based on 
the pro forma application of this 
Standard to the home office expenses 
and aggregate operating revenue for 
the contractor’s previous fiscal year. 

(3) Where a particular segment re-
ceives significantly more or less ben-
efit from residual expenses than would 
be reflected by the allocation of such 
expenses pursuant to paragraph (c) (1) 
or (2) of this subsection (see 9904.403– 
50(d)), the Government and the con-
tractor may agree to a special alloca-
tion of residual expenses to such seg-
ment commensurate with the benefits 
received. The amount of a special allo-
cation to any segment made pursuant 
to such an agreement shall be excluded 
from the pool of residual expenses to be 
allocated pursuant to paragraph (c) (1) 
or (2) of this subsection, and such seg-
ment’s data shall be excluded from the 
base used to allocate this pool. 

9904.403–50 Techniques for applica-
tion. 

(a)(1) Separate expense groupings 
will ordinarily be required to imple-
ment 9904.403–40. The number of 
groupings will depend primarily on the 
variety and significance of service and 
management functions performed by a 
particular home office. Ordinarily, 
each service or management function 
will have to be separately identified for 
allocation by means of an appropriate 
allocation technique. However, it is not 
necessary to identify and allocate dif-
ferent functions separately, if alloca-
tion in accordance with the relevant 
requirements of 9904.403–40(b) can be 
made using a common allocation base. 
For example, if the personnel depart-
ment of a home office provides per-
sonnel services for some or all of the 
segments (a centralized service func-
tion) and also established personnel 
policies for the same segments (a staff 
management function), the expenses of 
both functions could be allocated over 
the same base, such as the number of 
personnel, and the separate functions 
do not have to be identified. 

(2) Where the expense of a given func-
tion is to be allocated by means of a 
particular allocation base, all seg-
ments shall be included in the base un-
less: 

(i) Any excluded segment did not re-
ceive significant benefits from, or con-
tribute significantly to the cause of the 
expense to be allocated and, 

(ii) Any included segment did receive 
significant benefits from or contribute 
significantly to the cause of the ex-
pense in question. 

(b)(1) Section 9904.403–60 illustrates 
various expense pools which may be 
used together with appropriate alloca-
tion bases. The allocation of central-
ized service functions shall be governed 
by a hierarchy of preferable allocation 
techniques which represent beneficial 
or causal relationships. The preferred 
representation of such relationships is 
a measure of the activity of the organi-
zation performing the function. Sup-
porting functions are usually labor-ori-
ented, machine-oriented, or space-ori-
ented. Measures of the activities of 
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such functions ordinarily can be ex-
pressed in terms of labor hours, ma-
chine hours, or square footage. Accord-
ingly, costs of these functions shall be 
allocated by use of a rate, such as a 
rate per labor hour, rate per machine 
hour or cost per square foot, unless 
such measures are unavailable or im-
practical to ascertain. In these latter 
cases the basis for allocation shall be a 
measurement of the output of the sup-
porting function. Output is measured 
in terms of units of end product pro-
duced by the supporting function, as 
for example, number of printed pages 
for a print shop, number of purchase 
orders processed by a purchasing de-
partment, number of hires by an em-
ployment office. 

(2) Where neither activity nor output 
of the supporting function can be prac-
tically measured, a surrogate for the 
beneficial, or causal relationship must 
be selected. Surrogates used to rep-
resent the relationship are generally 
measures of the activity of the seg-
ments receiving the service; for exam-
ple, for personnel services reasonable 
surrogates would be number of per-
sonnel, labor hours, or labor dollars of 
the segments receiving the service. 
Any surrogate used should be a reason-
able measure of the services received 
and, logically, should vary in propor-
tion to the services received. 

(c)(1) Where residual expenses are re-
quired to be allocated pursuant to 
9904.403–40(c)(2), the three factor for-
mula described below must be used. 
This formula is considered to result in 
appropriate allocations of the residual 
expenses of home offices. It takes into 
account three broad areas of manage-
ment concern: The employees of the or-
ganization, the business volume, and 
the capital invested in the organiza-
tion. The percentage of the residual ex-
penses to be allocated to any segment 
pursuant to the three factor formula is 
the arithmetical average of the fol-
lowing three percentages for the same 
period. 

(i) The percentage of the segment’s 
payroll dollars to the total payroll dol-
lars of all segments. 

(ii) The percentage of the segment’s 
operating revenue to the total oper-
ating revenue of all segments. For this 
purpose, the operating revenue of any 

segment shall include amounts charged 
to other segments and shall be reduced 
by amounts charged by other segments 
for purchases. 

(iii) The percentage of the average 
net book value of the sum of the seg-
ment’s tangible capital assets plus in-
ventories to the total average net book 
value of such assets of all segments. 
Property held primarily for leasing to 
others shall be excluded from the com-
putation. The average net book value 
shall be the average of the net book 
value at the beginning of the organiza-
tion’s fiscal year and the net book 
value at the end of the year. 

(d) The following paragraphs provide 
guidance for implementing the require-
ments of 9904.403–40(c)(3). 

(1) An indication that a segment re-
ceived significantly less benefit in rela-
tion to other segments can arise if a 
segment, unlike all or most other seg-
ments, performs on its own many of 
the functions included in the residual 
expense. Another indication may be 
that, in relation to its size, compara-
tively little or no costs are allocable to 
a segment pursuant to 9904.403–40(b) (1) 
through (5). Evidence of comparatively 
little communication or interpersonal 
relations between a home office and a 
segment, in relation to its size, may 
also indicate that the segment receives 
significantly less benefit from residual 
expenses. Conversely, if the opposite 
conditions prevail at any segment, a 
greater allocation than would result 
from the application of 9904.403–40(c) (1) 
or (2) may be indicated. This may be 
the case, for example, if a segment re-
lies heavily on the home office for cer-
tain residual functions normally per-
formed by other segments on their 
own. 

(2) Segments which may require spe-
cial allocations of residual expenses 
pursuant to 9904.403–40(c)(3) include, 
but are not limited to foreign subsidi-
aries, GOCO’s, domestic subsidiaries 
with less than a majority ownership, 
and joint ventures. 

(3) The portion of residual expenses 
to be allocated to a segment pursuant 
to 9904.403–40(c)(3) shall be the cost of 
estimated or recorded efforts devoted 
to the segments. 

(e) Home office functions may be per-
formed by an organization which for 
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some purposes may not be a part of the 
legal entity with which the Govern-
ment has contracted. This situation 
may arise, for example, in instances 
where the Government contracts di-
rectly with a corporation which is 
wholly or partly owned by another cor-
poration. In this case, the latter cor-
poration serves as a ‘‘home office,’’ and 
the corporation with which the con-
tract is made is a ‘‘segment’’ as those 
terms are defined and used in this 
Standard. For purposes of contracts 

subject to this Standard, the con-
tracting corporation may only accept 
allocations from the other corporation 
to the extent that such allocations 
meet the requirements set forth in this 
Standard for allocation of home office 
expenses to segments. 

9904.403–60 Illustrations. 
(a) The following table lists some 

typical pools, together with illus-
trative allocation bases, which could be 
used in appropriate circumstances: 

Home office expense or function Illustrative allocation bases 

Centralized service functions: 
1. Personnel administration .......................................... 1. Number of personnel, labor hours, payroll, number of hires. 
2. Data processing services .......................................... 2. Machine time, number of reports. 
3. Centralized purchasing and subcontracting ............. 3. Number of purchase orders, value of purchases, number of 

items. 
4. Centralized warehousing .......................................... 4. Square footage, value of material, volume. 
5. Company aircraft service .......................................... 5. Actual or standard rate per hour, mile, passenger mile, or 

similar unit. 
6. Central telephone service ......................................... 6. Usage costs, number of instruments. 

(b) The selection of a base for allo-
cating centralized service functions 
shall be governed by the criteria estab-
lished in 9904.403–50(b). 

(c) The listed allocation bases in this 
section are illustrative. Other bases for 

allocation of home office expenses to 
segments may be used if they are sub-
stantially in accordance with the bene-
ficial or casual relationships outlined 
in 9904.403–40. 

Home office expenses or function Illustrative allocation bases 

Staff management or specific activities: 
1. Personnel management ............................................ 1. Number of personnel, labor hours, payroll, number of hires. 
2. Manufacturing policies, (quality control, industrial 

engineering, production, scheduling, tooling, inspec-
tion and testing, etc.

2. Manufacturing cost input, manufacturing direct labor. 

3. Engineering policies .................................................. 3. Total engineering costs, engineering direct labor, number of 
drawings. 

4. Material/purchasing policies ...................................... 4. Number of purchase orders, value of purchases. 
5. Marketing policies ..................................................... 5. Sales, segment marketing costs. 

Central payments or accruals: 
1. Pension expenses ..................................................... 1. Payroll or other factor on which total payment is based. 
2. Group insurance expenses ....................................... 2. Payroll or other factor on which total payment is based. 
3. State and local income taxes and franchise taxes ... 3. Any base or method which results in an allocation that 

equals or approximates a segment’s proportionate share of 
the tax imposed by the jurisdiction in which the segment 
does business, as measured by the same factors used to 
determine taxable income for that jurisdiction. 

9904.403–61 Interpretation. 

(a) Questions have arisen as to the 
requirements of 9904.403, Cost Account-
ing Standard, Allocation of Home Of-
fice Expenses to Segments, for the pur-
pose of allocating State and local in-
come taxes and franchise taxes based 
on income (hereinafter collectively re-
ferred to as income taxes) from a home 

office of an organization to its seg-
ments. 

(b) By means of an illustrative allo-
cation base in 9904.403–60, the Standard 
provides that income taxes are to be al-
located by ‘‘any base or method which 
results in an allocation that equals or 
approximates a segment’s propor-
tionate share of the tax imposed by the 
jurisdiction in which the segment does 
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