










Defense Working Capital Fund

Issue:  Change Pricing Structure

Issue Description:

 Should the pricing structure be changed to positively influence customer behavior?

Background:

A major goal of the Defense Working Capital Fund (DWCF) is to promote efficiency and reduce total costs by promoting total cost visibility and fostering buyer/seller relationships in which customers and providers become more cost conscious.  Current policy and practice generally requires that all costs associated with a particular DWCF activity be allocated to each unit of sale on a uniform basis.  However, prices paid by DWCF customers often include costs that are not directly related to the cost of producing the product or service.  Current policy provides for some military-unique costs of resources set aside for wartime use to be excluded from DWCF rates.  However, the rules for doing so are relatively restrictive.


Problem Statement:

Setting rates in a way that allocates indirect costs equally to each billing unit sometimes provides an incentive for customers to seek other sources of supply, resulting in increased total cost to the military where infrastructure still needs to be maintained to support the capability. 




We seek to furnish customers and providers with incentives that will lead to the required level of readiness at the least cost to the military.  However, the system is out of balance, with the net result that DWCF customers are not incentivized to make decisions that minimize overall DoD costs.  
 
The DoD needs a rate structure and financial management policies that encourage providers and customers to behave in ways that will reduce total DoD-wide costs while maintaining and improving necessary DWCF support services.

“Marginal” pricing with recovery of fixed costs through different mechanisms is an expansion of the traditional operating philosophy for DWCF.  The term “marginal rates (or price)” refers to a single rate (or set of rates for an activity group) which are calculated to recover something less that the full costs of producing goods or services.  Different pricing structures such as commercial pricing, tiered pricing, and targeted pricing could all be used to calculate marginal rates.  The best way to recover costs will require careful thought, for instance, the determination of a “fair” availability fee (another method to collect full costs).  Availability fees applied to non-active customers would be a new concept for DWCF activities and their customer base.  The key to determination of the fair availability fee portion of fixed costs to be applied to usage and non-usage “customers” will be the identification of the military value of the business area and the development of an algorithm for proper apportionment of the military value across all DoD.  
Recommendations:
(   Allow components to propose--through the normal budget process--prototypes that collect total costs through means other than price.

(   OUSD(C) develop budget exhibit to identify plant capacity and mobilization requirements.






Implementation Concerns/Impediments and Benefits: 

The DoD and Services should spend some resources educating providers and customers on this concept.  For pricing to properly incentivize behavior, everyone needs to understand the pricing mechanism.  Need to educate the Congress.  Since creation of the DBOF, Congress has expected all costs associated with DWCF activities to be recovered through a “rate”.  In the past, direct passthroughs from appropriated accounts to the revolving funds have been more susceptible to Congressional reductions than items funded via revolving fund rates. 

Modifying how costs are collected would remove the appearance of noncompetitive DWCF rates from DWCF providers.  Setting a price that generates appropriate customer incentives could lower the total DoD costs for the delivery of DWCF goods and services. 
Resource Implications:

Initially, each provider will require time to define the proper division between marginal and fixed costs and develop more appropriate billing methodologies.  Changes to budgeting and accounting systems may be necessary.  Where direct billing is chosen as a way to recover fixed costs, billing mechanisms may have to be developed.

Realignment of funding in support of marginal pricing/direct billing across customer accounts must be carefully managed and articulated to customers, OSD, OMB, GAO, and Congress to protect DoD Total Obligation Authority (TOA) and WCF solvency.

Required Policy and Legislative Changes:

DoD 7000.14R, Financial Management Regulation (FMR), Volume 11B, requires modification. Also, it may be necessary to seek a legislative change in a few instances in the event alternative financing by direct appropriation is proposed to recover some costs.  Public Law 105-261, the FY 1999 Department of Defense Authorization Act, amends Section 2208 of Title 10, USC by requiring, in part, that charges for goods and services provided through a working capital fund include amounts necessary to recover the full cost of the goods and services provided.  In those instances where it is determined that costs now included in DWCF rates do not contribute to the cost of goods and services, it should not be necessary to seek legislative change.  
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