Defending Liberty
Pursuing Justice

2003-2004

CHAIR

Hubert ). Bell, Jr.

Ste 2600 Harris Tower

233 Peachires St, NE
Atlanta, GA 30303-1530
404) 5828027
CHAIR-ELECT

Patricia I4. Wiltle

Ste 1100 East Tower

1301 K St, NW

Washington, B 20006-3373
(202) 414-9210
VICE.CHAIR

Robert L. Schaefer

12333 W. Olympic Blvd.

Los Angeles, CA 90064-1021
(310} 893-1609

SECRETARY

Michael A, Hordell
Hamilton Square 6th Fir

600 T4th St, NW
Wnshington, xC 20005-2004
{202) 220-1232

BUDGET AND FINANCE OFFICER
Patricia A. Meagher

311 California St, 10th Fir

San Francisco, CA 94104-2695
(415) 956-2828

SECTION DELEGATE AND
IMMEDIATE PAST CHAIR
tary Ellen Coster Williams
717 Madison Pl, NW, Ste 612
Washington, DC 20005-1086
(202) 219-9574

PREVIOUS PAST CHAIR
Norman R, Thorpe

498 Abbey Rd

Birmingham, Ml 48009-5618
{248) 644-8105

COUNCIL MEMBERS

Peter {3, Balch

PO Bex 1027, MS 108-108
Moorestown, N) 0B057-0927

Ross W. Branstetter, Il

7100 Defense Pentagon
Washfngton, DC 20301-7100
Alexander ). Briltin

1900 K 5t, NW, Ste 100
Washington, DC 20006-1108

Rohert A, Burton
725 17th St, NW, Rm 9013
Washington, DC 20503

Mark ©. Colley

2099 Pennsylvania Ave, NW, Sta 100
Washington, D 20006-6800

John Alton Currier

1601 Research Blvd

Rockville, MD 20850-3173

Helaine G. Elderkin
3170 Fairview Park Dr, M/C 203A
Falls Church, VA 22042-4516

Danigl I. Cordon
1517 T 5t NW
‘Washington, DC 2000%-3909

Themas E. Rill
3100 Bk of Amer Plz, 901 Main St
Dallas, TX 75202-3789

Karen L. Manas
1299 Pennsylvania Ave NW, 5th Fir
Washington, DC 20004-2400

John ). Pavlick, Jr.

575 7th §t, NW

Washington, DC 20004

. Donna Lee Yesner

1900 K St, NW, Ste 100
Washington, DT 20006-1108

EDITGR, PUBLIC CONTRACT
LAW JOURNAL

Carl L. Vacketta

Washington, DC

EDITOR, THE PROCUREMENTLAWYER
Mark E. Langevin

Los Angeles, CA

BOARD OF GOVERNORS LIAISON
Pamela ). Roberts

Columbia, SC

SECTION DIRECTOR

Marilyn Neforas

750 N Lake Shore Dr

Chicago, IL 60611

(312) 988-5596

Fax: (312) 988-5688

AMERICAN BAR ASSGCIATION Section of Public Contract Law
Writer’s Address and Telephone

Smith, Currie & Hancock LLP
Suite 2600 Harris Tower

233 Peachtree St., NE
Atlanta, GA 30303-1530
Phone (404) 582-8027

Fax (404) 688-0761
hjbell@smithcurrie.com

November 17, 2003

Via Hand Delivery and Electronic Mail

Cost Accounting Standards Board
Office of Federal Procurement Policy
725 17™ Street, N.W., Room 9013
Washington, D.C. 20503

Re: CASB Docket No. 00-03A
Accounting for the Costs of Employee Stock Ownership Plans
(*ESOPs”) Sponsored by Government Contractors,
68 Fed. Reg. 50111 (August 20, 2003)

Dear Sirs;

On behalf of the Section of Public Contract Law of the American Bar
Association (“the Section”), I am submitting comments on the above-referenced
matter. The Section consists of attorneys and associated professionals in private
practice, industry and Government service. The Section’s governing Council and
substantive committees contain members representing these three segments, to
ensure that all points of view are considered. In this manner, the Section seeks to
improve the process of public contracting for needed supplies, services and public
works.

The Section is authorized to submit comments on acquisition regulations
under special authority granted by the ABA’s Board of Governors. The views
expressed herein have not been approved by the House of Delegates or the Board of
Governors of the American Bar Association and, therefore, should not be construed
as representing the policy of the American Bar Association.
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Spring Meeting » April 29-May 1, 2004 » Portland, OR
Annual Meeting » August 6-9, 2004 » Atlanta, GA
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Introduction

The Cost Accounting Standards Board (“CASB” or “CAS Board”) has
proposed in this Advance Notice of Proposed Rulemaking (“ANPRM”) to place the
cost accounting rules for ESOP costs in CAS 415, Accounting for the Costs of
Deferred Compensation. Under these rules, the contractor’s ESOP cost would be
measured by the amount of the contractor’s contribution to the ESOP, regardless of
whether the ESOP is leveraged or non-leveraged. The ESOP cost thus measured
will be assigned to the cost accounting period to the extent that shares, cash, or both
resulting from the contribution are awarded to individual employees in the
accounting period. Any excess contribution will be carried forward to future
accounting periods. The new rule is proposed to be applied only to the costs of
ESOPs established after the effective date of the new rule.

Background

In September 2000, the CAS Board published a Staff Discussion Paper on
the topic of accounting for ESOP costs. 65 Fed. Reg. 56008 (Sept. 15, 2000). In
that publication, the CAS Board posed a number of issues for comment, most
importantly the following:

Do generally accepted accounting principles
(“GAAP”), as embodied in American Institute of
Certified Public Accountants (“AICPA”) Statement
of Position 93-6 (“SOP 93-6”), provide sufficient
guidance for accounting for costs of ESOPs for
government contracting costing purposes?

The significance of the issue lies in the distinction between leveraged and non-
leveraged ESOPs. In leveraged ESOPs, the Employee Stock Ownership Trust
(“ESOT”) borrows funds, which it uses to buy shares of the employer’s stock. The
ESOT holds the purchased shares in a suspense account. It uses employer
contributions to repay the debt; as the debt is paid, it releases shares from the
suspense account and allocates them to individual employee accounts. In a non-
leveraged ESOP, the employer contributes stock or cash or a combination thereof,
which the BSOT allocates to employee accounts by fiscal year-end. In a non-
leveraged ESOP, the ESOT allocates the entire amount of the employer’s
contribution to employees; in a leveraged ESOP, the ESOT uses part of the
employer’s contribution to pay interest on the debt (what SOP 93-6 calls the
“financing” element), and allocates the remainder to employee accounts (what SOP
93-6 calls the “defined contribution” element).
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SOP 93-6 reflects the view that employers’ accounting for the “financing”
element should be separate from their accounting for the “defined contribution”
clement. This view flows from the conclusion that it is the release of shares to
individual employee accounts, not the employer’s cash contribution, that represents
the compensation of participants in the plan. Thus, SOP 93-6 provides that the
employer’s compensation cost is to be measured by the fair value of the shares at
the time the ESOT releases them to employee accounts.

To adopt SOP 93-6 in the context of government contract cost accounting
would mean that the portion of the employer’s contribution to a leveraged ESOP
that is used to pay interest on the debt would not be recognized as a contract cost.
The Section of Public Contract Law, in its comments on the September 2000 Staff
Discussion Paper, recommended that the CAS Board not adopt an approach that
would result in the nonrecognition of a portion of the contractor’s cost. The
Section noted that the CAS Board’s Statement of Objectives, Policies and Concepts
(May 1992} defines “cost” as the “monetary value of the resources used.” The
Section said:

In our view, the only measure appropriate for a
contractor’s ESOP costs is the amount of the
contractor’s irrevocable contribution to the ESOT,
whether that contribution be in cash or stock. The
contractor has given up irrevocably the resources
represented by the contribution, and therefore has
incurred a cost in the amount of the contribution.

The Section also noted that to exclude part of the contractor’s contribution from the
measurement of the cost would violate the fundamental concept of “full costing” in
contract cost accounting, as the ASBCA had observed in Ball Corporation,
ASBCA No. 49118, 00-1 BCA 9 30,864.

Discussion

The Section believes that the approach the CAS Board has proposed in the
subject ANPRM is fair and in accord with principles of contract cost accounting.
The Section confines its comments below to those areas in which it believes the
proposal may be further improved.

1. Definition of “ESOP.” The Section is concerned that the proposed
definition of an ESOP is overbroad and could sweep within its reach other types of
defined contribution plans that should not be subject to the ESOP accounting rules.
The proposed definition is:
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Employee Stock Ownership Plan (ESOP) means any
deferred compensation plan designed to invest
primarily in the stock of the contractor’s corporation
including, but not limited to, plans covered by the
Employee Retirement Income Security Act (ERISA).

. The proposed definition is broader than the definitions used by the Internal
Revenue Code, ERISA, or GAAP. The reason to use such a broad definition is not
apparent. The definition is so broad that it could be argued to encompass “thrift
plans” or other 401(k) defined contribution plans such as the plan at issue in a
recent case decided by the U.S. Court of Federal Claims, Newport News
Shipbuilding and Drydock Co. v. United States, 2003 U.S. Claims LEXIS 255
(Sept. 10, 2003). In that case, the parties disputed whether the plan was a deferred
compensation plan under CAS 415 or a defined contribution pension plan under
CAS 412. Nevertheless, the plan was clearly designed to invest in the stock of the
employer through coniributions of company stock that matched employee
contributions to the plan. It thus could be considered an ESOP subject to CAS 415
under the subject proposal. :

The GAAP definition of ESOP is “an employee benefit plan that is
described by {[ERISA] and the Internal Revenue Code (IRC) of 1986 as a stock
bonus plan, or combination stock bonus plan and money purchase plan, designed to
invest primarily in employer stock.” SOP 93-6. ERISA defines an ESOP as an
individual account plan “which [sic] is a stock bonus plan which [sic] is qualified,
or a stock bonus plan and money purchase plan both of which are qualified, under
section 401 of title 26, and which [sic] is designed to invest primarily in qualifying
employer securities.” ERISA, sec. 407(d)(6).

We recommend that the Board align its definition with these established
definitions or explain why it believes a broader definition is necessary or desirable.

2. Assignment of Cost to Accounting Periods. The proposal provides
that the cost measured for an accounting period (the employer’s contribution) will
be assigned to that period “only to the extent that the number of shares, cash, or any
combination thereof resulting from the contribution are awarded to individual
employees in the accounting period.” Several illustrations flesh out this
requirement.

We recognize that the Board must propose provisions consistent with the
definition of “deferred compensation” contained in CAS 415. This definition states
that deferred compensation is “an award made by a contractor to compensate an
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employee in a future cost accounting period or periods for services rendered in one
or more cost accounting periods prior to the date of the receipt of compensation by
the employee.” Nevertheless, because the contractor incurs the cost when it makes
the contribution, and because the contribution is irrevocable, we question the
necessity to tie the assignment of the cost to the period in which the ESOT makes
an “award” to an individual employee. Not only does this seem to be an
unnecessary remnant of the SOP 93-6 approach, but the term “award” may have
little relevance to the operation of ESOPs. IRC rules require that the entire
contribution to an ESOP, to the extent not used to service debt, be allocated to
employee accounts in accordance with a definite formula. See, e.g., Treas. Regs.
1.401-1(b) and 54.4975-11(c) and (d). This being the case, there would be no
excess to assign to future years.

3. Transition. The Section believes the CAS Board’s proposed
transition rules unnecessarily complicate ESOP accounting and do not achieve the
uniformity and consistency in cost accounting that is the Board’s goal. The rules
would create three classes of ESOPs: (1) ESOPs created after the effective date of
the new provision, to which the new rules would apply; (2) pre-existing ESOPs
with an advance agreement, in which case the parties “shall comply” with the
advance agreement; and (3) pre-existing ESOPs without an advance agreement,
which “shall remain subject to the Cost Accounting Standard(s) that were
applicable to such plans prior to” the applicability date of the new rule.

As is evident from the Ball Corporation and Newport News decisions, there
has been plenty of room for disagreement on whether ESOP costs are governed by
CAS 412 or CAS 415, and the Section does not believe this sort of uncertainty
needs to be perpetuated for existing plans. The Defense Contract Audit Agency
has consistently taken the position that ESOP costs are subject to CAS 415.50(¢)
because under this provision, the interest portion of the employer's contribution to a
leveraged ESOP is not recognized. Contractors have argued that CAS 412 applies,
since under CAS 412.40(a)(2), the pension cost for a period is the contribution
made for that period. The Section does not believe this sort of uncertainty needs to
be perpetuated for existing plans. The Section also believes that more flexibility is
required where ESOP costs are governed by advance agreements, and that the
parties should be free to adopt the new ESOP accounting provisions. Therefore,
the Section proposes the following as a substitution for the ANPRM transition
provisions:

9904.415-64 Transition method:

(a) For contractors and subcontractors
that were subjcct to Standard 9904.415 in effect prior
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to [effective date of final rule], the requirements of
this Standard, as amended, shall apply to the costs of
pre-existing ESOPs and the costs of ESOPs that are
established after the effective date of this Standard.

(b)  For pre-existing ESOPs, the
requirements of this Standard shall apply as of the
beginning of the contractor’s next full fiscal year
following the Standard’s effective date. The parties
may mutually agree to apply the requirements of this
Standard earlier if they so desire.

(c) Where ESOP costs are subject to the
terms of an advance agreement, the parties shall
comply with the provisions of such advance
agreement, which may be modified by mutual
agreement to incorporate the requirements of this
Standard.

Conclusion

The Section appreciates the opportunity to provide these comments and is

available to provide additional information or assistance as you may require.

CC:

Sincerely,

Hubert J. Bell, Jr.
Chair, Section of Public Contract Law

Patricia H. Wittie

Robert L. Schaefer

Michael A. Hordell

Patricia A. Meagher

Mary Ellen Coster Williams
Norman R. Thorpe

Council Members

Steven P. Pitler
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Michael F. Mason
David Kasanow






