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DEPARTMENT OF DEFENSE

GENERAL SERViCES
ADMINISTRATlON

NATIONAL AEROt~AUTICSAND
SPACE ADMtNISTRATION

48 CFR Parts 15.31, and 52

(Federal Acquisition Circular 84-35)

Federal Acquisition Regulation (FAR);
Truth in Negotiations Act Amendments
end Organization Costs and
Compensation Incidental to Business
Acquisitions

AGENCIES: Department of Defense
(000). General Services Administration
(GSA). and National Aeronautics and
Space Administration (NASA).

ACTION: Final rule.

SUMMARY: Federal Acquisition Circular
(FAC) 84-35 amends the Federal
Acquisition Regulation (FAR) to
incorporate amendments to the Truth in
Negotiations Act of 1986 required by the
Defense Acquisition Improvement Act.
and incorporate amendments to the 000
FY BB Authorization Act to clarify the
allowability of extraordinary •
compensation and certain organization
costs incurred in connection with
mergers and other business
combina tions.

EFFECTIVE DATES:

Item I-{Parts 15 and 52) April 4. 1988,

for 000. NASA. and Coast Guard.
-May 2. 1980. for all other

agencies.
Item lI-{Part 31) April 4. 1988.

FOR FURTHER INFORMATION CONTACT:

Margaret A. Willis. FAR Secretariat.
Room 4041. GS Building. Washington.
DC 20405. (202) 523-4755.

SUPPLEMEHTARY INFORMAnON:

Paperwork Reduction Act

FAC 84-35. Item I

The Paperwork Reduction Act (Pub. L.
96-511) does not apply bccau,se this final
rule does not change existing paperwork
requirements.

FAC 84-35 Item II

The Paperwork Reduction Act (Pub. L.
96-511) does not apply because this final
rule does not impose any reporting or
recordkeeping requirements or
collection of information from offerors.
contraclors. or members of the puhlic
which require the approval of OMII
under 44 U.S.C. 3501. e/ SlY

8. Regulatory Flexibility Act

FAC 84-35. Item I

This final rule will not have a
significant economic impact 011 a
substantial number of small entities
under the Regulatory Flexibility Act (5
U.S.C. 601. et seq.) because the revisions
apply to contracts requiring submission
and certification of cost or pricing data.
and a substantial number of small
entities do not submit cost or pricing
data. Public comments were solicited on
the Regulatory FJexibiity Act statement
published in the Federal Register on July
14. 1987 (52 FR 26446). and none were
received that addressed the Regulatory
Flexibility Act Statement.

FA C 84-35. Item II

This final rule will not have a
significant economic impact on a
substantial number of small entities
under the Regulatory Flexibility Act (5
U.S.c. 601. et seq.) because the
incidence of special compensation costs
relating to business acquisitions and the
costs of resisting takeovers and
reorganizations have been concentrated
in large businesses. Public comments
were solicited on the proposed rule
published in the Federal Register on
May 13. 1987 (52 FR 18158). and no
comments from small businesses were
received.

D. Public Comments

FAC 84-35. /lem I

A notice. of the proposed rule was
published in the Federal Register on July
14.1987 (52 FR 26446). The comments
that were received as a result of the
proposed rule were considered by the
Civilian Agency Acquisition.Councii
and the Defense Acquisition Regulatory
Council in the development of this final
rule.

FAC 84-35. Item II ~< ... ~ ~

A notice of the proposed rule was
published in the federal Register on
May 13.1987 (52 FR 18158).
recommending revisions to FAR 31.205­
6 and 31.205-27 to control costs and
clearly s'tate the policy of the
Government regarding the allowability
of these costs. Of the 20 comments
received. 17 either concurred or had no
objection or comment. Two commenters
par1ia11y objected to the proposed rules
and one commenter totally disagreed.
Minor editorial changes were made to
:he definitions of the proscribed costs.
and the slang term... "golden
parachutes" and "golden handcuffs,"
were deleted.

List of Subjects in 48 CFR Par1s 15. 31.
and 52

Government procurement.

Dated: March 29.1988.
HalT)' S. Rosinski.
Actillg Director, Office ofFederal Acquisition
and Rpgulolory Policy,

Federal Acquisition Circular

(Number 84-351
Unless otherwise specified. all

Federal Acquisition Regulation (FAR)
and other directive material contained
in FAC 84-35 is effective as follows:
Item I-April 4. 1988. for 000. NASA.

and Coast Guard. May 2. 1988. for all
other agencies.

Item II-April 4. 1988.
Eleanor Spector.
Deputy Assistant Secretary ofDefense for
Procurement.

(Number 84-35J
Unless otherwise specified. all

Federal Acquisition Regulation (FAR)
and other directive material contained
in FAC 84--35 is effective as follows:
Item I-April 4. 1988. for 000. NASA.

and Coast Guard. May 2. 1988, for all
other agencies.

Item II-April 4. 1988.
Paul Trause.
Deputy Administrator, GSA.

[Number 64-35J
Unless otherwise specified. all

Fe~eral Acquisition Regulation (FAR)
a.nd other directive material contained
in FAC 04-35 is effective as follows:
Item I-April 4. 1988. for 000. NASA,

and Coast Guard. May 2. 1988. for all
other agencies.

Item II-April 4. 1988.
S.J. E\'ans.
Assistant Administrator for Procurement.
NASA.

Federal Acquisition Circular (FAe)
64-35 amends the Federal Acquisition
Regulation (FAR) as specified below:

Item I-Truth in Negotiations Act
Amendments

The FY 87 and FY 88/89 DoD
. Authorization Acts (Pub. L. 99-500 and
tOO-l80) have amended the Truth in
Negotiations Act to prohibit certain
contractor defen.es when defective
pricing has occurred. to allow contractor
offsets to price reductions otherwise due
the Government in cer1ain situations
and to prohibit such offsets in other
situHtions. The definilion of "cost or
pricing data" has also been modified.

These requirements have been
extended through FAR implementation
to the contracts of all Federal 8gencies,
Changes have been made to FAR 15.800
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<lnd the douses ilt 52.:::15-2 (Audit­
~egotiation). 52.21:r22 (Price Reduction
for Uefective Cost or Pridng Data).
52.21:r23 (price Reduction for Defective
Cost or Pricing Data-Modifications). and
52.114-27 (Price Reduction for Defective
Cost or Pricing Data-Modifications­
SOoled Bidding).

These revised clauses shall be
included in contracts or conlract
modifications entered into by 000.
NASA. or the Coast Guard on or ilfter
Anril 4. 1988. With respect to all other
agencies. these provisions sllall be
included in solicitations issued on or
after May 2. 1988.

Item JI-Grganization Costs and
CompensaHon h::cidentalto Business
Acquisitions

There has been a proliferation of
business combinations leuding to
concomitant questions regarding
appropriate costing on Government
contracts. Tile Govcrnment found that
the previous cost principles at FAR
31.20S-V and 31.205-27. lacked
"pecificity regarding certain costs. FAR
31.205-6 did not address the issue of
speciill compensation in conjunction
wit!l a plnnned or executed merger or
business combir.a lion. FAR 31.20:r27
did not prescribe the treatment to be
accorded costs res'Jl~i!1g r:-om resistance
or planned res:s\ancc to the
reorganization of the corporillc structure
of a business or chanee ill the
controlling interest in the ownership of a
business.

These final rules clarify the policy of
the Go\'emment regarding these costs
and specifical!y describe the costs
which arc unallowable. The revisions do
not renee\ or result from a change in
allowability policy. Therefore. 48 CFR
Parts 15. 31. and 52 are nmended as set
forth below.

1. The nuthority citation for 48 crn
Parts 15. 31. and 52 continues to read as
follows:

Authority: 40 U.S.C. 'l!l6[c): 10 U.S.c. Ch.
137; and 42 U.S.C. 2473(c).

PART 15-CONTRACTING BY
NEGOTIATION

15.801 (Amended}

2. Section 15.801 is arpended by
removing in the first sentence of the
definition "cost or pricing data" the
word "time" and inserting in its place
the word "date".

15.802 (Amended)

3. Section 15.002 is amended by
removing in the first sentence of
paragraph (n) the citation "10 U.S.C
2300(fJ" and inserting in its place thc
citation "10 U.S.c. 2.1011,,"

4. Section 15.r.(l4-2 is amended by
adding a second sentence in paragraph
(all111iii); by revising paragraph (a)(2):
and by adding paragmph (c) to read as
follows:

15.804-2 Requiring certified cost or
pricil'lg data.

(0)· ...
(1 J' • •
(iii)' •• «(Jut see 15.r...,)4-3(i).)

(1) If certified cost or pricing data are
.needed for pricing actions over $25.000
arid not in excess of $100.000. they may
be obtHined. There should be relatively
few instances where certified cost or
pricing data and inclusion of defective
pricing clauses would be justified in
av.·ards between $25.000 and $100.000.
The data which the contracting officer
requires to be submitted shall be limited
to that data necessary to determine the
reasonableness of the price. v..'henever
certified cost or pricing data are
required for pricing actions of $100.000
0. less. the contracting officer shall
document the file to justify the
requirement. When awarding a contract
of $25,000 or less. the contracting officer
shall not require certified cost or pricing
data.

(c) T~e requirements of this section
n!so apply to contrnct~ entered into by
the head of an agency on behalf of a
foreign government.

5. Section 15.e04-3 is amended by
revising paragraph (i) to read as follows:

15.604-3 Ellemptions from or waiver of
submission of certified cost or pricing data.

(i) Woil"cr for exceptional cases. The
agency head (or. if the contraCt is with a
foreign government or agency. the head
of the contracting activity) may. in
exceptional cases. waive the
requirement for submission of certified
cost or pricing data. The authorization
for the waiver and the reasons for
granting it shall be in writing. The .
zgency head may delegate this
authority. When the agency head or' .
designee has waived the requirement for
submission of certified cost or pricing'
data. the contractor or higher-tier
subcontractor to whom the waiver' "
reJHles shHlI be considered as Ilaving
been required to make available cost or
pricing data for purposes of 15.604­
2(n1{1 J(iiiJ. Consequently. award of any
lower-lier llubcontrllcl expected to
exceed $100.000 requires the submission
of certified cost or pricing data unless
exempt or wllived under thill fiubsection
15.804-3

6. Section 15.C04-i is amended bv
revising paTilgraphs (b) and (e) to r~ad
as follows:

15.804-7 Defective cost or pricing data

(b)(l) If. after award. cos! o[ pricing
dLita are found to be inaccurate.
incomplete. or noncurrent as of the date
of final agreement on price gi\'en on the
contrllctor's or subcontractor's
Certificate of Current Cost or Pricirlg
Data. the Government is entitled to a
price adjustment. including profit or fee.

. of any !iignificant amount by which the
price was increased because of the
defective data. This entitlement is
ensured by including in the contract one
of the clauses prescribed in 15.804-8 and
set forth at 52.215-22. Price Reduction
for Defective Cost or Pricing Data. and
52.215-23. Price Reduction for Defective
Cost or Pricing Data-ModifiCations.
The clauses give the Government the
right to a price adjustment for defects in
cost or pricing data submitted by the
contractor. a prospective subcontractor.
or an actual subcontractor.

(2) In arriving at a price adjustment.
the contracting officer shall consider (i)
the time by which the cost or pricing
data became reasonably available to the
contractor and (ii) the extent to which
the Governmerlt relied upon the
defective data.

(3) The clauses referred to in
subparagraph (b)(l) of this subsection
.recognize that the Government's right to
. a price adjustment is not affected by any
of the following circumstances:

{i} The contractor or subcontractor
was a sole source supplier or otherwise
was in a superior uargaining position:

(ii) The contracting officer should
have known that the cost or pricing data
in issue were defective even though the
contractor or subcontractoMook no
affirmative action to bring the character
of the data to the allention of the
contracting officer;

(iii) The contract was based on an
agreement about the total cost of the
contract and there was no agreement
about the cost of each such item
procured under such contract: or

(iv) The prime contractor or
subcontractor did not submit a
Certificate of Current Cost or Pricing'
Data relating to the contract...

(4) Subject to subparagraphs (b](S}
and (b)(6) of this subsection. the
contracting officer sha1l allow 'an offset
for any understated cost or pricing data
submitted in supporl of price
negotiations, up to the amount of the
Go\'emment'a claim for overstated
pricing dotll arising out of the same
pricing Action (for eumple. the initial
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pricing of the same contract or the
pricing of the same change ortler).

lSI An offset shall be allowed only in
;m amount supported by the facts and if
the contractor (i) certifies to the
contrilcting officer that. to the bp,st of the
contractor's knowledge and belief. the
contractor is entitled to the offset in the
IImount requested. and (ii) proves that
the cost or pricing data were available
before the date of agreement on price
but were not submitted. Such onsets
need not be in the same cost groupings
(e.g.. material. direct labor. or indirect
costs).

(6) An offset Shill! not be allowed if (i)
the understated data was known by the
contractor to be understated when the
Certificate of Current Cost or Pricing
Data was signed. or (ii) the Government
proves that the facts demonstrate that
the price wouid not have incn~ased in
the amount to be offset even if the
available data had been submitted
before the dale of agreement on price.

(e) (f(1) both contractor and
suucontractor submitted and (2) the
contractor certified. or should have
certified. cost or pricing data. the
Government has the right. under the
clauses at 5~.21frZ2. Price Reduction for
Defective Cost or Pricing Oat>!. and
52.215-23. Price Reduction for Defective
Cost or Pricing Duta-~10difjc<ltio!1s. to
reduce the prime contract price if it was
significanl1y increased because a
sul>coiltractor suomitted defective da!a.
This right applies whether these data
sUflported subcontract cost estimates or
supported firm agreements between
subcontractor and contractor.

7. Section 15.R04---<l is amended by
revising paragraphs (a) and (b) to read
as follows:

15.804-8 Contract clauses.
(a) Price Reduction [or Dc!ecth'e Cost

or Pricing Doto. The contracting officer
shall. when contracting by negotiation.
insert the clause at 52.21fr22., Price
Reduction for Defective Cost or Pricing
Dilta. in solicitations and contracts
when it is contemplated that cost or
pricing data will be required' from the
contractor or Bny subcontractor (see
15.604-2).

(b) Price Reduction for Defectil'e Cost
ur Pricing Doto-Modlficotions. The
contracting officer shall. when
contracting hy negotiation. insert the
cl<luse at 52.21fr2J. Price RedUCtion for
Defective Cost or Pricing Data­
ModificDl ions, in solicitations lind
contracts when (1) it i~ contemplated
that cost or pricing data will be required
from thl! conlructor or any subcontractor

(sec 15.804-2) for the pricing of contract
modifications, and (2) the clause
prescribed in paragraph (a) of thi!;
subsection ha!; nol been included.

8. Section 15.806 is amended by
revising paragraph (b) to read as
follows:

15.806 Subcontract pricing
considerations.

(b) Except when the subcontract
prices are based on adequate price
competition or on established catalog or
market prices of commercial items sold
in substantial quantities to the general
public or are set by law or regulation.
any contractor required to submit
certified cost or pricing data or for
whom a waiver was granted under
lS.804-3(i) also shall obtain certified
cost or pricing data before awarding any
subcontract or purchase order expected
to exceed $100,000 or issuing any
modification involving a price
adjuslment expected to exceed $100.000
(see example of pricing adjustment at
15.804-2{a)(l)(ii) and see 15.804-6(g)
through (i)). To waive subcontractor cost
or pricing data, follow the procedures at
15.804-3(i).

PART 31-eONTRACTCOST
PRINCIPLES AND PROCEDURES

9. Section 31.20::H> is amended by .
Lidding p<Jr;lgraph (I) to read as follows:"

31.20!Hi Compensation for personat
services.

(l) Compensalion incidental to
business acquisitions. The following
costs are unallowable:

(1) Payments to empfoyees under
agreements in which they receive
special compensation. in excess of the
contractor's nonnal.severance pay'
practice. if their employment terminates
following a change in the management .,
control over. or ownership of. the
contractor or Bsub$tantial portion of its
assets.

(2) Payments to employees under
plans introduced in connection with a
change (whetber actual or prospective)
in the management control over. or
ownership of. the contractor or a

. substantial portion of its asscts in which
those employees receive special
compensation. which is contingent upon
the employee remaining with the
contrilctor for a specified period of time.

10. Section 31.20fr27 is amended by
revisinR paragraph (a) to read as
follows:

31.205-27 Organization costs.

(a) Except as provided in paragrilph
(b) of this subsection. expenditures in
connection with (1) planning or
executing the organization or
reorganization of the corporate slructure
of a business. including mergers and
IIcquisitions. (2) resisting or planning to
re!;ist the reorganization of the Corpofilte
structure of a business or a change in
the controlling interest in the ownership
of a business. and (3) raising capitallnet
worth plus long-term liabilities). are
unallowable. Such expenditures include
but are not limited to incorporation fees
and costs of atlorneys, accountants.
brokers, promoters and organizers.
management consultants and
investment counselors. whether or not
employees of the contractor.
Unallowable "reorganization" costs
include the cost of Bny change in the
contractor's financial structure.
excluding administrative costs of shor:­
term borrowings for working capital.
resulting in alterations in the rights and
interests of security holders. whether or
not additional capital is raised.

PART 52-SOLICITATION
PROVISIONS AND CONTRACT
CLAUSES

11. Section 52.214-27 is amended by
removing in the title of the clause the
date "(APR 1985)" and inserting in its
place the date "(APR 1988)" and by
adding paragraphs (d)(l) and (d)(2) to
read as follows:

52.214-27 Price Reduction (or Defective
Cost or Pricing Data-Modificatlons­
Sealed Bidding.

(d)(l) tf the Contracting Officer determiDes
under paragraph (bl of this clause that a pri~

or cost reduction should be made. the
Contrac(or agrees not to raise the following
mailers liS a defense-

(il The Contractor or su\x:onlractor wa. II

Bole source supplier or otherwise was in a
superior bargaining posH ion and thus the
price of the contract would not have been
modified even if accurate. complete. and
CUlTent cost or pricing data had been
lubmilled:

(ii) The ContracUng Officer should have
known that the cost or pricing data in Issue
were defective eveD though the Contractor or
Bubcontraclot" took no .mllD.tive acrion 10

bring the character of the data to the
allention of the Contracling Officer.

(iii) The contract was based on an
"Ilrcemr.nt IIb<Hlt the total cost of the conlr.ct
Hnd there WH& no agreement about the cost of
each item procured under the contract: or

(h" The ContTilctor or Bu\x:ontnfclor did
nul sul.omit It Ccrlificute or Current Co~l or
PridflIlD;JC".
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.DEPARTMENT OF DEFENSE·

GENERALSERVtCES
ADMINISTRATION

NATIONAL AERONAUTICS AND
SPACE ADMINISTRATION

48 CFR Parts 30 and 31

Feder81 Acquisition RegUlation (FAR};
Mergers and Other Business
Combinations

AGENCIES: Department of Defense
(0001. General Services Administrution
(GSAJ. and National Aeronautics ami
Space Administtation (NASA).
ACTION: Notice of intent to develop H

proposed rule.

SUMMARY: The Civilian Agency
Acquisition Council and illc D~fl~[jse
Acquisilion Rl:gllialery Council illVill~

public comment concerning the
develt'pnH'llt of changes to FAR Parts ;10
and :n all the allowability of costs
incident to nwrgl~rs and other busine:is
combinations.

DATE: Comments should IJl: submitted to
the FAR Secretarial at the address
shDwn beiow on or before Oe<:eml){~r2U.
HJU7, 10 be considered in the Cormu\;J liun
(If H profJo~('d rull:. Ph:a~l~ ci!e ['l\R CHSI~

f!7-4J in all corrl~spondence re!riled 1"
thiS Issue.
ADDRESS: Intl~n!sted partil;s should
submit wrilll!n comments to: Genr!ral
Services Administration. FAR
Secretariflt (VRS). 18th & F Street NW..
Room 4041. Washington. DC 20405.
FOR FURTHER INFORMATtON CONTACT;
Ms. Margaret A. Willis. FAR Secretljfiul.
Telephone [202J 523-4755.
SUPPLEMENTARY INFORMATION:

Background

The Defense AcquiSition Regulatory
and Civilian Agency Acquisition
Councils have been reviewing the
subject of nusiness combinations. and
particularly the allowability of costs
resulting from such combioations. This
review has been occasioned by the
Councils' cuncern that existing
regllh,tions on certain aspects of this
subject may nol be adequate. oS
evidenced by reeent litigHtioll.
Specifically. the Councils are
cOlL<;idering whether. in circumstances
whl:re a Government contractor is
acguired. the Government should
recognize depreciation or cost Of money
flowing from asset write-ups that result
if the "purchase method" is used to
accOtmt for the business.combination.
Government representatives' have
expressed concern whether. in the
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Tbe-appllt:abili\t 'Seetion of~ch
safety<stllndM'dfndicll testhe vehicl
classifications towhfch-the stand
applieS: IUs the responsibility 0
maRufactorer to.make theiniti
determination ofa motor ve e's type.
consistent with the agency" efinitlons
in I 571.3. In addition. N A's
certification requirem in Part 567
require the mailufact to specify each
vehicle's type and ertify that the
vehicle complies all of the motor
vehicle safety s dards applicable to
thai type..The ency subsequently may
reexamine anufadurer's
classificH' of its vehicles if it appears
thnt thc ve not been classified
proper. Such reexaminations usually
are e in lhe context of a compliclDce
or orcement proceeding.

e criteria in sections 103 (a) and (f)
the Safety Act also govern the agency

in ils m<lking any determination to
amend a standard. including revoking its
Hpplicability to a particular vehicle type.
To ,wlend or revoke a stanclard
ordinarily would require a showing thut
the standard or a particular provision of
the standard no longer meets the need
for moLor vehicle safety (or, perhaps.
that it m'\'er did mept that need) or that
it fails to meet one of the other crill~ria

ufsecHonl03(alor(n

II. Petition of the Insurance Institute for
Highway Safety

The Insurance Institute forHighway
ety {iUIS or petitioner} petitioned

SA to begin rolemaking under the
ve c-safety program to establish new
saf definitions of motor vehicle types
that consistent with current
manu uring.and marketing strategies
and tha e based on vehicle use.

Focusi on motor vehicles used for
personal t sportation. the petitioner
states that current vehicle
c1assificatio stem is outmodcd,
which l'esultssafety standards being
applied differe' to vehicles that have
substantially th me use. Specifically.
lUIS notes that" t trucks and hybrids
such as the so cal 'minivans' "
compete for the sa arket as
passenger cars. but ot have to meet
several important pas ger car safety
standards including th quirements for
automatic occupant era mtection
and those for head restra , side door
strength. roof crush resista . and
center mounted brake lights

In explaining what it belie
the genesis of this situation. II

. summarizes.the agency's initial
standardrolemakingoproceeding.
agencypropMed{DeCember 3, 1
FR 15Z12)1Wodfstiilctvehitle type
whose ratfonales were based on use

eding on API,licltllon

ts

cgullltury I-'ramework
mroNlncemRtihl!e fM

y
.hicleTypes and

:OockN hounfate8 a.m. to 41t.m.:
. uy through Priday. .

URTHER JNFORMAnoN CONTACT:
orahParker. NRM-011,National

Traffic Sllfety Administration;
0.400 Seventh Street. SW., .

n. DC 20590 [202 366-4951).
ARY INFORMATION:

FO
Ms
f1igh~ .
Room'
Washi
SUP1>LEM

Tahle of Co

I. Statutory 8

II. f'l:titiun of t
Hi1:hway

Ill. History of the
[)pfiniHon5

IV. This Notice
/\. Effe<:t of this I

of Standards
B. Swpe
C lldinitions of Curr.

SilfPly Terms [49 CF
lJ.O[Jlions
E. Cr·neral Quelilions
F. Request for Commellis
C. List of Motor Vehicle Te

V. Other mailers
1\. EJl.ecutive Order 12291 and

R,pgLlliltory Pulicil,g i1nd Proc
B, ~~idjonaL Environmentill Pnlic
C. R..g,lIallJry Flexibility Act
n. Sem;ilnml>.1 Agenda

l. Statutory and Regulatory

Th(~ Nationill Traffic H

VdlicJe Safety Act of 1
15 U.S,c. 1381-1431)
Nation..1 Highway
Administration (r A or agency) to
issue safety sta rds for new motor
lichicles and motor vehicle
equipment. romnlgated by NI-ITSA.
these safe tandards establish

rformance r:equirements for
ides and items of motOf'

.quipment. Section 103[1I} of the
Act requires each standard to be

cticable". to meet "the need for
ltor vehicle safety". and to be "stated

n objective terms."
In addition. section 103{O of the

Snfety Act requires the agency to
consider whether the standard is
"reasonable. practicable and
appropriate for the particular type of
motor vehicle or item of motor vehicle
equipment for which it is prescribed"
(emphasis added} and contributes to
"carrymg out the purposes of the Act."
To aid it in developing 8afety standards.
as well as in determining the
applicability and appropriateness of Il

specific safety standard. the agency has
established definitions for basic motor
vehicle types. These definitions are
contained in § 571.3 of theagency's
regulations and are reprinted in Part
IV.C. of thill Preamble for e81'ly -

- reference. (AtUeferencesln tfrisnOtice
to NtITSA'II regul8tioila lIrem .ections .
or parts. contIImed brChaptur"'Vl)fTttt&

. 49 of the Code of¥etJeral Regulations.)

ate: Comments
December 28.

this Preamble for
ation on submitting

mments ahould refer to the
et numberan.d'notice

tltt be stlbinlttecfto:- Docket
, HattOnalHfghwSy Traffic'

·Atbtdnwtr8tlbn. Room 5109,400'
enth Street SW.. Washington. DC -.

SUMMARY: This notice follows the
NHTSA's granting of a petition from the
Insurance Institute for Highway Safety.
requesting the agency to redefine its
classes of motor vehicles so that
vehicles used primarily to transport
passengers are not classified together
with vehicles used primarily to transpo
cargo. The agency is publishing this
document to request public,commen
possible new approaches to motor
vehicle classification for purpos
Federal motor vehicle safety s
The comments and other av .
information will be consid
agency in determining w
propose any changes'
definitions.
DATES: Comment
must be submitte
1987. See Part I
additional inf
comments.

49 CFR Part 571

DEPARTMENT OF TRANSPORTATION

Guvernment procurement.
U.. ted: October 22. 1987.

Frank Van Lierde.
Adiltg DirP.ctor. Of/icf< 01 ff'dt,ml AG'!I//l;ilioJ>
(lnd Regu!a/ory Po/icy.
/FR Doc. 1i7-24i145 Filed 10-27-87; 8:45 ,1111 I
BILUNG COD~ 682lHit-M

[Docket No. 87-15; Notice 11

Federal Motor Vehicle Safety
Standards; Vehicle Classification

AGENCV: National Highway Traffic
Safety Administration (NHTSA), DOT.

ACTION: Advance notice of pmposed
rulemaking.

National Highway Traffic Safety
Administration

circumstances-when- 8 i:on1'r8ot prire
. will be negotillted bllSed'upOo-the, .
contractor'. cost, the Government
should be at risk of plly;ng higher1>rice~

simply becaute'Of It change in
ownership of the supplier. Accordingly,
the Councils will consider-comments
fwm interested parties regarding
approaches the Councils. might employ
in dealing with this Issue.

Ust of Subjec:ts in 48 CFR. Parts 30, and
31

•••••4 .... _......... " ..

-



Federal Register J Vol. 52, No. 92 I Wednesday. May 13. 1987 I Proposed

48 CFR Part 31

Federal AcqUisition RegUlation (FAR);
Extraordinary Compensation and
Certain Organization Costs In
Connection With Mergers and Other
Business Combinations (Golden
Parachutes and Golden Handcuffs)

AGENCIES: Department of Defense
(000), General Services Administration
(GSA), and National Aeronautics and
Space Administration (NASA).

ACTION: Proposed rule.

(1) Costs of organizing, selling up and
sponsoring the meetings. symposia, etc.,
including rental of meeting facilities,
transportation, subsistence, and
incidental and directly associated costs.

(2) Costs of attendance by contractor
employees, including travel costs (see
31.205-46).

(3) Costs of attendance by
noncontractor personnel provided (iJ
such costs are not also reimbursed to
the individual by the employing
company or organization, and (ii) the
individual's allendance is essential to
achieve the purpose of the conference.
meeting. symposium, etc.

(FR DOG. 87-101l42 Filed ~12-a7; 8:45 ami
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SUMMARY: The Civilian Agency
Acquisition Council and the Defense
Acquisition Regulatory Council are
considering revising FAR 31.205--6 and
31.205-27 to clarify the allowability of
extraordinary compensation and certain
organization costs incurred in
connection with mergers and other
business combinations.

DATE: Comments should be submilled til
the FAR Secretariat at the address
shown below on or before July 13, 1987.
to be considered in the formulation of a
final rule.

ADDRESS: Interested parties should
submit written commenls to: General
Services Administration. FAR
Secretariat (VRSj. 18th & F Streets NW.,
Room 4041. Washington, DC 20405.

Please cite FAR Case 87-19 in all
correspondence related to this issue.

FOR FURTHER INFORMATION CONTACT:
Ms. Margaret A. Willis, FAR Secretariat.
Telephone (202) 523-4755.
SUPPLEMENTARY INFORMATION:

A. Background

The Defense Acquisition Regulatory
lJnd Civilian Agency Acquisition
Councils have been reviewing for some
time the subject of business
combinations. and particularly the

te) When the principal purpose or a
meeting, conference. symposium, or
seminar is tbe dissemination of trade,
business. technical or professional
information. or the stimulation of
production or improved productivity:

1. The authority citation for Part 31
continues to read as follows:

Authority: 40 U.S.C. 4116(<:): 10 U.S.C. Ch.
137: lind 42 USC. 2473(c).

2. Section 31.205-43 is ilmended by
revising paragraph (c) and the
introductory text is republished to read
as follows:

PART 31-CONTRACT COST
PRINCIPLES AND PROCEDURES

31.205-43 Trade, business. technlcat and
professionat activity costs.

The following types of costs are
HlIowable:

B. Reg~latory Flexibility Act

The proposed rule is not expected to
have a significant economic impact on a
substantial number of small entities
within the meaning of the Regulatory
Flexibility Act, 5 U.S.C. 601. et seq.,
because most contracts awarded to
small entities are awarded on a
competitive fixed-price basis and cost
principles do not apply. An initial
Regulatory Flexibility Analysis has
therefore not been performed.
Comments are invited from small
businesses and other interested parties.
Comments from small entities
concerning the affected FAR Subpart
will also be considered in accordance
with Section 610 of the Act. Such
comments must be submitted separately
and cite FAR Case 87-610 in
correspondence.

C. Paperwork Reduction Act

The Paperwork Reduction Act (pub. L.
~511) does not apply because this
proposed change to FAR 31.205-43
provides clarifications as to the
allowability of trade. business, technical
and professional business activity costs.
and does not impose any additional
reporting or recordkeeping requirements
or collection of information from
offerors, contractors, or members of the
public which require the approval of
OMS under 44 U.S.C. 3501, et seq.

List of Subjects in 48 CFR Part 31

Government procurement.

Dated: May 1, 1987.

Lawrence J. Rizzi,
Director. Office ofPm/m'al AC'llliNitioll (lnd
Regulatory Policy.

Therefore, it is proposed tbat 48 CFR
Part 31 be amended as set forth below:

48 CFR Part 31

SUMMARY: The Civilian Agency
Acquisition Council and the Defense
Acquisition Regulatory Council are
considering changes to FAR 31.205-43,
Trade, business, technical and
professional activity costs, that tire
intended to clarify allowability policy.
DATE: Comments should be submilled to
the FAR Secretariat at the address
shown below on or before July 13, 1987,
to be considered in the formulation of a
final rule.
ADDRESS: Interested parties should
submit wrillen comments to: General
Services Administriltion, FAR
Secretariat (VRS), 18th & F Streets NW..
Room 4041. Wilshinglon, DC 20405.

Please cite FAR Cilse 87-18 in all
correspondence related to this issue.
FOR FURTHER INFORMATION CONTACT:
Ms. Margaret A. Willis. FAR Secretariat,
Telephone (202) 523-4755.
SUPPLEMENTARY INFORMATION:

A. Background

There has been a proliferation of non­
Federal Government sponsored
symposia resulting in possihly
unreilsonllble costs being charged
against Government contracts. In
addition. Government contracting
officers and auditors have found thilt the
present cost pl'inciple does not address
the attenthmr.e of company employees
at such .wfivilies. it does not describe
the circumstances in which the cost of
attendance by nonconlractor employees'
costs might be allowilble, and it does
not distinguish betwf~en selling up or
sponsoring meetings, conferences.
symposia. and seminiHS Hnd Hllending
those events. This proposed rule was
necessitated by a need to control costs.
to dearly state the policy or the
Government with resped to these costs.
and to describe more specifically the
nature of costs which are allowable. The
proposed changes do not reflect or result
from a change in allowability policy.

Federal Acquisition Regulation (FAR);
Trade, Business, Technical and
Professional ActiVity Costs

AGENCIES: Department of Defense
(DoD), General Services Administration
(GSA), and National Aeronautics and
Space Administration (NASA).
ACTION: Proposed rule.

DEPARTMENT OF DEFENSE

GENERAL SERVICES
ADMINISTRATION

NATIONAL AERONAUTICS AND
SPACE ADMINISTRATION

-
.~
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appropriate Government contract
costing resulting from such
combinations. This review has been
occasioned both by the increased pace
and size of such events in recent years.
and also by the Councils' perception
that existing regulations on certain
aspects of this subject are inadequate.
Of special concern are the costs of
"golden parachutes" and "golden
handcuffs," which are extraordinary
payments above and beyond.ordinary,
customary. and reasonable
compensation payments to employees
for services rendered. Also of concern is
the fact that there is no explicit coverage
on the allowability of the costs of
resisting a corporate takeover. In the
special circumstances of Government
procurement, in which companies'
recorded cost structures are often
directly reflected in price. the Councils
believe the Government should not be at
risk of paying higher prices simply
because of ownership changes at its
suppliers. Instead, the Councils hav~
concluded that additional coverage at
FAR 31.205-6 and 31.205-27 is necessary
to protect the Government from having
to bear the costs of special
compensation arrangements and various
organization costs often attendant upon
business combinations.

B. Regulatory Flexibility Act
The proposed changes to FAR 31.205­

6 and 31.205-27 are not expected to have
a significant economic impact on a
substantial number of small entities
under the Regulatory Flexibility Act (5
U.S.C.• et seq.) because most contracts
awarded to small entities are awarded
on a competitive fixed-price basis and
the cost principles do not apply.

C. Paperwork Reduction Act

The Paperwork Reduction Act (Pub. L.
96-511) does not apply because the
proposed rule does not impose any

additional recordkeeping or information
collection requirements or collection of
information from offerors, contractors.
or members of the public which require
the approval of OMB under 44 U.S.C.
3501, et seq.

List of Subjects in 48 CFR Part 31

Government procurement.
Dated: May 4. 1987.

Lawrence J. Rizzi,
Director. Office ofFederal Acquisition and
Regulatory Policy.

Therefore. it is proposed that 48 CFR
Part 31 be amended as set forth below:

1. The authority citation for Part 31
continues to read as follows:

Authority: 40 U.S.C. 486(c); 10 U.S.C. Ch.
137; and 42 U.S.C. 2473(c).

PART 31-CONTRACT COST
PRINCIPLES AND PROCEDURES

2. Section 31.205-6 is amended by
adding paragraph (I) to read as follows:

31.205-6 Compensation for personal
services.

* *
(I) Compensation incidental to

business acquisitions. The following
costs are unallowable:

(1) Payments to employees under
agreements in which they receive
special compensation, in excess of the
contractor's normal severance pay
practice, if their employment terminates
following a change in the management
control over, or ownership of, the ­
contractor or a substantial portion of its
assets. These arrangements are
commonly known as "golden
parachutes,"

(2) Payments to employees under
plans introduced in connection with a
change (whether actual or prospective)
in the management control over. or
ownership of, the contractor or a

substantial portion of its assets in which
those employees receive special
compensation, in addition to their
normal pay, provided that they remain
with the contractor for a specified
period of time. These arrangements are
commonly known as "golden
handcuffs,"

2. Section 31.205-27 is amended by
revising paragraph (a] to read as
follows:

31.205-27 Organization costs.

(a) Except as provided in paragraph
(b) of this subsection, expenditures in
connection with (1) planning or
executing the organization or
reorganization of the corporate structure
of a business, including mergers and
acquisitions. (2) resisting or planning to
resist the reorganization of the corporate
structure of a business or a change in
the controlling interest in the ownership
of a business, and (3) raising capital (net
worth plus long-term liabilities], are
unallowable. Such expenditures include
but are not limited to incorporation fees
and costs of attorneys, accountants,
brokers, promoters and organizers,
management consultants and
investment counselors, whether or not
employees of the contractor.
Unallowable "reorganization" costs
include the cost of any change in the
contractor's financial structure,
excluding administrative costs of short­
term borrowings for working capital.
resulting in alterations in the rights and
interests of security holders, whether or
not additional capital is raised.

[FR Doc. 87-10841 Filed 5-12-a7; 8:45 am)
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ANALYSIS

~__4_~__F_ED_E_R_A_L_CO_N_T_R_A_C_T_S_RE_P_O_R_T ~ ~
ACQUISITIONS AND MERGERS

OF GOVERNMENT CONTRACTORS
Norman Steiger*

Suzy Evans

Mergers and acquisitions among companies that
perform a substantial amount of government contract
work have become a standard occurrence. Two
notable examples are the acquisition by General
Motors of Hughes Aircraft in 1985 and the acquisition
by Burroughs Corp.-now known as Unisys
Corporation-of Sperry Corp. in 1986.

In such instances, issues specific to the law of
government contracts often become important­
sometimes even deal-breakers. Some of the significant
questions that arise are when should a novation agree­
ment be required, what are the terms, how should the
allowability and allocability of costs related to or
resulting from an acquisition or merger be treated?l

When Should Novation Agreements Be Required?

Subpart 42.12 of the Federal Acquisition Regulation,
covering Novation and Change of Name Agreements,
prescribes the policies and procedures covering-

- the recognition of a successor in interest to
government contracts when a contractor's assets are
transferred;

- the execution of novation agreements and
change-of-name agreements by the contracting
officer .2

A novation agreement is defined as "a legal instru­
ment executed by (a) the contractor (transferor), (b)
the successor in interest (transferee), and (c) the
government by which, among other things, the trans­
feror guarantees performance of the contract, the
transferee assumes all obligations under the contract,
and the government recognizes the transfer of the
contract and related assets."3

The assignment of government claims or contracts
is expressly prohibited by two separate statutes.4

However, a transfer or assignment of a claim against
the government by operation of law, such as a transfer
resulting from a corporate merger, reorganization, or
dissolution, has been held to be outside this statutory
proscription. 5 Otherwise, neither the statutes nor the
FAR offer enlightenment as to when a government
('onlraet is eonsidered "as:-;igned" or "transff'rrf'o." in
l:outravcntlOn of the government's rights.

One commonly used method of acquiring another

.. Mr. Steiger is General Counsel, Defense Systems
Sh.ipboard and Ground Systems Group, Unisys Corp.
Ms. Evans is counsel.

company is to purchase all of its stock rather than to
buy its assets, which assets might include rights under
its uncompleted government contracts. In the acquisi­
tion of Hughes by General Motors and in that of
Sperry by Burroughs, the acquiring company in each
instance bought all the stock of the acquired govern­
ment contractor. However, after the initial acquisi­
tion, these combinations took different courses.
General Motors has maintained Hughes' status as a
separate, legally independent corporation of which it
was the sole stockholder. Burroughs liquidated the
Sperry Corp. by passing its assets through a newly
created company, the SP-Ac1uiring Corp., which was
then merged into Burroughs. In both cases, the gov­
ernment required the acquired (and acquiring) corpo­
rations to negotiate a novation agreement.

Logically, a change in the ownership of stock in a
corporation that retains its separate legal identity, as
in the acquisition of Hughes by General Motors, should
not be considered either an assignment or a transfer
by the acquired corporation of its contracts. Whether,
in cases in which the acquired company is merged into
the acquiring corporation, the exception for transfers
by operation of law applies to contracts with the
government is less clear.

In Seaboard Air Line Ry. v. United States,7 the
Supreme Court recognized a claim for transportation
services asserted by a company that had survived a
merger with the original contractor. "We cannot be­
lieve that Congress intended to discourage, hinder, or
obstruct the orderly merger or consolidation of corpo­
rations as the various states might authorize for the
public interest. There is no probability that the United
States could suffer injury in respect of outstanding
claims from such union of interests ..."

If Seaboard is still good law, and if the Court's
reasoning applies to the assignment of contracts as it
does to the assignment of claims (a point on which
apparently there is no case law), then there is no basis
under either statute for the government to require
contractors that merge with, or are merged into, other
companie:-; to enter into a novation agref'mf'nt 8

However, the government requires contractors,
such as Sperry and Hughes as well as others whose
ownership or identity has changed, to enter into a
novation agreement. The government apparently does
not use as a criterion for determining when a novation
agreement is required either (i) whether a novation
agreement would be considered appropriate in the

3-7-88 Copynght iO 1988 by The Bureau of National Affairs, Inc.
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commercial context or (ii) whether a "transferor" has
survived to "guarantee" the "transferee's"
performance.

Whether the government has the right to demand
that any contractor in which a third party acquires a
controlling interest negotiate a novation agreement
under FAR Subpart 42.12 is a question that has never
been litigated. Seaboard implies that the govern­
ment's authority to do so must be derived from a
source other than the Anti-Assignment Acts. Since the
FAR requirements go beyond the acts as interpreted
by the courts, a contractor might successfully argue
that Congress did not intend to, and in fact has not,
proscribed assignments by operation of law such as
those described.

However, whether the government had the author­
ity to demand that a particular contractor negotiate a
novation agreement was an issue raised, if not
decided, in ITT Gilfillan v. U. S.9 ITT Gilfillan
argued that the novation agreement that specifically
barred the contractor's recovery of costs associated
with the transfer of contracts was a nullity because it
lacked consideration. ITT contended that the transfer
of contracts had taken place by operation of law and
therefore there was no legal requirement for a nova­
tion agreement.

The Court of Claims rejected that analysis. Instead,
the court accepted the government's argument that its
good faith forbearance in not asserting a bar against
the "transfer" of this contract under the anti­
assignment statutes was sufficient consideration for
the novation agreement. The court did not find it
necessary to examine the nature of the acquisition
agreement in order to reach this result.

The court indulged in a rather obvious piece of
circular reasoning: the government's demand that ITT
Gilfillan enter into a novation agreement providing
for the future treatment of costs incurred under these
very contracts was an assertion of the government's
claim. Getting what you demand hardly constitutes
forbearance from claiming it.

Logically, the key issues in determining whether a
novation agreement is legally required for a govern­
ment contract are:

(i) whether the transaction in which the contractor's
status was changed is a voluntary "assignment" or
transfer of the contract that is prohibited by the Anti­
Assignment Act, and

(ii) if not, whether there is some other authority for
the broader applicability of the FAR.

However, a contractor wishing to determine
whether the government does have such a right can­
not, without substantial risk, secure a timely ruling on
the question.

Furthermore, the government's position on the
(]uestion has been quite clear. at least since the
amendment in 1984 of section 26-402(b) of the Defense
Acquisition Regulation. iO

The earlier version of DAR 26-402(a) had stated that
the government could elect to recognize a third party
as the successor in interest to any government con­
tractor "where the third party's interest arises out of
the transfer of all ... or all that part of the con·

tractor's assets involved in the performance of the
contract."

The 1984 revision added a new subsection, (b)(iii),
giving the following example of such a transfer:

"transfer of the ownership of a contractor
through a stock purchase transaction, or by any
other means, when the Secretary concerned
determines that the sale may significantly affect
the government's rights and interests under ex­
isting and future contracts." (Emphasis supplied)
This broad assumption of authority by the secretary

of defense was not carried over to the FAR. Nonethe­
less, the government apparently takes the position
that any contractor which has undergone a change in
control must enter into a novation agreement cover­
ing all of its previously awarded contracts, even
though neither its legal status nor its ability to per­
form has been altered by that change in control. The
government has taken this position even though the
application of elementary principles of law almost
compels the conclusion that such a change in control
constitutes neither an assignment nor a transfer of the
corporation's contracts and that no consent or
acknowledgement by the government therefore is
required under the Anti-Assignment Acts.

Also, the government has demanded that a contrac­
tor which is merged with another legal entity, so
transferring all of its assets by operation of law (and,
presumably increasing-rather than decreasing-its
ability to perform any "unexpired" government
contracts), novate all such contracts.

To argue that the anti-assignment statutes apply in
the first case is specious. To claim that the FAR
definition of a "novation" in 42-1201 covers a merger
situation, in which the "transferor" of a government
contract does not survive to guarantee its per­
formance, is to misread it entirely.

Nevertheless, the government has a powerful
weapon to compel contractors, even in these situa­
tions, to begin novation discussions: it can refuse to
pay for work performed by the contractor after either
of these events. Considering the effect of such a
refusal, most contractors do not even contest the
point.

Clearly, the government has the right to protect its
interests as a party to any contract. At a minimum,
the government's interest is to ensure that any succes­
sor contractor have at least the same capability to
perform as did the original contractor. Also, under a
cost type contract (which often includes those for high
dollar-value items vital to the national security), at
least a portion of the contractor's overhead (including
general administrative costs and independent re­
search and development costs) is reimbursed. The
government therefore has an interest in ensuring that
inrreases in those expenses which result from surh a
change in control are not reflected in costs under any
pre-merger or pre-acquisition contract with a par­
ticular company. Finally, the government-as would
any commercial contracting party-has an interest in
the continuity of contract performance.

Granting all of this, it is nevertheless clear that the
FAR requirements (at least as applied to date) fail

3-7-88 Federel Contracts Report
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adequately to fulfill the following necessary or useful
functions:

• to balance the government's legitimate interests in
the performance of its contracts with the interests of
the contractor and of the larger community in a free
market for ownership interests in companies that
engage in government contracting;

• to provirlp rprt::linty ::Inri prprlirt::lhility to hoth thp
contracting parties; and

• to treat with appropriate distinctions the variety
of transactions by which, under a broad interpretation,
a contract may be "transferred" or assigned.

In any case, the government frequently uses the
"requirement" for a novation agreement as an oppor­
tunity to secure concessions on unrelated points. Clari­
fying FAR 42.12 by clearly excluding from its cover­
age transfers that occur by operation of law through
corporate mergers or similar events would, at a mini­
mum, reduce the opportunities for overreaching.

Further, the government's enforcement of the nova­
tion requirement probably is inconsistent and frag­
mentary. There is no statutory or regulatory provision
requiring a contractor to report to the government a
change in its ownership or control which, under either
FAR 42.12 or under the Anti-Assignment Acts, would
need the government's consent in the form of a nova­
tion agreement. Thus, some transactions of the type
covered by FAR 42.12 may escape the notice of the
cognizant contracting officer when a company is ac­
quired or merged with little or no publicity. It also is
reasonable to assume that many small contractors
which incorporate, go private, or whose stock changes
hands without changing the name under which their
government contracts business is conducted, never
negotiate a novation agreement with the government.
Yet. in at least some of these cases, the change in
status or control might well adversely affect the
contractor's ability to perform its pre-existing
contracts.

Given the government's practice of conditioning a
novation agreement on contractors' acceptance of
terms in addition to those required by the FAR, and
the fact that changes in the status of some contractors
which are not reported could or do affect their ability
to perform, there are several issues that should be
resolved:

• when a novation agreement should be required,
• whether (or how) the government's right to require

a novation agreement should be limited, and
• how the requirement for a novation agreement

should be enforced.

Terms of the Agreement

FAR 42.1204 prescribes the basic form and ele­
ments of a novation agreement. The contractor (trans­
feror) must document, by authenticated copies of the
relevant instruments, each step of the underlying
transaction to which the novation is related, and each
such agreement must begin with a detailed recitation
of the dates and effect of each such document. ll

Also reqUired are the following:
• a list of all "affected contracts and purchases

remaining unsettled,"

FEDERAL CONTRACTS REPORT

• together with the consent of all sureties whose
consent is required,

• the opinion of "legal counsel for the transferor and
transferee stating that the transfer was properly
effected under applicable law, and the effective date
of the transfer,"

• evidence of the transferee's ability to perform the
rontrart~. rprtifipd halanrp ~hppt~ of thp transfpror
and transfertie reflecting their respective financial
positions "immediately before" the transfer, and

• evidence that applicable security clearance
requirements have been met.

The form for the novation agreement that is pre­
scribed by FAR 42-1204(e) obviously was designed for
simple transactions rather than, for example, the
series of events by which the merger of Sperry into
Burroughs was effected. In a novation agreement, the
transferee assumes the transferor's obligations under
the listed contracts which the transferor must guaran­
tee, although it waives all of its rights under them12,

and the government accepts the transferee as a sub­
stitute contractor.

When a company performs contracts for more than
one government agency, the question of identifying
the "responsible contracting officer" is answered by
FAR 42.1202, which provides:

(a) If any of the affected contracts held by the
transferor have been assigned to an administra­
tive contracting officer ..., the responsible
contracting officer shall be -

(1) This ACO; or
(2) The ACO responsible for the corporate

office, if affected contracts are in more than one
plant or division of the transferor.

(b) If none of the affected contracts held by the
transferor have been assigned to an ACO, the
contracting officer responsible for the largest
unsettled (unbilled, plus billed but unpaid) dollar
balance of contracts shall be the responsible
contracting officer.
Nothing in FAR 42-12, or, indeed, in any other

statute or FAR provision, explicitly gives the govern­
ment any right to condition its acceptance of a nova­
tion upon the surrender by either the transferee or the
transferor of any rights either of them might other­
wise have. Rather, a reading of all of FAR 42-12
provisions together almost compels the conclusion
that the contracting officer, when reviewing a
proposed novation agreement, is performing what is
almost a ministerial task. That is, the contracting
officer should promptly reach agreement with the
transferee on a novation agreement that includes all­
but only those-points covered by the model form
incorporated in 42.1204 with any transferee who sup­
plies the processing documents required by 42.1203
and who demonstrates the financial and technical
ability to perform the open contracts "transferred,"
according to the terms of those contacts.

Unfortunately, most novation agreements to which
the government is a party have for some time in­
cluded a number of substantive provisions in addition
to the points mandated by FAR 42.12.

Consider-as one example of the problems that face
"transferees" because of the government's broad in-
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terpretation of the scope of novation agreements-the
question of acquisition costs. One provision apparently
common to all government novation agreements is a
prohibition against any increase in costs associated
with any government contract as a result of the
transfer.13 Also, according to FAR 31-205.27, the costs
associated with any merger or acquisition involving a
government contractor (inclUding all related profes­
sional services, legal and accounting) are clearly
unallowable.14

Granting that the government's interests require
such provisions, should not the basic novation agree­
ment provided in FAR 42.1204 specifically include
terms by which the transferee accepts these points?

AFAR provision defining or identifying what con­
stitutes an "increase" in costs as a result of the change
that prompted the novation would minimize litigation
and provide valuable guidance both to government
auditors and to prospective purchasers of companies
engaged in government contracting.

Moreover, with such a regulation in place, the gov­
ernment would be less likely to insist on including
additional protections as part of a novation agree­
ment, such as an agreement by the transferee that no
merger or acquisition-related costs will be recovered
under future contracts for a specified period, or that
the transferee will not sell the acquired corporation
(or assets) for a minimum period after the novation.

The effort and time required to negotiate the specif­
ic wording of each such additional clause are consider­
able, and benefit neither the government nor the
contractor. Moreover, such prolonged negotiations of­
ten create opportunities for confusion, such as the
need to use two names for the company-the old name
for contracts awarded before the transfer and the new
corporate name for contracts after transfer.

A more serious problem is that the uncertainty over
what additional terms the government may eventually
require in a novation agreement can adversely affect
the market value of companies involved in govern­
ment contracting.

Revaluation Of Assets And Treatment Of Costs

In three cases over the last 20 years, the courts have
ruled against transferee contractors on the question of
whether the assets of the acquired corporation could
be revalued.

In the most recent of these, Marquardt Co. v. U.
S.,15 the Federal Cirucit affirmed a grant of summary
judgment by which the Armed Services Board of
Contract Appeals had upheld a contracting officer's
decision that "the sale of a government contractor's
stock by one third party to another does not entitle the
contractor (1) to write-up its depreciable assets to
reflect the price paid for the stock and (2) to charge
uq,rcdi.llioll lhct·COll lo lhc t;Ovct'tlllltml."tif

To "write-up" or "step-up" assets means to increase
the book value of an acquired corporation's assets
from their original book value to their "fair" value,17
Since assets can be depreciated only from their book
value, to increase the book value of an asset is to
increase the depreciation which can be charged
against it. A government contractor's depreciation

costs are a factor in its indirect rates, therefore the
contractor's costs are effectively increased when it
steps up its assets.

The dispute, then, has been over when-or
whether-contractors may step-up assets after an
acquisition. Contractors have argued: (1) that the use
of the "purchase method" of accounting is required by
Generally Accepted Accounting Practices (GAAP),
which are adopted as formal Opinions of the American
Institute of Certified Public Accountants' (AICPA)
Accounting Practices Board (APB), and (2) that a
write-up of assets is required when the "purchase
method" is used.

Cost Accounting Standard 404.50, covering the
"Capitalization of Tangible Assets," states that:

(d) Under the "purchase method" of account­
ing for business combinations, acquired tangible
capital assets shall be assigned a portion of the
cost of the acquired company, not to exceed their
fair value at date of acquisition.

(e) Under the "pooling of interest method" of
accounting for business combinations, the values
established for tangible assets for financial ac­
counting shall be the values used for determining
the costs of such assets.
According to APB Opinion No. 16, under the pur­

chase method of accounting (which is used when one
company acquires another):

The cost to an acquiring corporation of an
entire acquired company should be determined
by the principles of accounting for the acquisi­
tion of an asset. That cost should then be allo­
cated to the identifiable individual assets
required and liabilities assumed based on their
fair values; the unallocated cost should be re­
corded as goodwill. [Para. 8].

The cost of an acquired company and the
values assigned to assets acquired and liabilities
assumed should be determined as of the date of
acquisition ... [Para. 94].
Nonetheless, Marquardt could not convince the gov­

ernment or the courts that it was entitled to write-up
its assets when it was acquired by another company.

In 1983, CCI Corp. sold all of the stock of the
Marquardt Co., its wholly owned subsidiary, to ISC
Electronics Inc. Interestingly, no novation agreement
was entered into among these parties and the
government.

When Marquardt allocated the price paid by ISC for
its stock among Marquardt's own assets, the company
adjusted its schedule of indirect costs under all gov­
ernment contracts-Le., it attempted to step-up the
value of its assets on government contracts from $8
million to $41.8 million and to depreciate using the
fair market value as the basis for those assets. This
udjuslmcnl, Marquul'dl e1uimcd, mel'ely l"Cnt,clcu
those "attendant increases in depreciation and 'facili­
ties capital cost of money,'" that had resulted from
the change in its ownership.

The contracting officer disallowed the increases,
and Marquardt appealed to the ASBCA.18 The board
rejected Marquardt's argument that generally ac­
cepted accounting principles permitted, indeed,
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required the use of the purchase method of accounting
when a "business combination" is accomplished
primarily through a cash purchase.19

The government, the board noted, maintains that
the purchase method of accounting does not apply in
Marquardt's situation-that no "business combina­
tion" had occurred, and that use of the purchase
method of accounting in these circumstances would
/lul UC Ifl accurdance wilh Uenerally Accepted Ac­
counting Principles and that, in any event, the costs
were unallowable under DAR 15-201.2.

The government, the board noted, maintained that
the costs were unallowable "because depreciation
must be based on actual cost less residual value, the
costs claimed were unreasonable in amount, and they
were not required for performance of a government
contract."20

In its initial opinion, the ASBCA determined that the
American Institute of Certified Public Accountants'
APB Opinion No. 16 applied only to those "business
combinations" that result in a single surviving "en­
tity," and therefore did not apply in this case, since
Marquardt had retained its separate legal entity. Also,
as the ASBCA pointed out, it was ISC rather than
Marquardt that incurred the costs of acquisition.
Therefore these costs could be reRected only in the
costs of any of ISC's government contracts:

"Marquardt now seeks to use the purchase of
its stock by [ISC] as a basis for converting an
expenditure by a third party into a 'cost' in­
curred by itself. In short, it seeks to create
something out of nothing and charge it against
its government contracts."21
Sweeping aside all of Marquardt's arguments, the

ASBCA on reconsideration ruled that, under DAR 15­
201.2, generally accepted accounting principles are
applicable only when appropriate to the particular
circumstances. "This standard has not been met
where, as here, the threshold requirement of cost
incurrence has not been met."22

In its own opinion, the court noted Marquardt's
argument that a novation agreement was not required
because the acquisition of its stock was not an "assign­
ment" of its contracts under the Anti-Assignment
Acts. The court, as had the ASBCA, dismissed
Marquardt's arguments that APB 16 controlled the
Olltcome of the case, concluding that "principles appli­
cable to an acquiring corporation are not necessarily
applicable to an acquired corporation."

The court further held that, through 31 CFR Sec.
:J~7.2(a), the Defense Contract Audit Agency has the
primary responsibility for interpreting accounting and
financial aspects of the DAR. The DCAA Manual
provided in Para. 7.1702 that a "business combina­
tion" exists only when a "single organization carries
on the activities of... previously separate, independ­
ent enterprises"23 and, in Para. 7.1707.a(a)(2), that no
write-up of assets acquired through a stock purchase
is permitted unless the acquired corporation was
liquidated.

Therefore. the court rejected Marquardt's argument
that r<'4uiring a liqUidation of the acquired company,
as a condition of permitting a step-up in its assets, was
irrational. Rather, the court found, the government in

doing so was acting responsibly and efficiently in
conducting its contracting business by avoiding a
duplication in the overhead costs charged.

In an interesting dissent, Judge Bissell argued that
the "economic realities" in the case were indis­
tinguishable from those in Gould Defense Systems,
Inc. 24

The government, Judge Bissell noted. "contends
that (JuuLd is distinguishable... because In (JouLd the
board was faced with a true business combination that
resulted from the merger of two corporations. Hence,
the government argues, that in Gould the purchaser
was properly allowed to record as its costs on its
books the fair market value of the assets it purchased
and charge those costs against its government
contracts,"25

If, as did Gould, ISC had acquired Marquardt by
proceeding with a series of steps that had no economic
motive other than gaining for Marquardt the right
both to write up its asset base and to charge the
associated increased costs to Marquardt's own govern­
ment contracts, the board and the Federal Circuit
would have accepted the same desirable (for the con­
tractor) outcome. To accomplish this, according to the
dissenting judge, ISC should first have established a
shell subsidiary, funded it with the equivalent of the
price it had agreed to pay (in cash and stock) to CeI
for its stock in Marquardt, and then caused the shell
subsidiary to distribute its assets to CeI by approving
a merger of the shell corporation with Marquardt:

"Under the majority's opinion the formalities
of setting up the shell corporation, followed by a
merger with a change in name, will have to be
continued for the sole purpose of government
contracting. Nothing is economically different
except that the contractor will incur additional
legal and accounting fees ...

The substance of the transaction, not the form,
should govern for all purposes, including the
determination of costs incurred for contracts
entered into both pre-acquisition and post­
acquisition. Such is not the case here."26
Unlike Marquardt where there was no novation

agreement, in both Sunstrand TurIJo 1'. n. 5.,27, and
LTV Aerospace Corp. v. U. S.,28 the gravamen of
the decision was the court's interpretation of just such
an agreement.

In the first case. Sunstrand had purchased the prop­
erties and fixed assets of a division of American
Machine and Foundry Co. in 1958. These assets includ­
ed two cost-plus-fixed-fee contracts. At the same time.
Sundstrand entered into a novation agreement with
the government and American Machine.

Paragraph 7 of the novation agreement stated that
the transferor and transferee agreed "that no claim
for payment by or reimbursement from the govern­
ment shall be made by either of them with respect to
any costs, increased taxes or ot.her expenses arising
out of or attributable to (i) said assignment, convey­
ance and transfer, or (ii) this Agreement, other than
those which the government would have been obligat­
ed to payor reimburse under the terms of the
contracts in effect prior to the execution of this
Agreement."29
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Sundstrand then charged to these two contracts, as
part of its costs of performing them, depreciation
based on the valuation of the purchased assets which
the IRS had approved for tax purposes. Before the
ASBCA and the Court of Claims, Sundstrand argued
that Paragraph 7 of the novation agreement barred
only claims for any increase in total contract costs as
a result of the acquisition and to the costs of the
acquisition itself.

Rejecting this argument, the board ruled that the
words "any costs" were too broad to support
Sundstrand's position. "They restrain the reim­
bursement of particular costs on a selective basis
where... the cost increase arose out of the transfer."

In affirming the board's decision, the court found
that the increase in depreciation value of the assets of
American Machine came under the prohibition "be­
cause it arose out of and was attributable to the
transfer."

In LTV, the same court used a similar "but for"
test to identify increases in contract costs that were
prohibited by a novation agreement. Interpreting al­
most identical language in the LTV novation agree­
ment, the court reached a similar outcome. Here, the
claimant had purchased all of the assets and pro­
perties of Chance Vought Corp. in 1961. Chance
Vought's assets at the time included at least one cost­
plus-fixed-fee contract. LTV then re-valued Chance
Vought's depreciable fixed assets and submitted for
this government contract cost figures that included an
allocation reflecting the re-evaluation. The court
summarized LTV's argument as follows:

"First, the novation agreement, specifically
the 'any costs' language, is ambiguous and there­
fore should be construed unfavorably to its
drafter-the government. Plaintiff asserts that
the only valid approach is to interpret 'any costs'
as being synonymous with 'total cost' ... [P]lain­
tiff argues that it should be permitted to prove
that its total cost. .. was not in excess of the total
cost which [Chance Vought) would have incurred
had it gone on to complete the Contract. Second,
plaintiff submits, alternatively, that at the very
least, it should be allowed to offset against de­
preciation cost increases certain identifiable
cost decreases (savings~ which arose wholly
because of the merger."3
The court rejected LTV's argument that

Sundstrand was essentially a case in which the
claimant had failed to meet its burden of proof that
total contract costs had not increased as a result of
the merger and asset step-up with the resulting in­
crease in depreciation costs. Finding unreasonable the
plaintiff's definition of the phrase "any costs,"31 the
court held that Sundstrand was both correctly decid­
l'd and clearly applicable to the facls of thi:; ca:;c.

From a review of these three cases and a compari­
son with Gould Defense Systems (in which the
claimant finally prevailed on an estoppel theory), it is
obvious the government will not concede the right of
any acquired or acquiring corporation to step-up the
value of assets affected by the transaction so as to
increase depreciation costs on any contracts pre­
dating the transaction. Compounding the problem for

contractors is the government's demand that even its
cost for option items where the option is exercised
after the effective date of an acquisition cannot be so
affected, if the original contract was executed prior to
that date.

This could have unforeseen or burdensome effects
long after the acquiring contractor has begun per­
formance of entirely new contracts. For example, to
comply, the contractor must at a minimum keep two
sets of books until the original contracts and modifica­
tions or option items have been completely performed
or delivered. The government, too, must expend a
disproportionate amount of effort auditing the con­
tractor's records of costs for the novated contracts to
ensure to its satisfaction-never easily achieved-that
the contractor has fully complied with these cost
limitations.

Perhaps the most important impact will be the
deterrent effect of these limitations on the market for
ownership interests in government contractors. No
potential buyer, when considering the value of a
target company, can ignore the possible long-term
consequences of including in a novation agreement
terms such as those the government sometimes
demands.32

Inevitably, the value of government contractors
must be discounted in the marketplace to reflect this
risk, as well as the uncertainty as to cost of any
additional onerous terms. In the long run, the govern­
ment loses when this happens, since any contractor's
ability to raise equity is diminished by such discount­
ing. In its vigilance to keep down costs on particular
open contracts today, the government may unneces­
sarily be increasing its future costs on all
procurements.

It may be true, as the government argued in Gould,
that "there are no more productive assets the day
after an acquisition than the day before."33 But, the
conclusion that the assets were appropriately valued
on that day does not necessarily follow. In any case, as
the board observed in Gould-a case in which the
acquisition by one company of another resulted in
increased competition for an important torpedo pro­
gram contract-"numerous other benefits and econo­
mies may accrue to the contractor as a result of the
merger, including increased capital resources and
management."34

The DAR Council and the Civilian Agency Acquisi­
tion Council in October asked for comments on the
allowability of costs incident to mergers and other
business combinations, specifically, whether the
government should recognize depreciation or cost of
money flowing from asset write-ups if the purchase
method of accounting is used.35 The agencies, the FAR
Councils noted, have questioned whether, under a cost
contract, "the government should be at risk of paying
higher prices simply because of a change in ownership
of the supplier." Comments were due Dec. 28.

The concern in the contractor community is that the
FAR will be amended explicitly to prohibit any post­
acquisition write-up of intangible assets, or goodwill,
whatever accounting method is used for other pur­
poses. The wisdom of such a change is not generally
accepted.
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FOOTNOTES
1 This article focuses on acquisitions of and mergers

between U.S. contractors, and does not discuss issues
raised by the acquisition of U.S. contractors by foreign
companies.

2 FAR 42.1200
3 FAR 42.1201.
For commercial, Le., non-government contracts, a

lIova t iOIl is: "SulJ:;ti tutlUJI of new contract between
same or different parties." Black's Law Dictionary
(4th Ed. Rev. 1968) at 1213. But see, Hunter's Modern
Law of Contracts Para. 12.05[1Ib] (1986). According to
Sec. 1297 of 6 Corbin on Contracts (1962) at 213:

"[t]he term 'novation' is never used except to
denote substituted executory contract," and is
"generally used only when the substituted con­
tract involves at least one new party; and... this
new party must be a substituted obligor in place
of a former obligor or debtor who is discharged."

See also Williams Petroleum Co. v. Midland
Cooperatives, 679 F.2d 815, 819 (CA 10 1982)
(applying Oklahoma law):

"Novation is the replacement of an unexpired
contract by another contract reached through
renegotiation or the substitution of a new party
with the concurrent release of an original party
from liability."

4 The Anti-Assignment Acts, 31 U.S.C. §3727; 41
U.S.C. §15. The latter (and broader) statute provides:
"No contract or order, or any interest therein, shall be
transferred by the party to whom such contract or
order is given to any other party, and any such trans­
fer shall cause the annulment of the contract or order
transferred, so far as the United States are concerned.
All rights of action, however, for any breach of such
contract by the contracting parties, are reserved to
the United States."

In the Defense Acquisition Regulation (DOD's pre­
decessor to the FAR) Section 26-402, this prohibition is
interpreted broadly: " (a)The transfer of a government
contract is prohibited by law (41 U.S.C. Sec. 15).
However, the government may recognize a third party
as the successor in interest to a government contract
where the third party's interest arises out of the
transfer of all the assets of the contractor or all that
part of the contractor's assets involved in the per­
formance of the contract. Examples include, but are
not limited to:

(i) sale of such assets;
(ii) transfer of such assets pursuant to merger or

consolidation of corporation; and
(iii) incorporation of a proprietorship or

partnership."
5 See, e.g., Novo Trading Corp. v. Commissioner, 113

F.2d 320 (2d Cir. 1940); Consumers Ice Co. v. United
States, 475 F.2d 1161 (Ct.Cl. 1973); United States v.
Improved Premises, 204 F.Supp. 868 (S.D.N.Y. 1962).
Also, according to the authors of "Acquisitions &
Mergers," 85-9 Bri('fing Papers 1 (Federal Publica­
tions Inc., Sept. 1985):

"... involuntary transfers pursuant to corporate
reorganizations, mergers, or consolidations are
not covered by the provisions of the Act. Fur­
ther. the Act does not apply to certain types of

changes in the legal identity of the contractor."
(Footnote omitted).
The authors cite for the first proposition Seaboard

Airline Railway v. U.S., 256 U.S. 655 (1921) and Con­
sumer's Ice Co. v. U. S., supra, but do not analyze ITT
Gilfillan, Inc. v. U. S., 472 F.2d 1382 (Ct.CI. 1973).

6 These transactions were completed simultaneously
on Novpmhpr 12. 191U; On Nov. 1~, I!lilli, III\' nlll

roughs Corporation re-incorporated under the name of
"Unisys Corporation."

7 256 U.S. 655, 657 (1921).
8 Of course, if a government contractor merged

with another corporation which was for any reason
barred from doing business with the government or,
perhaps for national security reasons, could not le­
gally perform specific contracts with the Department
of Defense or another government agency, the govern­
ment must and does have the right to terminate the
affected contracts. In such cases, a novation agree­
ment is, in practical terms, irrelevant. In any event,
the potential for such a situation is not a justification
for the government to require a novation agreement
in those cases where neither the acquired nor the
acquiring corporation has been debarred or is other­
wise disqualified from performing the "transferred"
contracts.

9471 F2d 1382 (Ct.CI. 1973).
10 See Note 4, supra: "Novation Agreements and

Change of Name Agreements. DAR 26·402(b) is re­
vised to add an example to clarify the application of
the policies and procedures in Section XXVI, Part 4, to
the situation when the transfer of ownership of a
contractor through a stock purchase transaction or by
other means is determined to significantly affect the
government's rights and interests under existing and
future contracts. The revision serves to assure the
means for protection of the government's rights and
interests in such situations." 49 FR 26925.

11 42-1204(c).
12 FAR 42-1204(d)(l) to (3).
13 As early as 1958, when the novation agreement at

issue in Sundstrand Turbo v. United States, 389
F.2d 406, 411 (Ct.CI. 1968) was negotiated, the follow­
ing clause was included:

.. 7. The Transferor and the Transferee hereby
agree that no claim for payment by or reim­
bursement from the government shall be made
by either of them with respect to any costs,
increased taxes, or other expenses arising out of
or attributable to (i) said assignment, convey­
ance and transfer, or (ii) this Agreement, other
than those which the government would have
been obligated to payor reimburse under the
terms of the Contracts in effect prior to the
execution of this Agreement."
The government, apparently operating on the prin­

ciple that there is no point in changing what has
worked so far, has varied the clause only slightly in
those later novation agreements which the author has
reviewed.

14 "(a) Except as provided in paragraph (b) below,
expenditures in connection with (1) planning or ex­
ecuting the organization or reorganization of the cor­
porate structure of a business, including mergers
and acquisitions, or (2) raising capital. .. are
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unallowable. Such expenditures include but are not
limited to incorporation fees and costs of attorneys,
accountants, brokers, promoters and organizers, man­
agement, consultants and investment counsellors,
whether or not employees of the contractor. Un­
allowable "reorganization" costs include the cost of
any change in the contractor's financial structure,
excluding administrative costs of short-term borrow­
ings for working capital, resulting in alterations in the
rights and interests of security holders, whether or not
additional capital is raised." (Emphasis supplied.)

Therefore, even the costs of measures commonly
used to make a corporation-including possibly a
government contractor-more capable of resisting a
takeover (which would generate unallowable costs
under the quoted language) are also unallowable.
~oweve~, ~he ~overnment must at some point recog­
nize a dlstmctlOn between the costs incurred in initi­
ating or changing the form of an organization and
those costs later incurred in administering the organi­
zation in its new form. Finally, the costs of planning
operations of a new company created by a merger or
acquisition are probably not included in this category
of unallowable costs. See Stanwick Corp., ASBCA No.
18083, 76-2 BCA Para. 12,114.

15 822 F.2d 1573, 48 FCR 36 (CA FC 1987).
16Id. at 1574.
17 See, Gould Defense Systems Inc., ASBCA No.

24881, 83-2 BCA Para. 16,676 at 82,960 (1983) in which
the board was considering the accounting changes
ma?e after the 1969 merger of Clevite Corp. with
claimant Gould. The term "step-up" is also used as a
noun to mean the difference between the book value of
assets and the fair value.

18 The court in Marquardt summarized the con-
tracting officer's reasoning as follows:

"... because Marquardt remained autonomous
it's [sic] assets should be depreciated on the basi~
of historical cost less residual value in accord­
ance with Defense Acquisition Regulation (DAR)
15-205.9(a), and that the transaction did not meet
the requirements of DAR 15-205.9 for depreci­
ation based on price. The ACO also stated that
the amount of write-up claimed was unreason­
able and that the resulting cost increases were
unallowable because the stock acquisition was
not required for performance of a government
contract. In the alternative, the ACO indicated
t~at a novation agreement would be necessary in
view of the stepped-up basis pursuant to DAR 26­
402(b)(iii)," 822 F.2d at 1574. (Footnote omitted.)

19 ASBCA No. 29888, 85-3 BCA Para. 18,245 aff'd on
reconsideration 86-3 Para. 19,100:

"Marquardt pointed out [to the board upon
reconsideration] that relevant accounting litera­
ture. including Securities and Exchange Com­
mission (~~q ~taft Accounting Bulletin No. 54
(SAB 54) and Internal Revenue Code Section 338
(IRC Sec. 338) require an acquired company's
books to reflect the price paid for its assets when
a stock acquisition occurs. Because ISC filed a
consolidated tax return and elected IRS Sec. 338
treatment for Marquardt's assets... '[t]here is no
rational basis to deny Marquardt the right to
apply the same practice in accounting for its
government contracts... " 822 F.2d at 1576.
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20 822 F.2d at 1575 (Federal Circuit, reviewing the
government's arguments before the ASBCA). Accord­
ing to the court, the government's further arguments
before the board essentially reiterated the ACO's
position.

21 86-3 BCA Para. 12,100 at 96-549.
22Id.
23 The court did not identify the edition of the DCAA

manual from which it quoted this provision.
24 ASBCA No. 24881, 83-2 BCA Para. 16,676.
25 822 F.2d at 1580-81.
Note that, because Gould's acquisition of Clevite

was completed in 1969, the applicable statement of
accounting principles was Accounting Research Bulle­
tin 48, "Business Combinations," January 1957, (ARB
48). ARB 48 significantly differs from APB 16, by
which it was superseded in August 1970. Also, in 1984,
Federal Acquisition Circular 84-3 amended the FAR
by adding 31.205-49, which prOVides as follows:

"Goodwill, an unidentifiable, intangible asset,
originates under the purchase method of ac­
counting for a business combination when the
price paid by the acquiring company exceeds the
sum of the identifiable individual assets acquired
less liabilities assumed, based upon their fair
values. The excess is commonly referred to as
goodwill. Goodwill may arise from the acquisi­
tion of a company as a whole or a portion
thereof. Any costs for amortization, expensing,
write-off, or write-down of goodwill (however
represented) are unallowable." See 49 FR 26743
(6/19/84).

26 822 F.2d at 1581.
27 389 F .2d 406 (Ct.Cl. 1968).
28 425 F.2d 1237 (Ct.Cl. 1970).
29 389 F.2d at 411.
30 425 F.2d at 1239.

.31 "[O]ur plaintiff not only claims the power to pre­
?Ict [Chance Vought's] total cost of performing the
mstant CPFF contract. .. , but even more questionable
is its casual assumption of the prescience necessary to
perform individual cost offset refinements... Con­
~oun~in~ plaintiff's scheme beyond redemption... is
Its inSistence on offsetting measurable cost in­
creases... against uncertain cost savings as well." Id.
at 1242. (Emphasis in original.).

32 For example, in one executed Novation Agree­
ment, the Transferee agreed to indemnify the govern­
m~nt from any claim which the acquired company
might have had arising out of pre-acquisition con­
tracts and, additionally, agreed to give the govern­
ment 60 days advance notice of any proposed transfer
of all or any portion of the assets or divisions of the
acquired company above a specified dollar value. In
allolhcr Novalioll Agrceillclll, lhe aClJUlrllll;; company
agreed to limit the business of the subsidiary through
which it had acquired a previously independent gov­
ernme~t contractor and to continue "participating" in
a partIcular program, even committing itself to sub­
mit a response to a Request for Proposal for that
program when that RFP had not yet been issued.

3383-2 BCA Para. 16,676 at 82,972.
34 83-2 BCA at 83,973.
35 48 FCR 767.
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foster~ng d ndence and weakening incentives to de­
."elop mana erial skills, he said.

Pendleton said he supports the provisions in HR
1807 to e' nate fraud and corruption in the 8(a)
program, as well as other provisions to improve
program effi ency, such as expanded. f~nding ff?r
training and in entives for program admlDlstrators 10
managing 8(a) rtfolios (47 FCR 530).

However he cored the bill's numerical system for
evaluating ~ co any's competitiveness and p~ogress.
Numerical stan rds would be used to admIt firms
into the 8(a) pro am, to terminate participation, and
to graduate them through successive stages and ulti­
mately out of the rogram. However, this system also
expands significan y the scope of federal assistance
to 8(a) firms, most otably by doubling the maximum
participation peri from seven to 14 years, he said.
The aid may take the form of grants, technology
transfer, and antit t exemptions. These provisions
"create a complex stem for micromanaging the
progress of participa ts toward competitiveness," he
maintained.

The commission cha an told the panel he had no
quarrel with efforts to estructure the 8(a) program,
so as to encourage gr of minority firms. How-
ever, extending the aximum 8(a) participation
period "will tend to incr ase the dependency of these
firms of federal protectio ," he said. Fewer firms will
thus be able to enter the rogram, he warned, adding
that SBA would have to us more resources on a
small number of compan . Rather than pumping
more resources into a few isting firms, it "would be
far better to shorten progra participation to a maxi­
mum term of five years," P dleton concluded, noting
that this could be divided i 0 "developmental" and
"mainstreaming~' stages, si ilar to those contem­
plated by HR 1807 (47 FCR 5 0).

"I support the intention of stricting the program
to maximize its effectiveness nd to limit the possi­
bility of abuses such as minorit -front companies and
inappropriate use of consu nts," Commission
member Mary Frances Berry sa

Berry also praised the bill for i balanced approach
to resolving 8(a) program admi . tration problems,
including entry and termination. he issue is not a
fixed number of years in the pro ram, but insuring
eligibility of small disadvantaged ms and helping
them to become competitive, she e lained. A termi­
nation procedure is necessary to rove firms that,
according to competitiveness crite ia, seem to be
losers, she conceded. "Space can th efore be made
for other, better prospective owne to enter the
program."

HR 1807's provisions to curb 8(a) ab es are "espe­
cially significant." according to Ber . Prohibiting
SBA employees from owning stock in a) firms and
from participating in the management 0 8(a) compa­
nies should help eliminate some of the portunities
for politicization, she observed. Requirin 8(a) firms
to report use of consultants and other to obtain
contracts should reduce the pattern of buy g influen­
tial former and current political officials, he added.
In addition, increasing the penalties for ronts to
$100,000 should "cause some second thought" among
abusers, Berry concluded.

~avv n~licv tfn1u)
34-18,3 JUG 8/
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.......
stering Minority Business

"It should be nnecessary to remind an agency of its
responsibility t enforce a law as Congress initially
intended it to enforced," former House Small Busi­
ness Chairman arren Mitchell told the panel. Yet
SBA has consist tly proven that such legislation is
needed, he comm nted. The agency continues to mis­
manage the 8(a) rogram, thus thwarting Congress'
intent, he declar d. "Our goal to create viable
minority-owned buSj.nesses within a reasonable period
of time was ignored(

Mitchell, who testified on behalf of the Minority
Business Enterprise\ Legal Defense and Education
Fund, praised the p~ovisions in HR 1807 that are
intended to depoliCitiZ~BA' "They will be a deterrent
to those who seek to a use the program by establish­
ing front companies," e said.

Rev. Jesse Jackson, Iso testifying at the hearing,
endorsed the 8(a) set-a 'de as morally sound policy.
The program is the m t fair, most orderly way of
including minority firms '~hat have been "locked out"
without doing violence t~ the Constitution, Jackson
said. \

However, the oft-contrdversial civil rights leader
criticized the government or helping foreign nations
become competitive, while lling small and disadvan­
taged domestic firms that t ey are no longer eligible
for assistance. "HR 1807 pr vides developmental as­
sistance at the beginning an at the transitional stage
for those businesses that are bout to become totally
independent; this is protectin the government's in­
vestment and lessening the ris of failure," he said.

Outlook \
The subcommittee held a ~ond hearing on HR

1807 last Thursday, with smal~ ~siness trade associ­
ations and former 8(a) companies testifying in support
of the measure. The panel has s~more hearings this
week. Representatives from the eneral Accounting
Office, SBA will testify May 20; , NASA, and GSA
officials will testify the following day.

HR 1807 sponsor Mavroules plan~ to move the bill
quickly out of subcommittee, but conceded at the May
12 hearing that some changes might' be made to win
Republican support at the full comm~tee level. "The
bill is not perfect," he said, referring 0 the fact that
the subcommittee's ranking minority member, Rep.
Silvio Conte (R-Mass), does not suppo t HR 1807 as
drafted.

Allowable Costs

FAR COUNCILS PROPOSE RULES DISALLOWING
'GOLDEN PARACHUTES, HANDCUFFS'

The Defense Acquisition Regulatory Council and the
Civilian Agency Acquisition Regulatory Council last
week proposed regulations to specifically bar contrac­
tors' recovery of costs for "golden parachutes" and
"golden handcuffs" - arrangements that guarantee
lucrative compensation for top corporate executives
in the event of a takeover.

DOD's policy has been that such costs are not
allowable because they are neither reasonable nor
benefit the government (47 FCR 481). The proposed
rules make the costs explicitly unallowable.

5-18-87 Federal Contracts Report
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The proposal would amend the FAR cost principle
on Cflmpensation, 31. 205-6 to state:

(1) Compensation incidental to business ac­
quisitions. The following costs are unallowable:

(1) Payments to employees under agreements
in which they receive special compensation, in
excess of the contractor's normal severance pay
practice, if their employment terminates follow­
ing a change in the management control over, or
ownership of, the contractor or a substantial
portion of its assets. These arrangements are
commonly known as "golden parachutes."

(2) Payments to employees under plans intro­
duced in connection with a change (whether actu­
al or prospective) in the management control
over, or ownership of, the contractor or a sub­
stantial portion of its assets in which those em­
ployees receive special compensation. in addi­
tion to their normal pay, provided that they
remain with the contractor for a specified period
of time. These arrangements are commonly
known as "golden handcuffs."
The proposed rule also would revise Section 31.205­

27, Organization costs, to disallow the costs incurred
in resisting a takeover:

(a) Except as provided in paragraph (b) of this
subsection, expenditures in connection with (1)
planning or executing the organization or' reor­
ganization of the corporate structure of a busi­
ness, including mergers and acquisitions, (2) re­
sisting or planning to resist the reorganization of
the corporate structure of a business or a change
in the controlling interest in the ownership of a
business, and (3) raising capital (net worth plus
long-term liabilities), are unallowable. Such ex­
penditures include, but are not limited to, incor­
poration fees and costs of attorneys, accoun­
tants, brokers, promoters and organizers,
management consultants and investment coun­
selors, whether or not employees of the contrac­
tor. Unallowable "reorganization" costs include
the cost of any change in the contractor's finan­
cial structure, excluding administrative costs of
short-term borrowings for working capital, re­
sulting in alterations in the rights and interests
of security holders, whether or not additional
capital is raised.
Comments on the proposed rule are due by July 13,

and should be sent to General Services Administra­
tion, FAR Secretariat (VRS), 18th & F Sts., N.W.,
Room 4041. Washington, D.C. 20405. Cite FAR Case
87-19.

Allowebillty of Trede Meeting eoltl
A proposed rule narrOWing the cost principle on

allowability of costs incurred for trade and pro­
fessional meetings also was issued May 13 by the FAR
Councils. The proposal, which would revise FAR
31.205-43 on trade, business, technical and profession­
al activity costs, is necessary due to the "prolifera­
tion" of nongovernment sponsored seminars that could
result unreasonable costs being charged to govern­
ment contracts, the Councils said.

The proposal would differentiate costs for
attendance of contractor employees and those for
noncontractor personnel. and would specifically cover

the costs of organizing and sponsoring a meeting.
The proposed revision of 31.205-43 (c) states:

The following types of costs are allowable:
(c) When the principal purpose of a meeting,

conference, symposium, or seminar is the dis­
semination of trade, business, technical or
professional information, or the stimulation of
production or improved productivity:

(1) Costs of organiZing, setting up and sponsor­
ing the meetings, symposia, etc., including rental
of meeting facilities, transportation, subsistence,
and incidental and directly associated costs.

(2) Costs of attendance by contractor employ­
ees, including travel costs (see 31.205-46).

(3) Costs of attendance by noncontractor per­
sonnel provided (i) such costs are not also reim­
bursed to the individual by the employing com­
pany or organization, and (ii) the individual's
attendance is essential to achieve the purpose of
the conference, meeting, symposium, etc.
Comments on the proposed revision to the cost

principle governing trade meetings also are due July
13 and should be sent to the above address. Cite FAR
Case 87-18 when commenting on the allowability of
trade meeting costs.

L~billty

SENATORS PROPO E IG OVERSIGHT IN PLACE
OF PENALTIES UNO R DOE CONTRACTS

Rather than impos g hefty civil and criminal pen­
alties to ensure that ontractors comply with safety
regulations at the artment of Energy's nuclear
facilities, a DOE Ins tor General will be charged
with oversight of con ctor safety compliance, under
a proposal to be offered Sens. Bennett Johnston (D-La)
and James McClure (R nd).

Johnston, the chairm • and and McClure, the rank­
ing minority, of the Se ate Energy and Natural Re­
sources Committee, wi offer their proposal as a
substitute for provision now included in S 748 that
provide for civil penalti of up to $30 million, as well
as criminal penalties, fo contractors operating gov­
ernment-owned nuclear f ilities who "knowingly and
Willfully" violate safety I' ulations.

The Johnston/McClure roposal was prompted by
strong objections to the nalties from the Depart­
ment of Energy and DOE ntractors.

According to a commit ee aide, making the IG
responsible for safety overs ght is "an attempt to find
another mechanism besides penalties" to strengthen
contractor compliance with E safety regulations.

The proposal, expected to offered when the com-
mittee continues consideratio of S 748 this week, may
also include some reduced penalties for noncom­
pliance, the aide said.

Price Anderson A endments
S 748, introduced by Johnsto ,would reuthorize the

Price Anderson Act, sections 0 which expire Aug. l.
The Act prOVides for pUblic co nsalion in the event
of an accident at a DOE nuclea facility, and provides
for a system of government ind nity for contractors
operating DOE nuclear facilitie under government­
owned, contractor-operated cont cts.
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DEPARTMENT OF THE ARMY
HEADQUARTERS, u. s. ARMY IIATERIEL COMMAND

5001 EISENHOWER AVENUE, ALEXANDRIA, VA 22333-0001

OCT., ..

DAR staff
Case 84-l8B

MEMORANDUM FOR THE DIRECTOR, DAR COUNCIL

SUBJECT: DAR Case 84-l8B, Accounting for Mergers and Other
Business Combinations

I. PROBLEM:

To review and make recommendations relative to the comments
received in response to the October 28, 1987 Federal Register
notice statement which expressed the Defense Acquisition Regulatory
and the Civilian Agency Acquisition Councils' concern about whether
the Government should be at risk of paying higher prices simply
because of a change in ownership of the supplier. More
specifically, whether the Government should recognize depreciation
or cost of money flowing from asset write-ups that result if the
"purchase method- is used to account for the business combination.
For ease of reference we have enclosed at Atch 1, our previous
report of February 4, 1987, and at Atch 2, the Cost Accounting
Standards (CAS) Policy Group's report of July 20, 1987.

II. RECOMMENDATIONS:

A. That FAR 31.205-10, 31.205-11, 31.205-16 and 31.205-49 be
revised as shown at Tab A and published as proposed rules.

B. That FAR 30.404 and 30.409 be revised as shown in Tab Band
pUblished as proposed rules simultaneously with the proposed rules
in paragraph A above. This revised language is consistent with
that proposed by the CAS policy Group in their report of July 20,
1987.

C. That the DAR Council seek a legal review of the language
shown in Tab C, revising FAR 31.109 and 42.12 and decide on the
appropriate course of action in light of the Committee's comments
in Section III.C.l.

D. That upon approval of Tabs A, B, and C the memorandum at
Tab D and the related document at Tab E be forwarded to the CAAC.



III. DISCUSSION:

A. BACKGROUND.
This case began life as 84-18, Accounting for Mergers and

other Business Combinations. We had previously reviewed the
pertinent issues and forwarded recommended coverage to the DAR
Council by memorandum dated February 4, 1987. Since the proposed
coverage included changes to the CAS the DAR Council decided to
sever those cost principles that could stand alone from those that
were associated with the revisions to CAS. Thus, two cases were
established; 84-18A, Organization Costs and compensation Incidental
to Business Acquisitions, and 84-18B, Accounting for Mergers and
Other Business Combinations. Case 84-18A addressed golden
parachute and handcuff costs (FAR 31.205-6) as well as certain
organization and reorganization costs (FAR 31.205-27).· These
changes were published as a final rule in FAC 84-35, April 1,
1988. The other· case, 84-18B, was forwarded to the CAS policy
Group for their consideration of the combined cost principles and
CAS changes that were impacted as a result of the Committee's
proposed rule to limit the write-up of assets when the "purchase
method" is used to account for mergers and other business
combinations. The CAS policy Group's recommendations have been
incorporated in the proposed language except for minor editorial
changes.

The proposed language pertaining to asset write-ups contained
in our February 4, 1987 report (Case 84-18) to the DARC was not
pUblished as proposed rules. However, the DARC and the CAAC
pUblished a notification of their intent to develop a rule in the
Federal Register of October 28, 1987.

Thirty comment letters were received in direct response to the
october 28, 1987 Federal Register notice. The Committee also
incorporated comments included in two discussion papers, one
appearing in the Federal Contracts Report of March 7, 1988 and the
other prepared by Pettit & Martin and delivered during a pre­
sentation at an American Bar Association Conference of October 1,
1987 by the ABA's Section on Public Contracts. Additionally, a
meeting was held with the American Institute of Certified Public
Accountants (AICPA) on June 17, 1988, as requested by them in their
letter. They believed that a discussion would be more beneficial
than written comments. We have referenced their verbal comments
where appropriate but have not increased our total count of
documents reviewed to avoid double counting. The adjusted count of
32 breaks down as follows: 15 had no comment; 4 concurred; 9
nonconcurred; and 4 indicated partial objections. A matrix which
groups the comments in broad categories is included as an APPENDIX
to this report. The comments are discussed below by topic and
numbered as in the matrix.

2



B. specific Comments.
1. Real Cost/Generally Accepted Accounting principles (GAAP).
Davey Compressor Company, vincent T. Noone, American Institute

of Certified Public Accountants (AICPA), Emerson Electric Company,
American Bar Association (ABA), steiger and Evans, and pettit &
Martin objected to any prohibition on the allowability of asset
write-ups that result from a business combination when the
"purchase method" of accounting is used. They point out that the
cost to the acquiring company is the purchase price paid for the
acquired company. This cost determines the fair market value of
the purchased assets. If the acquiring company expends more to
acquire a company than the recorded (book) value of the acquired
company's assets, the assets are stepped-up to their fair market
value. This stepped-up amount then serves as the basis for future
depreciation (future depreciation being that post-dating the
acquisition). Futhermore, the "purchase method" is mandated by
GAAP through Accounting principles Board Opinion No. 16 (APB 16),
except in limited circumstances which have no bearing on this
particular discussion. Additionally, the Cost Accounting Standard
at FAR 30.404 recognizes the "purchase method".

Committee Comments.
The Committee believes that only two basic approaches to this

issue, through the cost principles, are conceivable (although
variations on either approach are possible). One is to recognize
asset revaluation resulting from business combinations, thereby
recognizing altered depreciation and facilities capital cost of
money amounts in accounting periods subsequent to the acquisition.
Under this approach equity should be obtained for the Government by
requiring that, in cases of upward revaluation, current Government
contracts receive their fair share of the recapture of excess
depreciation borne by previous contracts. The other approach is to
simply not recognize for purposes of Government contract costing
and pricing asset revaluations resulting from business
combinations.

In choosing between these two broad approaches, the Committee
is persuaded that the fundamental issue here is one of how best to
achieve fairness. Both the "depreciation recapture" and the "no
recognition- approaches are, in the final analysis, nothing more
than devices to ensure that what constitutes good accounting for
business acquisitions does not create a situation that is "unfair"
to the Government. In the opinion of the Committee, it is on this
basis that the choice between these two approaches should be made.

In view of this, the Committee believes that extending the
"depreciation capture" approach to business acquisition situations
does not make sense. This approach was designed to deal with the
quite different situation of the transfer of individual assets
between independent, on-going companies. The transactions
contemplated were numerous and typically of relatively low dollar
value. Those who developed this approach were well aware that,

3



because of variations over time in contract type and business mix,
the treatment prescribed could be inequitable to either the
Government or the contractor for any particular asset disposition
in that Government contracts would likely "recapture" more or less
depreciation at the time of asset disposition than they had
actually borne in previous periods. However, they believed that
over numerous transactions such variations would normally offset
one another so that the outcome would be fair overall.

Indeed, for precisely this reason, the ASPR Committee provided
expressly for the abandonment of this approach, and the substitu­
tion of the case-by-case negotiation in instances of "mass
disposition". The point, of course, is that every business
combination is obviously tantamount to a "mass disposition"
situation. The Committee believes, therefore, that it would be
imprudent to impose on such situations a rigid "depreciation
recapture" rule designed to achieve equity under very different
circumstances. Given a certain combination of business mix,
contract type,' and program status, acceptance of asset revaluations
can lead to substantially higher depreciation and FCCM expense on
future Government contracts, while the Government's actual,
realized share in the offsetting "depreciation recapture" amounts
to nothing. Few are likely to view this outcome with equanimity
particularly if it were to happen in the case of some massive
acquisition whose size dwarfs that of the more typical purchase.

This brings us to the question which, in the opinion of the
Committee, is at the heart of this case, namely, what really
constitutes "fairness" in such situations? Both the "depreciation
recapture" rule contained in the cost principles and its
restatement in the CAS, contemplate situations in which that rule
will fail to create equity and should be abandoned, without,
however, defining what "equity" is. There is, however, a
long-standing tradition in Government contracting, expressed in
both the cost principle on "Organization costs" and in the language
of the standard novation agreement, that the Government should be
placed in no worse a position by a change in business ownership
than it would have been in had the change not taken pl~ce. In the
final analysis, the Committee believes that this is a reasonable
and practical way to define what is equitable in such situations
not only to the Government, but also to the contractors involved
who are, after all, as much at risk as the Government under the
"depreciation. recapture" approach.

Accordingly, we recommend coverage which accomplishes this by
simply not recognizing for Government contract costing, in most
circumstances, any changes to depreciation expense or FCCM flowing
from asset revaluations following business acquisitions. As a
consequence, of course, such event will also result in no "gain" or
"loss", and no attendant credit or charge for Government contract
costing. .

4



2. Competition.
Avco Research Laboratory, the Council of Defense and Space

Industry Association (CODSIA), AICPA and the ABA have averred that
cost and price increases will be controlled by the competitive
forces of the market place and not by the suppliers' ownership.
Additionally, the Government, by rejection of the purchase method
of accounting, seeks to to place itself in a more favorable
position than commercial customers.

Committee Comments.
The Committee was also influenced by considerations of the

competitive market place, or more accurately, the lack thereof. In
juxtaposition to those opinions expressed in the foregoing, the
Committee perceived that much of DOD contracting for major weapon
systems is done on a sole-source or very limited competition basis
in which the award of future contracts to the incumbent contractors
at a price based on their recorded cost structures is unavoidable.
Commercial prices are normally set by operation of the marketplace.
Thus, commercial customers would not suffer an increase in price.
solely because of a change in ownership, and the Government would.

3. Capital Generation.
McKenna, Conner & Cuneo; the American Defense Preparedness

Association; CODSIA; ABA; Steiger and Evans; and Pettit & Martin
have made two major points. First, that the objective of business
combinations is to generate capital. One method of acquiring
capital is by stepping up asset values. The imposition of
limitations on the revaluation of assets severely depresses the
attractiveness of aerospace and defense oriented companies in the
marketplace. Second, the additional implication is that since the
proposed rule does not permit recovery of the cost of the
investment in the acquired entity it will result in a disincentive
to invest in defense assets and thereby shrink the defense
industrial base and increase Government procurement costs.

Committee Comments.
With respect to the first point the Committee believes that

the price of a target company largely reflects its future
profitability. Asset valuations are only a small part of that
assessment. The market value of companies, including those with
defense orientation, is based partially on the cash flow they
generate. To the extent that a defense company's value has been
artificially inflated by anticipation of the Government paying
increased depreciation expenses for assets after one firm is
acquired by another, the draft coverage will return the market
value of the firm to a value based on the real worth of the company
and not one created by the Government peculiar cash flow. The
argument concerning contractor investment in the industrial base is
the more serious one; it also is an even more persuasive reason to
adopt the Committee's recommended position. When a defense firm is
acquired and its assets written up, the Government not only pays
depreciation on an asset it may have already substantially paid
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for, but it is also paying depreciation on an old existing asset.
No change in productivity has occurred. The n~result is an
increase in unit cost to the Government through higher overhead
expenses and the likely resultant decrease in quantities purchased
and deployed. productivity and modernization come from firms
investing in new assets, not acquiring and inflating the write-offs
on old ones. In fact, money that goes to acquire existing firms at
high prices is being diverted from investment in new plant and
equipment which is the only real hope for increased productivity in
the defense industrial base. The fact that firms are, in numerous
cases acquiring actual or potential competitors and thereby
shrinking the industrial base by the very act of acquisition should
also be noted.

The complaint that a no-write-up rule is unfair to the
acquiring contractor is in the Committee's opinion flaweo. The
argument seems based on the false premise that an asset write-up
without a disposal credit would ever be acceptable to the
Government. However, the determination of financial advantage is
not so simple or clear-cut when the immediate "depreciation
recapture" is taken into account. It is perfectly possible for
this credit approach to be more disadvantageous to the acquiring
contractor than the no-write-up rule.

4. Novation.
McKenna, Conner, and Cuneo; vincent T. Noone; Emerson Electric

Company; CODSIA; the ABA; and steiger and Evans asserted that
increased depreciation and cost of money should be allowed on
contracts entered into after the effective date of the business
combination, but should not be allowed on contracts entered into on
or before the effective date of the combination. Additionally,
they support clarifying FAR 42.12 to protect the Government on
existing contracts and to reduce the opportunities for the
Government to secure concessions on unrelated points.

Committee Comments.
FAR 42.1204(e) gives the text of a standard novation agreement

which includes the following language at subdivision (b) (7) :

"The Transferor and the Transferee agree that
the Government is not obligated to payor reim­
burse either of them for, or otherwise give effect
to, any costs, taxes, or other expenses, or any
rel?ted increases, directly or indirectly arising
out of or resulting from the transfer or this
Agreement, other than those that the Government
in the absence of this transfer or Agreement would
have been obligated to payor reimburse under the
terms of the contracts."

The substance of this paragraph is quite old, going back in
all essentials to revisions to the ASPR made in 1956 and 1959,
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respectively, as a result of Cases 54-50 and 58-133. The
Committee's research has turned up no evidence that asset
revaluation was a specific concern in these cases, which is not
surprising given the fact that "purchase" accounting for business
combinations was less common then than it would become subsequent
to the issuance of APB Opinion 16 in 1970. The record does show,
however, that the ASPR Committee was concerned about possible
increased costs of contract performance by the transferee including
increased overhead expense in situations involving cost-type
Government contracts. The durability of the language it developed
testifies to the strength of the belief within the Government
contracting community that an ownership change should not adversely
affect the price of Government work that had already been
contracted for.

Comments regarding changes to FAR 42.12 are contained in
Section ITl.C.l~, Additional Committee Comments.

5. Requests Meeting.
The AI CPA posited that this subject presents significant

legal, business, and economic issues which should be addressed by
discussion with the Committee.

Committee Comments.
A meeting was held with the AICPA on June 17, 1988. It is the

Committee's opinion that no new issues were introduced by the
AICPA. The AICPA's representatives agreed that they would
subsequently summarize and submit their comments. Since they have
not yet done so we presume they will be received in response to the
draft language.

6. Recognition of Gain Sharing.
The DOD!IG postulated that the excess of the selling price

received over the stated net book value is a gain to the sellers in
which the Government should share.

Committee Comments.
The Committee believes that the approach of simply not

recognizing depreciation or FCCM charges flowing from asset
revaluation ought to be the basic Government rule and thus there is
no need, generally, for recognition of gaifl sharing. However, in
those cases where asset revaluations are recognized, provisions
have been made, as suggested by the DOD/IG for the Government to
share in the ~ain to the extent that it represents excess
depreciation.

7. strengthen Novation.
The DOD!IG has proposed that increased costs on current

contracts can be avoided through the proper use of novation
agreements.
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Committee Comments.
The Committee concurs with the DOD/IG comments. Reference our

previous discussion under paragraph 4.

8. Appraisals.
The DOD!IG propounded the idea that specific criteria should

be included in the procurement regulations to address both the
requirements for appraisals and the treatment and definition of
long-term contracts as intangible assets.

Committee Comments.
The IG'S suggestion called the Committee's attention to a

situation that is evolving faster than the regulatory system's
recent ability to respond. The DCAA Member has advised the
Committee that, more and more often, her agency is encountering the
capitalization of a broad range of newly-created assets on the
books of acquiring concerns. The values being capitalized cover
such concepts as profits yet-to-be realized on existing
backlog,software programs, patents, or aggregated values of small
tooling.

The tactical reasons for going this direction and their
supporting arguments are easily understood. Goodwill has been
unallowable for several years now. Currently, the Government has
announced its intention to address the "problem" of upward asset
revaluations attendant to a merger. The "jaw-boning" process that
has virtually eliminated asset revaluations in large transactions
and existing drafts of attempts to codify these policies have made
it common knowledge that the Government intends to settle for no
less than either no asset write-ups or an equitable immediate
credit for the disposal gains. In these circumstances, a
newly-created asset seems the perfect safe haven. If the asset did
not exist on the books of the acquired company, its valuation
cannot be a revaluation. If it had no prior existence as an asset,
the consumption of its value was never recognized as depreciation.
Therefore, the limitation on disposal gain recognition (i.e., to
depreciation previously taken) is zero. The argument concludes
that the Government must recognize the depreciable base for the new
asset and has no right to a disposal credit, if its appraised value
is reasonable.

Despite the superficial appeal of the foregoing argument, it
is logically wrong. To grasp why it is wrong, the logic behind the
recognition ot the disposal gain must be examined. To begin with,
the depreciation is intended to provide a reasonable measure of the
consumption of an asset's value. When an asset is sold at a price
that is greater than its depreciated book value, it can be

. concluded that too much depreciation was taken over the service
life of that asset. The disposal credit corrects the books and
recaptures the excessive depreciation.
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Creation of a new asset creates a dilemma for the contractors
doing so. putting aside accounting conventions and complexities,
at the instant of the combination transaction, the asset in
question either does or does not have the value attributed to it in
the acquiring entity's appraisals. Obviously, if it does not, the
asset should not be recognized. However, if the asset is a
reasonable entry on the books of the acquiring entity, then it
follows that the books of the acquired company were wrong at the
instant of the transaction and stand in need of correction in the
form of an equivalent disposal credit. It is reasonable to assume
that efforts to generate the value being newly-capitalized were
expensed (i.e., instantly and completely depreciated) by the
acquired entity when they were incurren. In most circumstances,
Government contractors are naturally motivated to expense rather
than capitalize simply to recover cost faster. Were the Government
to permit a newly-created asset to be capitalized and subsequently
depreciated without insisting on a comparable disposal credit, it
would be sanctioning a redundant cost recovery. The Cost
principles Committee has provided new coverage for placement at
3l.205-49(a) (2) (iv) that is intended to preclude such duplicate
recovery.

9. Case-by-Case Benefits.
GAO advocated the concept that stepped-up assets should be

permitted on a case-by-case basis where it can be shown that a
business combination will result in increased benefits to the
Government, for example, lower unit costs.

Committee Comments.
The Committee concurs conceptually with the GAO that asset

revaluations can be allowed on a case by case basis but not
necessarily for the reason cited by GAO; e.g., lower unit costs.
The Committee has difficulty in subscribing to any lower cost
theory put forth by a contractor since the genesis of the case was
to preclude mammoth cost increases on our contracts resulting from
mergers and other business combinations. Examples of the
parameters under which the Committee would recognize write-ups
follow.

The Committee believes that there may be contractors who have
been involved in past business acquisitions in which assets were
revalued upward and Government contracts received a concomitant
"depreciation recapture". In such cases, the new asset values will
likely affect"depreciation and FCCM expense for many years in the
future. Under these circumstances, it would clearly be unfair to
contractors to disallow depreciation expense based on the revalued
asset amounts from the time of implementation of the proposed new
rule forward. To do so would upset the bargain made at the time of
combination in which the Government accepted asset revaluation in
return for receipt of a "depreciation recapture". Moreover, it is
conceivable that the Government will be confronted with asset
revaluations due to a business combination that took place when the
acquired contractor had no, or virtually no, Government business.

9



It would again be unfair to the contractor not to recognize these
values for identifiable assets which were on the contractor's books
when he began contracting with the Government. On the other hand,
the Committee can conceive of situations in which, either because
of uncertainties about the character of the contractor's future
business or for administrative reasons, it would be in the
Government's best interest to accept a cost recapture rather than
to disallow future costs flowing from asset revaluations.

The Committee has dealt with the existence of legitimate
exceptions by creating a rule that, while laying down a general
policy of disallowance, leaves some latitude for the exercise of
judgment in making exceptions by the contracting officer faced with
the specific business combination. In the Committee's opinion,
such latitude is necessary for a fair and workable rule, and it
would stress that it has placed the contracting officer in a very
strong position to allow only those exceptions for which a strong
case can be made by mandating that without his agreement the
disallowance of costs resulting from asset revaluations is
automatic.

10. Marquardt and Related Cases
several commenters addressed the Marquardt Case (ASBCA 29888

and CAFC 86-1546) in varying ways. Before dealing with the
comments, the Committee notes that the case itself, although
ostensibly a Government victory, carries an enormous potential for
creating other problems.

The facts of the case were that Marquardt was sold by its
parent, CCI Corporation, to ISC Electronics in a stock transfer
with no subsequent change in the legal or management form of
Marquardt. After having first obtained the cognizant ACO's
concurrence that a novation agreement was not required because
" ••• the sale involves a transfer of stock, not assets ••• ",
Marquardt subsequently presented the Government with a bill
representing stepped-up asset values based upon the price paid by
its new parent. The Government resisted the increased costs and
the issues were drawn in a classical confrontation between legal
form and transaction substance. Marquardt's case was rooted in APB
16 which requires the "purchase method" of accounting for such
transactions. The Government based its case upon the reasoning
behind the agreement reached earlier that no novation had been
necessary; i.e., that Marquardt was the same entity before and
after the transaction. The Government prevailed at both the ASBCA
and the CAFC. In a disquieting dissent to the Appeals Court
decision, Judge Bissell noted the narrow basis upon which the
majority decision had separated itself from the Gould Case (ASBCA
24881) in which the contractor had prevailed on the allowability of
the purchase price assigned in the form of both stepped-up asset
values and goodwill. Judge Bissell indicated that the "purchase
method" of accounting would have been available to Marquardt if
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only they had legally combined the corporate structures of parent
and subsidiary as had Gould. The dissent went on to point out that
such a rule protects the Government from virtually nothing and
invites the incurrence of otherwise pointless legal costs simply to
qualify the stepped-up costs for allowability under Government
contracts.

The Committee believes the danger to the Government extends
far beyond that envisioned by Judge Bissell. primacy of legal form
over accounting substance would invite the worst kind of legal
gerrymandering aimed at producing those cost allocations which
maximize a contractor's return. The Government has a long-standing
policy of basing its cost calculations upon organizational reality
rather than legal form. The DCAA Contract Audit Manual reflects
this policy when it discusses procedures regarding the inclusion of
segments in a home office allocation base at paragraph c of
6-606.5, Allocation Bases for corporate/Home Office Expense:

To evaluate the bases used by the contractor to
distribute home office expenses, the auditor should carefully
review the organizational structure and operations of the
corporate office and each corporate segment, including details
of the type of service and support rendered by the corporate
office to each segment ••• the corporate/home office auditor is
responsible for the necessary reviews of segments not involved
in government contract wor~. The objective is to see that the
contractor's allocations proportionally distribute home office
costs to all segments of the business on the basis of the
relative benefits received. Use the applicable contract cost
principles (such as FAR 31.201-4, 31.202, and 31.203) as
criteria to evaluate the contractor's method.

The FAR subsection and sections referenced by the audit manual
are respectively captioned "Determining allocability", "Direct
costs", and "Indirect costs". It is noteworthy that nowhere in any
of that coverage is there the slightest hint that legal form plays
any part in the determination of an appropriate structure for
calculating Government contract costs. The audit manual goes on to
reinforce that specific point at 6-606.5e:

The form of the business (foreign or domestic), the
extent of ownership (wholly- or partially-owned), or the
accounting treatment for financial accounting purposes
(consolipated or unconsolidated) are not basic criteria for
determining whether a particular segment should be included in
or excluded from the residual allocation ba~p. ••••

In the Committee's opinion, the Government would not be well
advised to employ the Marquardt decision as any part of the
solution of merger problems.

Four commenters referenced Marquardt and other related cases
in their comments. Three of them {ABA, pettit & Martin, and
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Norman A. steiger) were written from the legal perspective. The
fourth (Mr. Vincent T. Noone) commented from an accounting and
costing policy perspective.

The ABA mentioned Marquardt only as a footnote to their
discussion of the Gould case which they cited as being consistent
with widely accepted accounting practices and case law in general.
They noted that the Government did not dispute the validity of the
"purchase method" of accounting but only its application to the
acquired entity and that the Court also upheld the "purchase
method" and its application to the purchaser but not the acquired
entity. They conclude that "In light of its longstanding
acceptance and use in Government contract accounting, any change
contemplated by the CAAC and DARC should not modify or eliminate
the purchase method of accounting without careful stu~y." They
also object to the practice in recent years of going beyond the
regulations and ,requiring advance agreements that the assets will
not be stepped-up.

The Committee believes that the ABA has correctly described
generally accepted accounting practices as well as the case law.
We do not believe that these facts warrant the conclusions drawn by
the ABA. They clearly do not see the problem that we do when our
prices are increased because of an acquisition transaction. As to
whether this case is receiving careful study, the case originated
in 1984. It would be difficult to categorize any policy action
finally taken as impulsive. One of the primary purposes of the
proposed coverage was to codify actual practice. The Committee
believes that most large and well-noticed acquisitions in recent
years have resulted in agreements that the assets would not be
revalued. We agree with the ABA that it would be better to have
our actual practices spelled out in the regulations so that they
would apply more consistently to all mergers. That is what our
prior proposal tried to do.

Mr. smith of pettit & Martin has also set forth the
particulars of the Marquardt case. He seems to conclude that
Marquardt has settled the issue of asset revaluation for stock
purchase acquisitions with a standard that would require novations
when the acquired entity has been legally restructured as part of
the acquirer's organization. When a novation is required only
existing contracts would be charged depreciation at levels which
have not been stepped-up. Otherwise, all new contracts may be
charged depreciation representing the increased asset values. On
the other hand, when a novation is not required because the
acquired entity has not been legally reorganized, existing assets
can never be written up. Mr. smith described Judge Bissell's
dissent in a footnote without comment.

Mr. smith is one of the relatively few commenters who dealt at
all with the topic of a disposal gain in a merger transaction.
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Once again, we have no problem with Mr. Smith's description of the
evolution of the relevant cost principle and CAS coverage, much of
it apparently gleaned from the Committee's report on this case.
However, noticeably lacking from Mr. smith'S conclusion that
disposal credits resulting from merger transactions are a somewhat
freewheeling matter that is to be decided on a case-by-case basis
utterly lacking in guidelines or rules is the common sense linking
of an asset revaluation (because something was bought) with a
disposal credit (because something was sold). Nor does Mr. Smith
evidence any concern with the equities of those situations in which
a disposal credit falls upon a fixed-price universe.

Mr. Norman Steiger also noted Sundstrand (Ct. Cl. 1968) and
LTV (Ct. Cl. 1970), which while they involved the issue of asset
write-ups, did so under the more limited scope of interpretation of
novation agreements and their impact upon the novated contracts.
Issues involved were such things as the meaning of "any costs" and
whether other cost economies resulting from the merger could be
netted against depreciation increases. The Government received a
favorable ruling in both of these cases. Mr. Steiger concludes
"It's obvious ••• that the Government will not concede the right of
any acquired or acquiring corporation to step up the value of the
assets ••. on any contracts which predate that transaction." Mr.
Steiger appears to take great care to not expand the discussion to
the revaluation of assets for contracts entered into after the
acquisition transaction. He bemoans the fact that options
exercised after the transaction, but whose rights were acquired in
a pre-transactional contract, are covered in the novation
restriction. Under that narrow focus, he argues against the
requirement for two sets of depreciation records and the asset
resale value impingement. These arguments would seem more
appropriate with regard to the larger avoided issue, asset
revaluation on contracts which post-date the acquisition.

Mr. Vincent T. Noone, faces the real issue of this case more
squarely than his legal compatriots, and recommends a policy which
reflects classical accounting theory, acknowledging that asset
values would be increased for depreciation to post-acquisition
contracts. Notably missing from Mr. Noone's paper is any mention
of the correlated topic of disposal gains. Mr. Noone concludes
that existing contracts should not receive depreciation reflecting
stepped-up asset values but subsequent contracts should be cos ted
at the increased values. He buys the result but not the reasoning
of Marquardt.- He is particularly critical of the reasoning that
regards ISC as a disjointed third party unable to allocate the cost
paid for Marquardt's assets to Marquardt's assets.

Mr~ Noone suggests that novation agreements be required for
all business combination situations including those achieved by a
stock purchase. He would have those novation agreements protect
the Government from all increased costs, not just depreciation. He
believes that, were it not for CAS 404.50(d), the Government would
be protected from increased costs on existing contracts. Mr. Noone
would eliminate CAS 404 because it is a financial accounting
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standard and let the matter be governed by the pronouncements of
the Financial Accounting standards Board. He would position his
basic rule (i.e., write-ups and cost of money are OK for the
post-acquisition contracts) in the cost principles relating to
organization costs and the cost-of-money. It is not clear to us
what difference that would make. What is at issue here is the
fundamental rule. In our opinion, none of these commenters tie the
issues or the problems together in a cohesive way.

In the Committee's opinion, the case law cited is compatible
within itself but the question remains as to what a sensible policy
should be. According to the case law:

1. Where novation agreements are required, the stepped-up
asset values cannot be charged to pre-existing contracts.

2. Novation agreements are required when the legal form of the
organization with which we are contracting has changed.

3. Novation agreements are not required when the acquired
company is not subsequently legally combined with the acquirer
(stock purchase transaction).

4. When a' legal combination is not carried out, the assets on
the books of the acquired entity may never be written up, even for
subsequent contracts.

It would be reasonable to conclude that where the premium over
the book value is sufficient only a fool would save the legal cost
of consummating a legal combination. That is a ridiculous standard
for determining whether or not assets can be written up for
purposes of costing to Government contacts. Surely, whether the
acquirer's cost of the assets can be recovered is a more serious
question than that. Disappointingly, none of these commenters made
a serious attempt to tie together the substance of an asset
disposal and an asset acquisition; we refer to the simple
proposition that if something was bought, something must have been
sold. There are only two choices as to how to view one of these
transactions for contract costing and pricing purposes. We absorb
the impact of the transaction in the contract prices on both ends
or we do not.

In our opinion, the case law sheds little or no light on what
a reasonable policy should be. However, failing to act in this
case leaves the case law to govern. Acquirers can write up the
assets if their legal papers are in order and the credits for the
disposal gains are, at least arguably, if not equitably, not
coordinated wjth the acquisition transaction. The recommendations
advanced by the Committee in our earlier report on this case remain
the best combination of equity and flexibility regarding these
transactions.

c. Additional Committee Comments.

1. The DAR Council's taskings of February 24 and April 17,
1984 under this case requested the Committee's opinion on whether
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it would be advisable to adopt the Army's and ADPA's suggestion and
expand the current FAR coverage on situations requiring novation
agreements to include stock purchase transactions along the broad
lines of the change made previously to the DAR. The Committee is
sympathetic to the concerns underlying this proposal. For all
practical purposes, the investor has, in such circumstances,
acquired control over the investee so that in substance, if not in
form, the Government is faced with the new entity and should have
the opportunity to iron out in advance with the new party any
issues of concern to it. Nevertheless, the Committee does perceive
some problems with such an approach.

First, it is struck by how awkwardly the subject of stock
purchase transactions fits into the existing coverage on novation
agreements. The definitions and terminology used in that coverage
contemplate situations in which assets required to perform
Government contracts are transferred from one legal entity to
another, so that the contracts themselves must also be
transferred. This is simply not the case for situations in which
control of a company is transferred by stock purchase, since assets
and contracts remain throughout the property and responsibility of
the same legal entity. What is even more important, there is a
statutory basis for the requirement to execute a novation agreement
in situations in which Government contracts are transferred that is
lacking for transfers of control over a company through stock
purchase. Even if, therefore, the DAR Council were to adopt
coverage modeled on that contained in DAC 76-48, the Committee
wonders whether, in the absence of a contract clause, contractors
would in fact really be under any greater obligation than they are
now to execute novation agreements after acquiring businesses
through stock purchase.

At this point, the Committee is obliged to point out that this
whole issue lies outside its primary area of expertise.
Accordingly, it is recommended that the DAR Council seek legal
advice on it. However, in case the Council remains interested in
pursuing the approach proposed by the Army and ADPA, the Committee
has included some detailed comments and suggestions on their
proposed coverage at TAB C.

The Committee also adds here that, should the Council decide
that new FAR coverage is necessary to encourage or require advance
agreements for these kinds of business acquisitions, there are
other possibiiities besides placing coverage within the existing
language on novation agreements. It would, for example, be
possible to locate such coverage in a separate section in subpart
42.12 parallel to that on novation agreements. It would also be
possible to include acquisition of a business through stock
purchase in the list of situations for which advance agreements on
the treatment of cost is especially advisable. Since this latter
alternative is within the Committee's area of expertise, it has
provided language for such an approach at TAB C should the DAR
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Council wish to pursue this course of action.

In any case, however, the Committee believes that the new cost
principles coverage it is recommending elsewhere in this report
will go a long way toward protecting the Government's interest in
situations in which a Government contractor is acquired regardless
of the form of the combination. Thus, while the issue of whether
to require or encourage some form of agreement whenever a business
acquisition occurs remains of some importance in that each
acquisition has unique aspects, its urgency will be diminished if
the Committee's recommended FAR language is enacted.

2. During Committee discussions on this case, the issue of
repeated sales (or "churning") of an entity was raised. Some
firms, or segments, have been sold, and then sold again. The
concern was that repeated sales, whether real or sham, could lead
to the evasion of the no write-up rule being established by this
case. The last sentence in 31.205-49(a) (1), TAB A, as follows is
intended to cover both single and multiple sale situations.

In such situations, allowable amortization, cost of
money, and depreciation expenses shall be limited to the
amount that would have been allowed had the combination and
subsequent revaluation or creation not taken place. (emphasis
added)

The amount allowed after the first sale is the net book value
of the acquired firm. This becomes the base value of the covered
assets of the acquiring firm. This then flows through each
subsequent acquisition as the amount allowed had a combination not
taken place (minus depreciation or amortization taken based on
cont inued use of the or ig i nal schedule).

3. The Committee recommends that the CAS portion of the
proposed changes be issued as proposed rules rather than exposure
drafts. The Committee believes that the previously published
background notice served as the exposure draft required for CAS
changes and thus, the revised CAS language need not, in this
particular case, be formally issued as exposure drafts.
Additionally, this will preserve the continuity of the case since
both the CAS and the cost principle changes must be processed
concurrently.
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All members of the Committee concur with the contents of this
report.
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Asset Acquisition Cost
Depreciation Method
Useful Life
Date Asset Acquired
Disposal Date
Disposal Price

•..

$10
Straight Line
10 years
1 January of year 1
31 December of year 10
$15

IAR Case 84-18

Depreciation Inflated

End of Year Depreciation Interest Rate ti) n (1+i)n

1 1 .07 9.5 1.902
2 1 .07 8.5 1.777
3 1 .07 7.5 1.661
4 1 .07 6.5 1.552
5 1 .07 5.5 1.451
6 1 .07 4.5 1.356
7 1 .07 3.5 1.267
8 1 .07 2.5 1.184
9 1 .07 1.5 1.107

10 1 .07 .5 1.034
14.291

Cost of Money

Average Net Book Value
(Avg NBV)

9.5
8.5
7.5
6.5
5.5
4.5
3'.5
2.5
1.5

.5

Cost of Money
(Avg NBV x i)

.665

.595

.525

.455

.385

.315

.245

.175

.105

.035
3~

Present Recapture Rule: proposed Recapture Rule
Recapture based upon depreciation (in
nominal dollars) allowed plus cost-of-money

,.

Book Gain
Depreciation Allowed
Recapture Credit

$15
$10
$10

Book Gain
Inflation Adj. Depr.
Recapture Credit

$15
14.291
14.291

Book Gain
Depreciation (nominal dollars)
Cost of Money applied
Recapture Credit

$15
$10

3.5
13.5
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DEPARTMENT OF THE NAVY
OFFICE OF THE ASSISTANT SECRETARY

(SHIPBUILDING AND LOGISTICS)

WASHINGTON, DC 20360-5000

DAR Staff
Case 84-18A

MEMORANDUM FOR THE DIRECTOR, DAR COUNCIL

22 January 1988

SUBJECT: Golden Parachutes/Handcuffs and Organization Costs

I. PROBLEM:

To review and make recommendations related to the comments
on the proposed rule which was published in the Federal Register
on 13 May 1987.

II. RECOMMENDATIONS:

A. That FAR 31.205-6 and 31.205-27 be revised as shown at
TAB A and published as a final rule.

B. That the memorandum at TAB B be used to transmit the
final rule, together with the TAB C recommended Federal Register
notice and the TAB D FAC Preamble, to the Civilian Agency
Acquisition Council.

III. DISCUSSION:

A. Background.

On 13 May 1987 the CAA and DAR Councils asked for comments
on proposed changes to FAR 31.205-6, Compensation for personal
services, and 31.205-27, Organization costs, in order to clarify
allowability policy. The proposed changes were prompted by a
belief that there has been a proliferation of business
combinations leading to concomitant questions regarding
appropriate costing on Government contracts. Since there are
situations in which companies recorded cost structures are
directly reflected in the price to the Government, the Government
should not bear the risk of paying higher prices simply resulting
from a change or resisting a change in ownership; thus the
proposed changes would make certain extraordinary compensation
payments, commonly referred to as "golden parachutes" and "golden
handcuffs," unallowable as well as those costs resulting from
resisting or planning to resist reorganization of the corporate
structure or controlling interest in the ownership.



B. Comment Summary.

Twenty comment letters were received. The attached APPENDIX
lists the commenters and briefly quotes those comments which
recommended revisions to the proposed rules. Seventeen
commenters either had no objections or comments or concurred with
the changes as proposed. Two commenters disagreed with certain
portions of the proposed coverages and the remaining commenter
nonconcurred in all changes.

C. Discussion of Comments.

1. The American Defense Preparedness Association (ADPA) had
an objection in connection with novation and change-of-name
agreements. They argue that these costs, even when resulting
from objectionable costs of takeovers and mergers, are ordinary
administrative costs and therefore should be allowable.

The Cost Principles Committee disagrees. These costs are
not at issue in this case. Existing regulations already make
costs of this type unallowable and it is not the Committee's
intent to make them allowable.

2. The Council of Defense and Space Industry Associations
(CODSIA) had several objections, to wit:

a. The language of the proposed cost principle
regarding golden handcuffs is inconsistent with the background
statement and would disallow payments which are neither
extraordinary nor unreasonable. They recommend that the word
unreasonable be inserted at 31.205-6(1)(2) preceding the words
special compensation.

The Committee does not agree. Adding the word unreasonable
duplicates coverage at 31.201-3 and 31.205-6(b) and would infer
that there could be a reasonable golden handcuff payment. It is
the Committee's intent to not permit recovery of any special
payments incurred in conjunction with mergers or business
combinations. For example, an individual was performing a job
normally paid and objectively worth $50,000 per year, given the
nature of the job's duties and responsibilities, but for good
reason (e.g., to help the company through a rough financial
period) accepted and was paid $30,000 per year. If the new
owners immediately raise his pay to $50,000, this would not be
considered a golden handcuff, but a pay raise to normal, i.e.,
reasonable, levels. However if the employee's pay is increased
from $30,000 to $80,000 per year, but $30,000 of this amount is
contingent upon the individual remaining with the company for a
3-year period, the contingent amount is the unallowable golden
handcuff cost.

In order to more explicitly define golden handcuffs, we have
revised the coverage at TAB A to more closely link the handcuff
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payment to the requirement to remain with the company.
Accordingly, we have changed " ... in which those employees
receive special compensation, in addition to their normal pay,
provided that they remain with the contractor for a specified
period of time" to read:

" ••. in which those employees receive special
compensation which is contingent upon the employee
remaining with the contractor for a specified period
of time."

b. CODSIA suggests that where the merger or acquisition
benefits the Government, such costs should be allowable when they
are otherwise reasonable and allocable. They recommend that
subparagraph (a) of section 31.205-27 be modified accordingly.

The Committee does not agree. The Government has a
longstanding policy against paying costs related to all forms of
capital formation, including fundamental structural reorgani­
zations. It is a given of Government contracting that a
contractor comes forth prepared to perform the contract. A
contract is not a vehicle to underwrite capital formation. The
costs in question here are clearly related to such activities,
and are being disallowed for that reason.

c. Using the same "reasonableness" rationale, CODSIA
recommends use of a separate paragraph (b) for FAR 31.205-27
addressing the cost allowability vis-a-vis resisting or planning
to resist any corporate reorganization or change in controlling
interest and to also state that these costs are subject to the
FAR 31.201-3 reasonableness criteria.

Again CODSIA would have us believe that a portion of these
costs are subject to the reasonableness criteria while others are
apparently not. Otherwise, why specifically state that the costs
of resisting or planning to resist a takeover are subject to
3l.20l-3? The Committee is not convinced that these costs need
treatment in a separate paragraph or that they require a direct
linkage with 31.201-3, Reasonableness.

3. The Professional Services Management Association (PSMA)
recommends that FAR 31.205-27 be deleted in its entirety and that
a reasonable portion of "golden parachutes" and "golden
handcuff" costs should be allowable since they are a necessary
cost in today's business merger atmosphere. PSMA avers that the
Government benefits from these activities and therefore should
pay for them.

Other than PSMA's allegation that the Government benefits
from such activity no evidentiary material is presented. The
Committee has previously addressed similar comments and will not
further belabor the point.
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D. Consideration of Section 805 of P.L. 100-180. the DoD
Authorization Act of 1988.

The Committee reviewed the language as contained in Section
805 of P.L. 100-180 and found it to be substantially the same as
the proposed rule regarding "golden parachutes." Thus the
Committee recommends adopting its previously proposed language.
However, Section 805 makes no reference whatsoever to "golden
handcuffs" or other organization or business combination costs.
The Committee has discussed the significance of this omission and
reached the conclusion that coverage of these areas remains
necessary as stated in our background statement in the Federal
Register notice of May 13, 1987.

E. Other Comments.

The Committee recommends deleting from 31.205-6(1) the
sentences which begin "These arrangements are commonly known as
'golden .... '" They are slang terms which become outdated after
a period of time, and also can become unduly limiting. It is
possible that someone could develop a tin parachute or handcuff,
or they could be described as being made of linen, paper, or
plastic. We prefer to avoid the use of slang terms in the FAR.
We believe the definitions are sufficiently precise to protect
the Government's interest and, therefore, we have deleted these
two sentences.

F. Summary.

The comments received generally concurred or did not object
to the proposed rule. Only relatively minor issues, discussed
above, were raised. We recommend only minor adjustments to our
previous language and that a final rule be promulgated
immediately without further public discussion.

All members of the Cost Principles Committee concur with the
contents of this report.

•

(j//~
~.~. ERMERINS

Chairman
Cost Principles Committee

DoD Members Other Members

Edwin Cornett, Army
Terrence D. Sheppard, Air Force
Donald W. Reiter, DLA
Charles D. Brown, OASD(C)
Frances Brownell, DCAA
Donald Sawyer, OASD(A&L)/CPF
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APPENDIX
Page 1 of 4 pages

SUMMARY OF COMMENTS
DAR Case 84-18A. Golden Parachutes/Handcuffs and Organization Costs

FAR Case 87-19

No comment/ Concur/ Partial
Objection Support Nonconcur Objection

l. Federal Communications Commission X
2. USA Railroad Retirement Board X
3. U.S. Small Business Administration X
4. American Defense Preparedness X

Association
5. National Labor Relations Board X
6. Agency for International Development X
7. U.S Department of Housing and X

Urban Development
8. Panama Canal Commission X
9. National Endowment for the Humanities X

10. U.S. Department of Justice X
11. Office of GSA Acquisition Policy X

and Regulations (GSA)
12. DoD Inspector General X
13. U.S. Information Agency X
14. Council of Defense and Space Industry X

Associations (CODSIA)
15. Professional Services Management X

Association
16. Pennsylvania Avenue Development X

Corporation
17. U.S. Department of Agriculture X
18. Veterans Administration X
19. Office of Federal Procurement Policy X
20. U.S. Nuclear Regulatory Commission X

TOTAL 11 6 1 2



Objections/Issues

APPENDIX
DAR Case 84-18A
Page 2 of 4 pages

Commenter

The costs to a contractor, over and above
ordinary and normal expenses, resulting
from acquisitions and mergers should not be
charged to the Government as an ordinary
expense in performing a Government contract.
On the other hand, it should be made clear
that expenses incurred in connection with
novation and change-of-name agreements
(FAR 42.12) are allowable, even when resulting
from objectionable costs of takeovers and
mergers. Such agreements are ordinary adminis­
trative costs affecting performance of the
Government contract and therefore should be
allowable.

It is the opinion of the undersigned associ­
ations that the proposed language 31.205-6
(1)(2), disallowing the cost of "golden
handcuffs," is unnecessary and, moreover, is
inconsistent with the policy enunciated in
the background statement preceding the proposed
new cost principle. While the background
statement defines "golden handcuffs" as "extra­
ordinary payments above and beyond ordinary,
customary, and reasonable compensation payments
to employees for services rendered," the proposed
cost principle would define any compensation in
excess of normal pay as "golden handcuffs," or
per se unreasonable and extraordinary. CODSIA
agrees that the government should not have to
reimburse extraordinary and unreasonable
compensation payments, and thus agrees with
the statement of policy offered as background
to the proposed cost principle. However, the
language of the proposed cost principle is
inconsistent with this policy and would disallow
payments which are neither inconsistent with
this policy and would disallow payments which
are neither extraordinary nor unreasonable.

Since the ultimate resource of the acquired
company is its employees, the success of an
acquired company is usually related to its

American
Defense
Preparedness
Agency

Council of
Defense and
Industry
Associations



Objections/Issues

APPENDIX
DAR Case 84-l8A
Page 3 of 4 pages

Commenter

ability to retain key people, such as certain
management, technical and administrative staff
(e.g., tax staff personnel) for a specific period
of time after the acquisition. To disallow the
reasonable cost of special compensation arrange­
ments (i.e., completion bonuses) to retain such
valuable resources of an acquired company would
be detrimental to the acquiring company as well
as its customers--in this case, the U.S. Govern­
ment.

We recommend that allowability of such arrange­
ments continue to be handled on a case by case
basis, employing the "reasonableness criteria"
already provided by FAR 31.201-3 and should
not, out of hand, be deemed unallowable.
Therefore, it is recommended that 31.205-6(1)(2)
be revised to read as follows:

"(2) Payments to employees under plans
introduced in connection with a change
(whether actual or prospective) in
the management control over, or ownership
of, the contractor or a substantial
portion of its assets in which those
employees received unreasonable special
compensation, in addition to their normal
pay, provided that they remain with the
contractor for a specified period of
time."

We suggest that in the judgment of the con­
tracting officer, where the merger or
acquisition benefits the government, their
costs be allowable where they are otherwise
reasonable and allocable. Subparagraph (a)
of section 31.205-27 should be modified
accordingly.

In this connection, and applying the same
reasonableness criteria as discussed above,
we recommend that the proposed revision to
FAR 31.205-27 addressing the allowability
of expenditures incurred in resisting or
planning to resist any corporate reorgani­
zation or change in controlling interest



Objections/Issues

of a business be addressed in a separate
paragraph (b) as follows:

APPENDIX
DAR Case 84-18A
Page 4 of 4 pages

Commenter

"(b) Costs in connection with resisting
or planning to resist the reorganization
of the corporate structure of a business
or a change in the controlling interest
in the ownership of a business are
subject to the reasonableness criteria
provided in 31.201-3."

These costs are costs associated with doing
business in today's atmosphere. We believe
that all organization and reorganization
costs should be allowed on Government
contracts as they benefit the Government
in the long run. We realize organization
costs have been unallowable for a long
time. We recommend that FAR 31.205-27
be deleted in its entirety. Why should
the Government benefit from such activities
and pay nothing for them? It is another
example of your "one-way street," similar
to Contribution and Donations.

In regard to golden parachutes and golden
handcuffs, DCAA has questioned them in the
past based on reasonableness and allocability.
The proposed revisions put teeth in the DCAA
approach. This Association believes a
reasonable portion of such costs should be
allowed on Government contracts as a necessary
and reasonable cost of doing business in
today's business merger atmosphere (condoned
by Congress).

Professional
Services
Management
Association



TAB A
DAR Case 84-18A

RECOMMENDED CHANGES TO FAR 31.205-6 AND 31.205-27

31.205-6 Compensation for personal services.

(a) through (k) -- Unchanged.

(1) Reserved. [Compensation incidental to business

acquisitions. The following costs are unallowable:

(1) Payments to employees under agreements in which

they receive special compensation, in excess of the contractor's

normal severance pay practice, if their employment terminates

following a change in the management control over, or ownership

of, the contractor or a substantial portion of its assets.

(2) Payments to employees under plans introduced in

connection with a change (whether actual or prospective) in the

management control over, or ownership of, the contractor or a

substantial portion of its assets in which those employees

receive special compensation which is contingent upon the

employee remaining with the contractor for a specified period of

time.]

(m) Unchanged.

31.205-27 Organization costs.

(a) Except as provided in paragraph (b) below [of this

subsection], expenditures in connection with (1) planning or

executing the organization or reorganization of the corporate

structure of a business, including mergers and acquisitions, Of

(2) [resisting or planning to resist the reorganization of the



corporate structure of a business or a change in the controlling

interest in the ownership of a business, and (3)] raising capital

(net worth plus long-term liabilities), are unallowable. Such

expenditures include but are not limited to incorporation fees

and costs of attorneys, accountants, brokers, promoters and

organizers, management consultants and investment counselors,

whether or not employees of the contractor. Unallowable

"reorganization" costs include the cost of any change in the

contractor's financial structure, excluding administrative costs

of short-term borrowings for working capital, resulting in

alterations in the rights and interests of security holders,

whether or not additional capital is raised.

(b) - Unchanged.

[ ] - New coverage.
words lined out - coverage deleted.
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TAB B
DAR Case 84-18A

PROPOSED TRANSMITTAL MEMO TO CAAC

MEMORANDUM FOR CHAIRMAN, CIVILIAN AGENCY ACQUISITION COUNCIL

SUBJECT: DAR Case 84-18A (FAR Case 87-19), Golden Parachutes/
Handcuffs and Organization Costs

The DAR Council has approved revisions to FAR 31.205-6,

Compensation for personal services, and FAR 31.205-27,

Organization costs, to provide final rules under the subject

case. The analysis of the public comments and the rationale

supporting the proposed rule are contained in the attached

report. If the CAAC agrees with our position, please forward the

case to the FAR Secretariat for further processing and inclusion

in the next Federal Acquisition Circular.

DUNCAN A. HOLADAY
Director
Defense Acquisition
Regulatory Council

Attachment



TAB C
DAR Case 84-l8A

PROPOSED FEDERAL REGISTER NOTICE

DEPARTMENT OF DEFENSE
GENERAL SERVICES ADMINISTRATION
NATIONAL AERONAUTICS AND SPACE ADMINISTRATION

48 CFR Part 31 (Federal Acquisition Circular 84-XX)

Federal Acquisition Regulation (FAR); Golden Parachutes/Handcuffs
and Organization Costs

AGENCIES: Department of Defense (DoD); General Services
Administration (GSA); and National Aeronautics and Space
Administration (NASA).

ACTION: Final rule.

SUMMARY: Federal Acquisition Circular 84-XX amends the Federal

Acquisition Regulation (FAR) 31.205-6, Compensation for personal

services, and 31.205-27, Organization costs.

EFFECTIVE DATE:

FOR FURTHER INFORMATION CONTACT: Ms. Margaret A. Willis, FAR

Secretariat (VRS), 18th & F Streets, N.W., Room 4041, Washington,

DC 20405. Telephone (202) 523-4755.

SUPPLEMENTARY INFORMATION:

A. Public Comments.

A notice of the proposed rule was published in the Federal

Register on May 13, 1987 (52 FR 18159), recommending revisions to

FAR 31.205-6 and 31.205-27 to control costs and clearly state the

policy of the Government regarding the allowability of these

costs. Of 20 comments received, 17 either concurred or had no



objection or comment. Two commenters partially objected with the

proposed rules and one commenter totally disagreed. Minor

editorial changes were made to the definitions of the proscribed

costs, and the slang terms, "golden parachutes" and "golden

handcuffs" were deleted.

B. Regulatory Flexibility Act.

The changes to FAR 31.205-6 and 31.205-27 are not expected

to have a significant economic impact on a substantial number of

small entities under the Regulatory Flexibility Act (5 U.S.C. 601

et seq.) because most contracts awarded to small business

entities are awarded on a competitive fixed-price basis and cost

principles do not apply.

C. Paperwork Reduction Act.

The Paperwork Reduction Act (Pub. L. 96-511) does not apply

because the changes to FAR 31.205-6 and 31.205-27 provide

clarification as to the allowability of compensation for personal

services and organization costs and do not impose any reporting

or recordkeeping requirements or collection of information from

offerors, contractors, or members of the public which require the

approval of OMB under 44 U.S.C. 3501 et seq.

LIST OF SUBJECTS IN 48 CFR PART 31

Government Procurement.

Dated: ____, 1987

Harry S. Rosinksi,
Acting Director, Office of Federal Acquisition and Regulatory
Policy.
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PART 31 -- CONTRACT COST PRINCIPLES AND PROCEDURES

1. The authority citation for Part 31 continues to read as

follows:

Authority: 40 U.S.C. 486(c); 10 U.S.C. Chapter 137; and

42 U.S.C. 2453(c).

2. Paragraphs (1) of subsection 31.205-6 and (b) 31.205-27

are revised to read as follows:

(See approved version of TAB A)

3



TAB D
DAR Case 84-18A

RECOMMENDED FAC PREAMBLE

Item No. - Golden Parachutes/Handcuffs and Organization
Costs

There has been a proliferation of business combinations

leading to concomitant questions regarding appropriate costing on

Government contracts. The Government found that the previous

cost principles at FAR 31.205-6 and 31.205-27, lacked specificity

regarding certain costs. FAR 31.205-6 did not address the issue

of special compensation in conjunction with a planned or executed

merger or business combination. FAR 31.205-27 did not prescribe

the treatment to be accorded costs resulting from resistance or

planned resistance to the reorganization of the corporate

structure of a business or change in the controlling interest in

the ownership of a business.

The revised rules clarify the policy of the Government

regarding these costs and specifically describes the costs which

are unallowable. The revisions do not reflect or result from a

change in allowability policy.
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DEPARTMENT OF THE AIR FORCE
WASHINGTON, D.C. 20330-1000

OFFICE OF THE ASSISTANT SECRETARY

MEMORANDUM FOR THE DIRECTOR, DAR COUNCIL

July 20, 1987

SUBJECT: DAR Case 84-18, Accounting for Mergers and Other
Business Combinations

I. PROBLEM:

To review and coordinate on Tab A, Part 3 of the Commercial
Cost Principles Committee (CPC) report on the subject case, dated
4 February 1987 and amended on 12 March 1987.

To advise the DAR Council of any changes required to remove
unacceptable conflicts between the proposed changes to the cost
principles and the Cost Accounting Standards (CAS).

II. Recommendations:

That FAR 30.404-50(a) and (d)~: and 30.409-50(j)(1), (2),
and 3 be revised as shown in Tab A-I.

That the last sentence of FAR 3l.205-l6(a)(1) which appears
in Tab A, Part 3, p.3, of the CPC report of 4 February 1987 (Tab
A-3) be changed as shown in Tab A-2.

That FAR 3l.205-l6(e) remain unchanged as shown in Tab A-2.

III. Discussion:

A. Revaluation of Assets

The Cost Accounting Standards Policy Group (CASPG)
approached this problem with the objective of seeking the
best policy for costing Government contracts. We concur
with the CPC basic "no write-up" policy as being fairest
to both the Government and the contractor.

The CPC correctly saw the problem of asset revaluations as
having two possible solutions. Either the asset could be written
up with an equitable recognition of the disposal gain or the
transaction could be ignored for Government contract costing
purposes. The CPC chose "no write-up" as the primary or default
rule which will apply unless both parties can reach a satisfac­
tory arrangement regarding the disposal credit. The CASPG also
believes "no write-up" to be the fairest rule for the following
reasons:



(1) Basing contract prices upon cost incurred is, at best,
an unavoidable surrogate for a commercial price-competive
marketplace. A supplier in a price-competitive marketplace
could not successfully raise the price of his products because
his company had been acquired by another corporation. The
acquirer's investment cost would have to be recovered through
other realized efficiencies or the deal is not likely
to be done. It makes no sense to have the Government,
as a customer, suffer a price increase because someone
acquired its supplier, whether or not it is good financial
accounting on the consolidated books of the acquirer.

(2) The pass through nature of the cost of revalued
assets creates the circularity argument, i.e., a prospec­
tive takeover target would become more attractive if any
increase in asset values could be passed on to the
customer. This would drive up the cost of the acquisi­
tion of a defense contractor Which would pass through to
the Government in the form of increased depreciation
cost despite whatever depreciation recapture takes place under
current regulations.

(3) Congress expressed its feelings in the general area
of revaluation of assets in Sec. 2314 of the Deficit Reduction
Act of 1984. P.L. 98-369.

That law amends the Social Security Act to require that
" ••• in establishing an appropriate allowance for depreciation
••• with respect to an asset of a hospital or skilled nursing
facility which has undergone a change of ownership, such regula­
tions shall provide that the valuation of the asset after such
change of ownership shall be the lesser of the allowable acquisi­
tion cost of such asset to the owner of record as of the date of
enactment of this subparagraph ••• or the acquisition cost of
such asset to the new owner ••• Such regulations shall provide
for recapture of depreciation ••• "

So Congress placed a legislative cap on the revaluation of
hospital or skilled nursing facility assets after change of
ownership to the lower of the predecessor or successor cost. The
resulting cost of any increase in asset valuation dealt with
above would be passed on to insurance companies in a non­
competitive environment in a situation similar to the cost being
passed to the Government in non-competitive defense contracting.

(4) The same general approach of using predecessor cost of
assets is used in business combinations of public utilities and
some other industries operating in a non-competitive environment
where prices are regulated. In these industries an increase in
the value of the asset base would be passed through to the
customer as increased prices similar to the way they would be
passed through to the Government in non-competitive defense
contracting.
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(5) The situations in reasons (a}(l) through (a}(4)
above deal with business combinations made in a non-competitive
environment where the cost of revalued assets are passed directly
through to the customer as increased prices. Since price com­
petition does not constrain the price paid for the acquired com­
pany, a pass through of the costs of the revalued assets to the
customer usually does not achieve equity. While the disposal
credit route may provide equity in some circumstances, it can
also produce results that are grossly unfair to either of the
contracting parties because of the mix of Government par­
ticipation and contract types, or the fact that the increase in
the revalued assets far exceeds the depreciation previously paid.

B. Changes to CAS 404

The CPC recommended that 30.404-50(d} and (e) concerning the
"purchase method" and "pooling of interest method" of accounting
for business combinations be eliminated in their entirety. The
CASPG does not agree with that recommendation because it believes
that most of the coverage in the paragraphs recommended for dele­
tion, retains some applicability. Under the rules proposed by
the CPC, the purchase method may still be used when other
equitable arrangements have been mutually agreed to. Our recom­
mendations for a compatible revision to CAS 404 are set out in
Part I of Tab A.

C. Exception to the No Write-Up Rule

While laying down a general policy of no write-up of assets
in a business combination, the CPC recommendations leave some
latitude for the exercise of judgement in making exceptions by
the contracting officer faced with the specific business com­
bination. The CASPG concurs that exceptions to the general no
write-up rule are appropriate, but believes they will be utilized
in a minimal number of cases.

In the case Where the contracting officer does allow assets
to be revalued upward, it is assumed he will obtain a credit to
the Government for the gain from the acquiring company. The gain
was previously limited in 31.205-16(b} and in 30.409-50(j}(I} to
the amount of depreciation previously taken. The CPC recommended
raising the limit specified in 31.205-16(b} by increasing the
depreciation previously taken to present value using the Treasury
rate. The CASPG concurs that it is equitable and logical to con­
vert the measurement of depreciation taken to its present value.
We also agree that the Treasury Rate of Interest is a practical
index for this purpose. It is worthy of note that the CAS Board
had considered a proposal to increase the limit on gain recogni­
tion to the sum of depreciation taken plus the cost-of-money
related to the asset.

3



Our recommended changes to CAS 409 make the standard con­
sistent with the CPC proposed change to the cost principles by
raising the limit on a gain to the depreciation taken inflated by
the Treasury rate. In addition, we have clarified CAS 409 to
assure that the coverage on gains and losses on disposal of
tangible assets applies to business combinations as well as
disposal of individual assets of on going businesses.

D. Gains or Losses Arising from Mass or Extraordinary
Dispositions

The CASPG recommends adjusting 30.409(j)(3) and
3l.205-l6(a)(1) as shown in Tab A and to leave 3l.205-l6(e)
unchanged. The reasons for our recommendation are as follows:

The amount of a gain or loss on an asset disposed of is
indicated in the existing cost principle (3l.205-l6(b» and CAS
(30.409-50(j)(1» as the difference between " ••• the net amount
realized ••• and its undepreciated balance •.• " Both the existing
cost principle and CAS go on to indicate the general rule that a
gain or loss should be assigned to the cost accounting period in
which the disposition occurs. The CAS makes an exception to gains
or losses, arising from mass or extraoroinary dispositions, by
allowing the contracting parties to account for them in an
equitable manner. The cost principles have similar coverage at
3l.205-l6(e).

The original CPC coverage at 3l.205-l6(a)(1) would have
expanded the exception to apply to all individual dispositions as
well as mass and extraordinary dispositions. It is believed that
the change would have potentially made the gain or loss on every
individual asset disposed of, subject to adjustment for amount or
timing at either party's discretion or whim. The only claim.
necessary would have been that the application of the general
rule determining amount and timing of the gain or loss did not
achieve equity. The lack of consistency, thus created, would
have been undesirable from both the Government and contractor's
viewpoints. Consequently, the CASPG believes that limiting the
exception to mass and extraordinary dispositions would be more
appropriate as long as extraordinary is properly defined.

Accounting Principles Board Opinion No. 30 (APB 30) places
very strict limitations on items classified as extraordinary.
Both committees believed this limitation to be much too restric­
tive. Consequently, the recommended coverage expands the defini­
tion of extraordinary dispositions to include real property
transactions and those groups of transactions which in total
would result in a material inequity if assigned to the period in
which disposition occurs.

4



~C,V7~
DAVID C. RELLY ><... l
Chairman, CAS Policy Group

We believe that this change will cover the situation in Which a
contractor chooses to sell all major assets individually over a
short time period rather than all at once as in the usual
business combination. The Chairman of the CPC and the two joint
members of both committees concur with the changes to
3l.205-l6(a)(l) and 3l.205-l6(e) in the CPC report.

E. All CASPG members concur with the contents of this report.

5 Atch
1. Tab A-I CASPG Proposed

Revision to FAR 30.404 &
30.409

2. Tab A-2 CASPG Proposed
Revision to FAR 3l.205-l6(a)(l)
& 31.205-l6(e)

3. Tab A-3 CPC Report, DAR Case 84-18,
Tab A, Part 3

4. Tab B Proposed Transmittal Memo
to CAAC

5. Tab C Proposed Federal Register Notice

CAS Policy Group Members

David P. Calder, Army (AMCPP-SC)
Ted Godlewski, Navy (MAT 0224B)
Steve Araki, DLA
Robert Lynch, NASA
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CAS 404 - CAPITALIZATION OF 'mNGIBlE ASSET'S

* * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * *

30.404-50 Techniques for Application.

(a) Except for the limitations described in paragraph

JE.L of this subsection. [T] the ccst to a<XjUire a t.an1ible capi-

tal asset includes the p.rrchase price of the asset am ccsts

necessary to prepare the asset for use.

* * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * *

(d) The "purchase method" of accounting for business

caminations shall not ordinarily be used for contract costing

When the assets or controlling interest in the avnership of a-- -- -- -
contractor have been acquired or transferred in a caribination.

In such cases, asset values shall ordinarily remain at the

levels recorded on the l::x:oks of the acquired entity prior to the

canbination transaction. However, the contracting officer nay

permit the use of the "purchase method" When other equitable

arrangements (see 31.205-49 (a) ) have been mutually agreed to.

Under the "purchase method" of accamting for business can-

binations, acquire1 tangible capital assets shall be assigned a

portion of the cost of the acquire1 canpany, not to excee1 their

fair value at date of acquisition. there the fair value of iden­

tifiable acquired assets less liabilities assurred excee1s the

purchase price of the acquire1 ccmpany in an aCXJuisition under

the "purchase method" , the value otherwise assignable to tangible

capital assets shall be reduced by a prcportionate part of the

excess.

Key:

[bracket] = deletion

underline = new
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capital assets for financial accounting shall be the

for detennining the aJSt of such assets.

interest rrethod"

for

(e ) Under the "p:>cling

business canbinations, the

of

values established

of accounting

for t.cm3ible

values used

* * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * *

CAS 409 - DEPROCIATION CF 'ffiNGIBIE CAPITAL ASSETS

* * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * *

30.409-40 Fundamental Requirement.

(a) The depreciable cost of

(or group of assets) shall be assigned

in accordance with the follONing criteria:

a t.cm3ible capital asset

to C03t accamting ~riods

* * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * *

( 4) '!he gain or loss \rthich is

tion of a t.cm3ible capital asset shall

accounting period in v.hich the disrosition occurs.

recognized

be assigned

uron

to

disrosi­

the C03t

* * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * *

(b) '!he annual depreciation cost of a t.cm3ible capital

asset (or group of assets) shall be allocated to C03t objectives

for \\hich it provides service in accordance with the follONi1'B

criteria:

7 Tab A-l



(4) '!he gain or loss v.hich is re<:.'CX,3Tlized UJ;X:>n diSPJsi-

tion of a tangible capital asset, v.here naterial in arrount, shall

be allocate({ in the same manner as the depreciation cost of the

asset has been or would have been allocated nor the cost

accounting period in v.hich the disFOsition ocarrs. Wlere such

gain or loss is not naterial, the amount nay be included in an

appropriate i.rrlirect cost p:x:>1.

* * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * *

30.409-50 Tedhniques fOr Application.

(j) (1) Gains and losses on disFOsition of tangible

capital assets (including business canbinations in Which the

Contracting Officer agrees to use of the "purchase method" of

accounting to revalue the assets for contract costing purfOSes)

shall be consideroo as adjusbnents of depreciation costs pre­

viously recognized and shall be assigned to the cost accamti.n:J

period in \\hich disFOsition occ.urs except as provided in

paragraphs (j) (2), and (3) of this section. The gain or less

for each asset disFOsed of is the difference between the net

arrount realized, inc1ucling insurance proceoos in the event of

involuntary conversion, and its undepreciatoo balance. Ho.vever,

the gain to be reC03Tlized for contract costin:J purposes shall be

limited to the [difference between the original acquisition ccst

of the asset and its undepreciatoo balance] amount of depre­

ciation previously taken increased to present value at the tiJre

of disposition by using the interest rates determined Ex..- the

Secretary of the Treasury pursuant to 50 u.s.c. App. 1215(b)(2)

in effect for the time period over which the depreciation was

taken.

(2) Gains and losses on the diSFOsition of tan:Jib1e capital

assets shall not be reC03Tlized \\here: (i) assets Which were

disposed of in ~ business canbination (see 30.404-50(d» have not

been revalued to reflect that transaction. (ii) assets are

grouped and such gains and losses are processed through the

8 Tab A-I



nay either

adjust the

account,

of

accumulated depreciation

given in exchange as

asset and the gain or

ciable cost of the nev.r

an involuntary conversion

asset, gains am losses

disposition or used to

new asset.

p3.rt

loss

asset.

and

is

the

or [(ii)] (iii) the asset is

the purchase price of a similar

included in canputing the depre­

\there the disp::>sition results fran

asset is replaced by a similar

be reoognized in the period of

depreciable cost base of the

(3) 'Ihe contracting parties [nay] shall account for gains

and losses arising fran nass or extraordinary disIX>sitions in a

manner v..hich will result in treatment equitable to all p3.rties.

Mass and extraordinary dispositions include real property tran­

sactions and those groups of transactions Which would aggregate

to ~ naterial inequity if assigned to the period in Which the

diSposition occurs.

assets transferrej in other than an

subsequently disIX>sed of within 12

transfer shall be assigned to the transferor.

tan:Jible capital

transaction am
(4) Gains losses on disposition of

anns-length

nonths fran the date of

* * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * *
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31.205-16 Gains and losses on disFOsition of depreciable

(a) (1)

property or other capital assets.

Gains and looses fran the sale, retiranent, or other

disFOSition (but see 31.205-49) of depreciable prcperty, shall

nornally be included in the year in 'lthich they OCOlI" as cre1its

or charges to the cost groupin:J ( s ) in 'lthich the depreciation or

anortization applicable to those assets was included (but see

paragraph (d) belON) • H<::1Never, the timing (or the arrotmt, if

necessary) of the recognition of such credits or charges

resulting fran nass or extraordinary dispositions shall be

adjusted in accordance with subparagraph (a)(2) and ~ of this

subsection When the inpact of current year recognition does not

achieve equity. Mass and extraordinary dispositions include

real property transactions and those groups of transactions Which

\\QuId aggregate to ~ naterial inequity if assigned to the period

in Which disposition occurs.

.. ..

(e) Gains

retirements, or

by-ease basis.

II

and losses arising

other diSFOsition

fran

shall

nass

be

II

or extraordinary

considerErl on a

sciles,

case-

>-.-,~....>---------
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'lab A, Part 3

of Cost Principles

Committee Report,

DAR Case 84-18

31.205-10 Cost of Money.

(a)(l) - Unchanged.

(2) Allowability. Whether or not the contract is otherwise

subject to CAS, facilities capital cost of money is allowable if-­

(i) The contractor's capital investment is measured, allo­

cated to contracts, and costed in accordance with CAS 414:

(ii) The contractor maintains adequate records to demonstrate

compliance with this standard: aHa

(iii) The estimated facilities capital cost of money is spe­

cifically identified or proposed in cost proposals relating to the

contract under which this cost is to be claimed.[: and

(iv) The requirements of 31.205-49, which may limit the

allowability of facilities capital cost of money, are observed.J

(3) and (4) - Unchanged.

(5) The cost of money resulting from including goodwill

(however represented) in the facilities capital employed base is

unallowable~[(see 31.205-49).J

(b)(l) - Unchanged.

(2) Allowability[.J ~fuether or not the cont[rJact is other­

wise subject to CAS, and except as specified in subdivision (ii)

below, the cost of money for capital assets under construction,

fabrication, or development is allowable if--

(A) The cost of money is calculated, allocated to

contracts, and costed in accordance with CAS 417:

11 Tab A-3



(B) The contractor maintains adequate records to

demonstrate compliance with this standard: aRe

(c) The cost of money for tangible capital assets i~[s]

included in the capitalized cost that provides the basis for

allowable depreciation costs, or, in the case of intangible capital

assets, the cost of money is included in the cost of those assets

for which amortization costs are allowable.[: and

(D) The requirements of 31.205-49, Which may limit the

allowability of cost of money for capital assets under construc­

tion, fabrication, or development, are observed.]

(2)(ii)-4 - Unchanged.

12



31.205-11 Depreciation

(a) through (m) - Unchanged.

[(n) The requirements of 31.205-49, Which may limit the

allowability of depreciation, shall be observed.]

31.205-16 Gains and losses on disposition of depreciable property

or other capital assets.

(a)(l) Gains and losses from the sale, retirement, or other

disposition (but see 31.205-19) of depreciable property [,

including any transaction(s) in Which the acquirer employs the

purchase method of accounting for subsequent valuation of the

property,] shall [normally] be included in the year in which they

occur as credits or charges to the cost grouping(s) in which the

depreciation or amortization applicable to those assets was

included (but see paragraph (d) below). [However, the timing (or

the amount, if necessary) of the recognition of such credits should

be adjusted when the impact upon contract prices of current year

recognition does not achieve equity.

(2) When the assets or controlling interest in the

ownership of a contractor are acquired or transferred and the indi­

vidual assets are revalued under the purchase method of accounting

for a business combination, 31.205-49 shall apply rather than this

subparagraph. No gain or loss shall be recognized when allowable

depreciation or amortization is limited to the amount that would

have been allowable had the combination not taken place.]

(b) Gains and losses on disposition of tangible capital

assets including those acquired under capital leases (see

3l.205-ll(m)[)], shall be considered as adjustments of depreciation

costs previously recognized. The gain or loss for each asset

disposed of is the difference between the net amount realized,

including insurance proceeds from involuntary conversions, and its

undepreciated balance. The gain recognized for contract costing

13



purposes shall be limited to the differeRee betw99R thQ aQqui~ition

cost (or for il~~QtSil acquired under a capital lease, the Tv"aluc at

which th9 19as9G asset is oapitali~ed) of ~he asse~ a~d its

npdepreciatQQ balaRoe [inflation-adjusted amount of depreciation

previously taken] (except see sUbdivision (c)(2)(i) or (ii) below).

(c) and (d) - Unchanged.

(e) Gains and losses arising from mass or extraordinary

sales, retirements, or other disposition shall be considered on a

case-by-case basis. [However, when the assets or controlling

interest in the ownership of a contractor are acquired or trans­

ferred and the individual assets are revalued under the purchase

method of accounting for a business combination, 31.205-49 shall

apply rather than this paragraph.]

( f) - Unchanged.

31.205-49 Goodwill [and other asset valuations resulting from

business combinations.]

Good'dill, em l.tRideRtifiable intanEJible as-se-t, orig-inab'!s

[(a)(l) When,] under the purchase method of accounting for a busi­

ness combination [,] 'dfleR the price paid by the acquiring company

exceeds the Sl.tffi of-··-tM-identifiable [net book value of the] indivi­

dual assets acquired less [the] liabilities assumed, gaS9G OR th9ir

fair values. ~he [the] excess is [distributed first to the iden­

tifiable individual assets acquired based upon their market or

appraised values and, if any excess still remains, to a newly

created, unidentifiable intangible asset] commonly referred to as

goodwill. ~eoGwill may arise from the aeq~iBi~ion of a eeM~aAY as

a ;ffiole or a portion thereof. [In such situations, allowable amor­

tization, cost of money, and depreciation expense shall be limited

to the amount that would have been allowable had the combination

and subsequent asset revaluation or creation not taken place.

14



(2) However, except for goodwill, costs in excess of this

limitation may be allowed on a case-by-case basis to achieve equity

or protect the Government's interests in special situations, pro­

viding the contracting officer agrees. Examples of circumstances

in which it may be appropriate for the contracting officer to allow

such costs are:

(i) When the Government, before the effective date of this

cost principle, had agreed to a settlement covering a business com­

bination which implied acceptance of such costs in the future (as,

for instance, When the Government had agreed to accept an immediate

credit for contract costing purposes for excess depreciation and

amortization costs recognized prior to the business combination

(see 31.205-16));

(ii) When the receipt of an immediate credit for contract

costing purposes for excess depreciation and amortization

recognized prior to a business combination (see 31.205-16) repre­

sents an administratively preferable and roughly financially

equivalent course of action when compared with that of disallowing

future costs flowing from the revaluation of assets pursuant to a

business combination; and

(iii) When the acquired company had no, or an insignificant

amount of, Government business before being acquired (so that no

material credit exists for excess depreciation and amortization

previously recognized), and subsequently entered Government busi­

ness with the asset valuations established by the combination.

(b)] Any costs for amortization, expensing, write-off or

write-down of [, or cost of money on,] goodwill (however repre­

sented are unallowable.



PROPOSED TRANSMITTAL MEMO TO CAAC

MEMORANDUM FOR CHAIRMAN, CIVILIAN AGENCY ACQUISITION COUNCIL

SUBJECT: DAR Case 84-18, Mergers and Other Business Combinations

The DAR Council has approved proposed revisions to FAR

30.404-50(a) and (d)~ 30.409-50(j)(1), (2), and (3)~ and 31.205-10,

31.205-11, 31.205-16, and 31.205-49~ to provide clear rules on the

allocability and allowability of costs flowing from asset writeups

resulting from business acquisitions. The rationale for these

decisions is contained in the attached report. If the CAAC agrees

with our position, please forward the case to the FAR Secretariat

for further processing as appropriate.

OTTO J. GUENTHER, COL, USA

Director

Defense Acquisition

Regulatory Council

Attachment
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PROPOSED FEDERAL REGISTER NOTICE

DEPARTMENT OF DEFENSE

GENERAL SERVICES ADMINISTRATION

NATIONAL AERONAUTICS AND SPACE ADMINISTRATION

48 CFR Parts 30 and 31

Federal Acquisition Regulation (FAR)7 Mergers and Other Business

Combinations.

AGENCIES: Department of Defense (DoD)7 General Services

Administration (GSA)7 and National Aeronautics and Space

Administration (NASA).

ACTION: Exposure draft.

SUMMARY: The Civilian Agency Acquisition Council and the Defense

Acquisition Regulatory Council are considering revisin~ FAR

30.404-50(a) and (d), 30.409-50(j)(l), (2), and (3), 31.205-10,

31.205-11, 31.205-16, and 31.205-49 to set forth new or clarified

rules on the allocability and allowability of costs stemming from

business combinations.

COMMENTS: Comments should be submitted to the FAR Secretariat at

the address shown below on or before (60 days from pUblication), to

be considered in the formulation of a proposed rule.

ADDRESS: Interested parties should submit written comments to:

General Services Administration, FAR Secretariat (VRS), 18th & F

Streets, N.W., Room 4041, Washington, DC 20405.
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Please cite FAR Case 87-YY in all correspondence related to

this issue.

FOR FURTHER INFORMATION CONTACT: Ms. Margaret A. Willis, FAR

Secretariat, telephone (202) 523-4755.

A. Background.

The Defense Acquisition Regulatory and Civilian Agency

Acquisition Councils have been reviewing for some time the subject

of business combinations, and particularly the appropriate

Government contract costing resulting from such combinations. This

review has been occasioned both by the Council's perception that

existing regulations on certain aspects of this subject are inade­

quate as evidenced by the fact that they have been the subject of

recent litigation. A principal conclusion of this review is that,

in most circumstances, the Government should not recognize depre­

ciation, a.mortization, or cost of money expense flowing from asset

writeups that result from the "purchase" method of accounting for

business combinations. The Councils do not believe that, in the

special circumstances of Government procurement in which companies'

recorded cost structures are often directly reflected in price, the

Government should be at risk of paying higher prices simply because

of ownership changes at its suppliers. Accordingly, the Councils

are proposing a change to FAR 30.404-50(a) and (d):

30.409-50 ( j ) (1), (2), & (3): and 31.205-10, 31.205-11, 31.205-16,

and 31.205-49: to implement this decision.

B. Regulatory Flexibility Act.

The proposed changes to FAR 30.404.50(a) and (d):

30.409-50(j)(1), (2), and (3): 31.205-10, 31.205-11, 31.205-16, and

18



31.205-49: are not expected to have a significant economic impact

on a substantial number of small entities under the Regulatory

Flexibility Act (5 U.S.C., 601 et. seq.) because most contracts

awarded to small entities are awarded on a competitive fixed-price

basis and the cost principles do not apply. In addition small

business are exempt from cost accounting standards.

C. Paperwork Reduction Act.

The Paperwork Reduction Act does not apply because the pro­

posed rule does not impose any additional recordkeeping or infor­

mation collection requirements. Therefore, OMB approval under 44

U.S.C. 3501 et. seq. is not required.

List of subjects in 48 CFR Parts 30 and 31

Government procurement.

Dated:

Lawrence J. Rizzi

Director, Office of Federal Acquisition and Regulatory Policy

Part 30 and 31 - (Amended)

Therefore, it is proposed that 48 CFR Parts 30 and 31 be

amended as follows:

1. The authority citation for Parts 30 and 31 continues to

read as follows: Authority: 40 U.S.C. 486(c): 10 U.S.C. Chapter

137: and 42 U.S.C. 2453(c).

(See TAB A, Parts 3, and 4 as approved)
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CAS 404 - CAPITALIZATION CF 'mNGIBIE ASSET'S

* * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * *

30.404-50 Tedmiques for Application.

(a) [Except for the

(d) of this subsectior!J .If [t]he

tal asset includes the prrchase

necessary to p:-epare the asset for use.

limitations described in paragraph

cost to acquire a tan:Jible capi­

price of the asset am costs

* * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * *

(d) [The "purchase metlxxl" of accamti.n:J for rosiness

canbinations shall not ordinarily be used for contract costi.n:J

when the assets or controlling interest in the ONIlership of a

contractor have been acquired or transferrErl in a canbination.

In such cases, asset values shall ordinarily renain at the

levels recorded on the 1::xx>ks of the acquirErl entity prior to the

canbination transaction. H::Jwever, the contracti.n:J officer nay

pennit the use of the "purchase method" \\hen other equitable

arrangerrents (see 31.205-49(a» have been lTR.ltually agreed. to.]

Under the "purchase method" of accounti.n:J for business can-

binations, acquirErl tangible capital assets shall be assignErl a

portion of the cost of the acquirErl ccmpany, not to excee1 their

fair value at date of acquisition. W1.ere the fair value of iden­

tifiable acquirErl assets less liabilities assUl'red excee1s the

purchase pr'ice of the acquirErl cx:rnpany in an acquisition mder

the "prrchase meth:>d", the value otherwise assignable to tan:Jible

capital assets shall be rErlucErl by a pr'cpC>rtionate part of the

excess.

Key:

- = deletion

[ ] = new
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DEPARTMENT OF THE AIR FORCE.
WASHINGTON, D.C. 20330-1000

/!} .. r.,

OFFICE OF THE ASSiSTANT SECRETARY July 20, 1987

MEMORANDUM FOR THE DIRECTOR, DAR COUNCIL

SUBJECT: DAR Case 84-18, Accounting for Mergers and Other
Business Combinations

I. Problem:

To review and coordinate on Tab A, Part 3 of the Commercial
Cost Principles Committee (CPC) report on the subject case, dated
4 February 1987 and amended on 12 March 1987.

To advise the DAR Council of any changes required to remove
unacceptable conflicts betw~en the proposed changes to the cost
principles and the Cost Accounting Standards (CAS).

II. Recommendations:

That FAR 30.404-50(a) and (d); and 30.409-50(j)(I), (2),
and 3 be revised as shown in Tab A-I.

That the last sentence of FAR 31.205-I6(a)(1) which appears
in Tab A, Part 3, p.3, of the CPC report of 4 February 1987 (Tab
A-3) be changed. as shown in Tab A-2.

That FAR 31.205-l6(e) remain unchanged as shown in Tab A-2.

III. Discussion:

A. Revaluation of Assets

The Cost Accounting Standards Policy Group (CASPG)
approached this problem with the objective of seeking the
best policy for costing Government contracts. We concur
with the CPC basic "no write-up" policy as being fairest
to both the Government and the contractor.

The CPC correctly saw the problem of asset revaluations as
having two possible solutions. Either the asset could be written
up with an equitable recognition of the disposal gain or the
transaction could be ignored for Government contract costing
purposes. The CPC chose "no write-up" as the primary or default
rule Which will apply unless both parties can reach a satisfac­
tory arrangement regarding the disposal credit. The CASPG also
believes "no write-up" to be the fairest rule for the following
reasons:



which is re<:x:XJIlized up:m disrosi­

where material in arrount, shall

as the depreciation cost of the

been allocated for the cost

dispY.;ition occurs. Wlere such

the am:::>UIlt may be included in an

(4) '!he gain or loss

tion of a tangible capital asset,

be allocated in the same manner

asset has been or ~uld have

accounting ~riod in v.hich the

gain or loss is not material ,

appropriate Wirect cost IXJOI.

* * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * *

30.409-50 Teclmiques for Application.

(j) (1) Gains arrl losses on disp:>sition of tangible
,

capital assets [ ( including rosiness ccmbinations in v.hich the

Contracting Officer agrees to use of the "purchase rret:h::Xi" of

accounting to revalue the assets for contract costirg pLll:'1X)ses )]

shall be considered as adjustments of depreciation costs pre­

viously recognized arrl shall be assigned to the cost accountirg

period in v.hich disp::>sition occurs except as provided in

paragraphs (j) (2), arrl (3) of this section. '!he gain or loss

for ea.ch asset disp:>sed of is the difference between the net

arrount realized, including insurance proceeds in the event of

involuntary conversion, arrl its undepreciated balance. IbNever,

the gain to be recognized for contract costi..rg purpY.;es shall be

limited to the -di.£fer-eaee---be4:ween---1!he---eF-~--e~-ei~iQn---ecet.

~--t:he---a:sset--an::t--±ts"--utlllepcec:iaLe:1--~ [aoomt of deprecia­

tion pt'eviously taken increased to pt'esent value at the time

of disposition by using the interest rates detennined by the

Secretary of the Treasury pursuant to 50 U.S.C. App. 1215 (b)(2)

in effect for the time ~riod over v.hich the depreciation was

taken;J

(2) Gains am losses on the disp:>sition of tarl3'ible capital

assets shall l'X)t. be re<:XlgIlized \\here: ( i) [assets v.hich lNere

disposed of in a rosiness canbination (see 30.404-50 (d) ) have not

been revalued to reflect that transaction.] (ii) assets are

grouped am. such gains am losses are processed thrCAlgh the
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similar

of

the

a

asset is

a similar

the depre­

results fran

the J?eriod

base of

account, or (ii) [( iii)] the

part of the purchase price of

loss is included in canputi.ng

asset. Where the disposition

and the asset is replaced by

may either be recognized in

adjust the depreciable ccst

accumulated depreciation

given in exchange as

asset and the gain or

ciable cost of the new

an involuntary conversion

asset, gains and losses

disposition or used to

new asset.

(3) '!he contracti.ng parties IffiY [shall] account for gains

and. losses arisinJ fran mass or extraordinary dispositions in a

nanner \'which will result in treatment equitable to all parties.

[t1a.ss and extraordinary disfOsitions include real prqJerty tran­

sactions and those groups of transactions \'which w::>uld aggregate

to a material ine:Juity if assigne:'i to the J?eriod in \'which the

disfOsition occurs.]

tanJible capital

transaction and

(4) Gains and. losses on disposition of

assets transferre:'i in other than an anns-lenJth

subsequently disfOse:'i of within 12 nonths fran

transfer shall be assigne:'i to the transferor.

the date of

* * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * *
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31.205-16 Gains arrl losses on

property or other capital assets.

disp:>sition of depreciable

(a)(l) Gains arrl losses fran the sale, retirenent, or other

disposition (but see 31.205-49) of depreciable property, shall

[normally] be included in the year in t"hich they occur as cre::lits

or charges to the cost grouping(s) in t"hich the depreciation or

arrortization applicable to those assets \\as included (but see

paragrarn (d) belCJtl). [HoNever, the t:im:in:J (or the ann.mt, if

necessary) of the recognition of such cre::lits or marges

resulting fran mass or extraordinary disp:>sitions shall be

adjusted in accordance with ~ubparagraph a(2) arrl (e) of this

subsection t"hen the impact of current year recognition does not

achieve a:ruity. Mass arrl extraordinary disp:>sitions include real

property transactions arrl t.h::lse groups of transactions \\hich

would aggregate to a material inequity if assigne::l to the r;erioo

in \\hich disp:>sition occurs.]

* * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * *

(e) Gains

retirements, or

by-ease basis.

arrl losses arising

other disposition

,'-'

- ,
, I

(\ '-, ~'-'?

\ \"

10

fran

shall

mass

be

or extraordinary

considere::l on a

Tab A-2

sales,

case-



Tclb A, Part 3

of Cost Principles

Committee Report,

DAR Case 84-18

31.205-10 Cost of Money.

(a)(l) - Unchanged.

(2) Allowability. Whether or not the contract is otherwise

subject to CAS, facilities capital cost of money is allowable if-­

(i) The contractor's capital investment is measured, allo­

cated to contracts, and costed in accordance with CAS 414:

(ii) The contractor maintains adequate records to demonstrate

compliance with this standa~d: aRe

(iii) The estimated facilities capital cost of money is spe­

cifically identified or proposed in cost proposals relating to the

contract under which this cost is to be claimedr[: and

(iv) The requirements of 31.205-49, which may limit the

allowability of facilities capital cost of money, are observed.J

(3) and (4) - Unchanged.

(5) The cost of money resulting from including goodwill

(however represented) in the facilities capital employed base is

unallowable.[(see 31.205-49).J

(b)(l) - Unchanged.

(2) Allowability[.J Whether or not the cont[rJact is other­

wise subject to CAS, and except as specified in subdivision (ii)

below, the cost of money for capital assets under construction,

fabrication, or development is allowable if--

(A) The cost of money is calculated, allocated to

contracts, and costed in accordance with CAS 417:

Key:

[bracketJ = new

~4R€-kfi~~ = deletion

11 Tab A-3



Asset Acquisition Cost
Depreciation Method
IJseful Life
Date Asset Acquired
Disposal Date
Disposal Price

$10
Straight Line
10 years
1 January of year 1
31 December of year 10
$15

D\R Case 84-18

Depreciation Inflated

End of Year Depreciation Interest Rate (i) n {l+i)n
--

I 1 .07 9.5 1.902
2 1 .07 8.5 1.777
3 1 .07 7.5 1. 661
4 1 .07 6.5 1. 552
5 1 .07 5.5 1.451
6 1 .07 4.5 1. 356
7 1 .07 3.5 1.267
8 1 .07 2.5 1.184
9 1 .07 1.5 1.107

10 1 .07 .5 1.034
14.291

Cost of Money

Average Net Book Value
(Avg NBV)

9.5
8.5
7.5
6.5
5.5
4.5
3'.5
2.5
1.5

.5

Cos t of Money
(Avg NBV x 1)

.665

.595

.525

.455

.385

.315

.245

.175

.105

.035
3-=-S-

Present Recapture Rule: Proposed Recapture Rule
Recapture based upon depreciation (in
nominal dollars) allowed plus cost-of-money

nook Gain
Depreciation Allowed
Recapture Credit

$15
$10
$10

Book Gain
Inflation Adj. Depr.
Recapture Credit

........ \

$15
14.291
14.291

Book Gain
Depreciation (nominal dollars)
Cost of Money applied
Recapture Credit

$15
$10

3.5
13.5



TAB A
DAR Case 84-188
page 1 of 6

31.205-10 Cost of money.

(a) (1) - Unchanged.

(2) Allowability. Whether or not the contract is otherwise

subject to CAS, facilities cost of money is allowable if--

(i) The contractor's capital investment is measured, allocated

to contracts, and cos ted in accordance with 30.414;

(ii) The contractor maintains adequate records to demonstrate

compliance with this standard; aRe

(iii) The estimated facilities capital cost of money is

specifically identified or proposed in cost proposals relating to

the contract under which this cost is to be claimed T [; and

(iv) The requirements of 31.205-49, which may limit the

allowability of facilities capital cost of money, are observed.]

(3) and (4) - Unchanged.

(5) The cost of money resulting from including goodwill

(however represented) in the facilities capital employed base is

unallowableT[ (see 31.205-49).]

(b) (1) - Unchanged.

(2) Allowability. (i) Whether or not the contract is otherwise

subject to CAS, and except as specified in subdivision (ii) below,

the cost of money for capital assets under construction,

fabrication, or development is allowable if--

Key:

[ ] = Bracketed words are additions to FAR.



(A) The cost of money is calculated, allocated to contracts,

and costed in accordance with 30.417;

(B) The contractor maintains adequate records to demonstrate

compliance with this standard; a~6

(C) The cost of money for tangible capital assets is included

in the capitalized cost that provides the basis for allowable

depreciation costs, or, in the case of intangible capital assets,

the cost of money is included in the cost of those assets for which

amortization costs are al1owableT[; and

(D) The requirements of 31.205-49, which may limit the

allowability of cost of money for capital assets under

construction, fabrication, or development, are observed.]

(2)(ii)-(4) - unchanged.

***************************************************

31.205-11 Depreciation.

(a) through (m) - Unchanged.

[(n) The requirements of 31.205-49, which may limit the

allowability of depreciation, shall be observed.]

***************************************************

31.205-16 Gains and losses on disposition of depreciable property

or other capital assets.

(a) [(1) Except for limitations elsewhere in this subsection,]

6[g]ains and losses from the sale, retirement, or other

disposition (but see 31.205-19) of depreciable property shall be

included' in the year in wh ich they occur as c red i ts or charges to

the cost grouping(s) in which the depreciation or amortization

2



applicable to those assets was includedfe~e-see-~a~a~~a~A-fet

ee~ewt.

[(2) When the assets or controlling interest in the ownership

of a contractor are acquired or transferred and the individual

assets are revalued under the purchase method of accounting for a

business combination, 31.205-49 shall apply rather than this

subparagraph. No gain or loss shall be recognized when allowable

depreciation or amortization is limited to the amount that would

have been allowable had the combination not taken place.]

(b) Gains and losses on disposition of tangible capital assets

including those acquired under capital leases (see 31.205-11(m) [)],

shall be considered as adjustments of depreciation costs previously

recognized. The gain or loss for each asset disposed of is the

difference between the net amount realized, including insurance

proceeds from involuntary conversions, and its undepreciated

balanc~. The gain recognized for contract costing purposes shall

be limited to the e~€~efe~ee-ee~Weeft-~Ae-aeq~~s~~~eft-ee~~-fef-~e~

a~se~s-aeq~~fee-~fteef-a-ea~~~a~-~ease7-~Ae-Ya~~e-a~-wA~eA-~Ae

~eesee-esse~-~s-ea~~ea~~~eet-e€-~Ae-aSSe~-afte-~es-~~ee~fee~a~ee

~e~e~ee [inflation-adjusted amount of depreciation previously

taken] (except see subdivision (c) (2) (i) or (ii) below).

(c) and (d) - Unchanged.

3



(e) Gains and losses arising from mass or extraordinary sales,

retirements, or other disposition shall be considered on a

case-by-case basis. [The timing (or the amount, if necessary) of

the recognition of such gains and losses resulting from mass or

extraordinary dispositions shall be adjusted when the impact of

current year recognition does not achieve equity. Mass and

extraordinary dispositions include any transactions in which the

acquirer employs the purchase method of accounting for subsequent

valuation of the property, real property transactions, and those

groups of transactions which would aggregate to a material inequity

if assigned to the period in which disposition occurs.]

(f) - Unchanged.

************************************************

31.205-49 Goodwill [and other asset valuations resulting from

business combinations] •

8eeeW~~~7-ft~-~~~eefl~~f~ae~e-~fl~afl~~e~e-aeee~7-ef~~~fla~ee

[(a) (1) When,] under the purchase method of accounting for a

business combination[,] whefl the price paid by the acquiring

company exceeds the s~M-ef-~Ae-~eeAe~~~ae~e [net book value of

the] individual assets acquired less [the] liabilities assumed,

ease6-efl-~fl~~f-~~~f-¥a~~e~7--~fle[the] excess is [distributed

first to the identifiable individual assets acquired based upon

their market or appraised values and, if any excess still remains,

to a newly created, unidentifiable intangible asset] commonly

referred to as goodwill. 6ee6w~~~-May-af~ee-~feM-~Ae-ae~~~e~~~efl

ef-a-eem~afly-as-a-wfle~e-ef-a-~ef~~e~-~flefee~7 [In such

4



situations, allowable amortization, cost of money, and depreciation

expense shall be limited to the amount that would have been allowed

had the combination and subsequent asset revaluation or creation

not taken place.

(2) However, except for goodwill, costs in excess of this

limitation may be allowed on a case-by-case basis to achieve equity

or protect the Government's interests in special situations,

providing the contracting officer agrees. Examples of

circumstances in which it may be appropriate for the contracting

officer to allow such costs are:

(i) When the Government, before the effective date of this

cost principle, had agreed to a settlement covering a business

combination which implied acceptance of such costs in the future

(as, for instance, when the Government had agreed to accept an

immediate credit for contract costing purposes for excess

depreciation and amortization costs recognized prior to the

business combination (see 31.205-16));

(ii) When the receipt of an immediate credit for contract

costing purposes for excess depreciation and amortization

recognized prior to a business combination (see 31.205-16)

represents an administratively preferable and roughly financially

equivalent course of action when compared with that of disallowing

future costs flowing from the revaluation of assets pursuant to a

business combination; and

(iii) When the acquired company had no, or an insignificant

amount of, Government business before being acquired (so that no

5



material credit exists for excess depreciation and amortization

previously recognized), and subsequently entered Government

business with the asset valuations established by the combination.

(iv) Assets which did not exist on the books of the acquired

entity may be capitalized and recognized on the books of the

acquiring entity only if the Government agrees to accept an

equivalent credit to achieve equity on Government contracts.

(b)] Any costs for amortization, expensing, write-off or

write-down of [; or cost of money on,] goodwill (however

represented) are unallowable.

6



TAB B
DAR Case 84-18B
Page 1 of 2 pages

30.404 Capitalization of tangible assets.

-10 through -40 - Unchanged.

-50 (a) [Except for the limitations described in paragraph (d)

of this subsection,] ~[t]he cost to acquire a tangible capital

asset includes the purchase price of the asset and costs necessary

to prepare the asset for use.

-50 (a) (1) through (c) - Unchanged.

-50 (d) [The "purchase method" of accounting for business

combinations shall not ordinarily be used for contract costing when

the assets or controlling interest in the ownership of a contractor

have been acquired or transferred in a combination. In such cases,

asset values shall ordinarily remain at the levels recorded on the

books of the acquired entity prior to the combination transaction.

However, the contracting officer may permit the use of the purchase

method when other equitable arrangements have been mutually agreed

to (see 31.205-49 (a) (2)).] Under the "purchase method" of

accounting for business combinations, acquired tangible capital

assets shall be assigned a portion of the cost of the acquired

company, not to exceed their fair value at the date of

acquisition. Where the fair value of identifiable acquired assets

less liabilities assumed exceeds the purchase price of the acquired

company in an acquisition under the "purchase method", the value

otherwiae assignable to the capital assets shall be reduced by a

proportionate part of the excess.



-50 (e) through -60 (b) (2) - unchanged.

********************************************************

30.409 - Cost accounting standard-depreciation of tangible capital

assets.

30.409-10 through -50(i) - Unchanged.

(j) (1) Gains and losses on disposition of tangible capital

assets [(including business combinations in which the contracting

Officer agrees to use of the purchase method of accounting to

revalue the assets for contract costing purposes)] shall be

considered as 'adjustments of depreciation costs previously

recognized and shall be assigned to the cost accounting period in

which disposition occurs except as provided in paragraphs (j) (2),

and (3) of this section. The gain or loss for each asset disposed

of is the difference between the net amount realized, including

insurance proceeds in the event of involuntary conversion, and its

undepreciated balance. However, the gain to be recognized for

contract costing purposes shall be limited to the 6~~~e£eflee

ee~Weeft-~fle-e~~~~fl6;-6eq~~5~~~efl-ee5~-e~-~he-655e~-~fle-~~5

~~ee~ree~a~ee-ea;a~ee[amountof depreciation previously taken

increased to present value at the time of disposition by using the

interest rates determined by the Secretary of the Treasury pursuant

to 50 U.S.C. f'.PP. l2l5(b) (2) in effect for the time period over

which the depreciation was taken.]

(2) Gains and losses on the disposition of tangible capital

assets shall not be recognized where:

2



(i) [Assets which were disposed of in a business combination

(see 30.404-50(d)) have not been revalued to reflect that

transaction, (ii)] assets are grouped and such gains and losses are

processed through the accumulated depreciation account, or,~4~t

[(iii)] the asset is given in exchange as part of the purchase

price of a similar asset and the gain or loss is included in

computing the depreciable cost of the new asset. Where the

disposition results from an involuntary conversion and the asset is

replaced by a similar asset, gains and losses may either be

recognized in the period of disposition or used to adjust the

depreciable cost base of the new asset.

(3) The contracting parties ffia~ [shall] account for gains

and losses arising from mass or extraordinary dispositions in a

manner which will result in treatment equitable to all parties.

[Mass and extraordinary dispositions include any transactions in

which the acquirer employs the purchase method of accounting for

subsequent valuation of the property, real property transactions,

and those groups of transactions which would aggregate to a

material inequity if assigned to the period in which disposition

occurs.]

-50 (j) (4) through (1) - Unchanged.

3



TAB C
DAR Case 84-18B
page 1 of 2

31.109 Advance agreements.

(a) through (h) (17) - unchanged

[(18) Costs resulting from the acquisition of one company by

another, particularly when execution of a novation agreement (see

42.12) is not required.]

****************************************************

42.1200

This subpart prescribes policies and procedures for--

(a) Recognition of a successor in interest to Government

contracts when [either] contractor assets [or control over

contractor assets] are transferred;

(b) Recognition of a change in a contractor's name; and

(c) Execution of novation agreements and change-of-name

agreements by the responsible contracting officer.

42.1201-1203 - Unchangeo.

42.1204 Agreement to recognize a successor in interest (novation

agreement) •

(a) The law (41 U.S.C. 15) prohibits transfer of Government

contracts. However, the Government may, in its interest, recognize

a third party as the successor in interest to a Government contract

when the third party's interest in the contract arises out of the



transfer of (1) all the contractor's assets[,] (2) the entire

portion of the assets involved in performing the contract[, or (3)

controlling interest in the ownership of the original contractor] •

(See 14.404-2(k) for the effect of novation agreements after bid

opening but before award.) Examples include but are not limited

to--

(i) Sale of these assets with a provision for assuming

liabilities;

(ii) Transfer of these assets incident to a merger or

corporate consolidation; aHa

[(iii) Transfer of the complete or controlling interest in the

ownership of a contractor through a stock purchase transaction,

whether or not there is a change in the legal form of the

contractor, or by any other means; and]

*~~~~ [(iv)] Incorporation of a proprietorship or

partnership, or formation of a partnership.

42.1204(b)-(e) - Unchanged.

2



Tab D
DAR Case 84-188

PROPOSED TRANSMITTAL MEMO TO CAAC

MEMORANDUM FOR CHAIRMAN, CIVILIAN AGENCY ACQUISITION COUNCIL

SUBJECT: DAR Case 84-18B, Mergers and Other Business Combinations

The DAR Council has approved proposed revisions to FAR 30.404,

30.409, 31.205-10, 31.205-11, 31.205-16, and 31.205-49 to provide

clear rules on the allowability of costs flowing from asset

write-ups resulting from business acquisitions and on the

allowability of certain other costs incidental to such

combinations. The rationale for these decisions is contained in

attachments 1 and 2. If the CAAC agrees with the positions as set

forth, please forward the case to the FAR Secretariat for further

processing as proposed rules.

DUNCAN A. HOLADAY
Director
Defense Acquisition
Regulatory Council

Attachments



TAB E
DAR Case 84-l8B

FEDERAL REGISTER NOTICE

DEPARTMENT OF DEFENSE

GENERAL SERVICES ADMINISTRATION

NATIONAL AERONAUTICS AND SPACE ADMINISTRATION

48 CFR Parts 30 and 31

Federal Acquisition Regulation (FAR); Mergers and Other Business
Combinations.

AGENCIES: Department of Defense (DOD); General Services
Administration (GSA); and National Aeronautics and Space
Administration (NASA).

ACTION: proposed Rules.

SUMMARY: The Civilian Agency Acquisition Council and the Defense
Acquisition Regulatory Council are considering revising FAR 30.404,
30.409, 31.205-10, 31.205-11, 31.205-16, and 31.205-49 to set forth
new or clarified rules on the allowability of costs stemming from
business combinations.

DATE: Comments should be submitted to the FAR secretariat at the
address shown below on or before 60 days from publication, to be
considered in the formulation of final rules. please cite FAR Case
87-43 and DAR Case 84-l8B in all correspondence related to this
issue.

ADDRESS: Interested parties should submit written comments to:
General Services Administration, FAR Secretariat (VRS), 18th & F
Street N.W., Room 4041, washington, D.C. 20405.

FOR FURTHER INFORMATION CONTACT: Ms. Margaret A. Willis, FAR
Secretariat, Telephone (202)523-4755.

SUPPLEMENTARY INFORMATION:

A. Background.
The Defense Acquisition Regulatory and Civilian Agency

Acquisition Councils have been reviewing for some time the subject

of business combinations, and particularly the appropriate

Government contract costing resulting from such combinations.

Comments on these matters were previously solicited by a Federal



Register notice dated October 28, 1987 and have been considered in

drafting these proposed rules. This review has been occasioned by

the increased pace and size of such events in recent years and the

Councils' perception that existing regulations on certain aspects

of this subject are inadequate as evidenced by the fact that they

have been the subject of recent litigation. A principal conclusion

of this review is that, in most circumstances, the Government

should not recognize depreciation, amortization, or the cost of

money expense flowing from asset write-ups that result from the

"purchase method" of accounting for business combinations. The

Councils do not believe that, in the special circumstances of

Government procurement in which companies' recorded cost structures

are often directly reflected in the price, the Government should be

at risk of paying higher prices simply because of ownership changes

at its suppliers. Accordingly, the Councils are proposing changes

to FAR 30.404, 30.409, and corollary changes to 31.205-10,

31.205-11, 31.205-16, and 31.205-49 to implement this decision.

B. Regulatory Flexibility Act.

The proposed changes are not expected to have significant

economic impact on a substantial number of small entities under the

Regulatory Flexibility Act (5 U.S.C., 601 et. seq.) because most

contracts awarded to small entities are awarded on a competitive

fixed-price basis and the cost principles do not apply.

Additionally, small businesses are exempt from the cost accounting

standards. An initial Regulatory Flexibilty analysis has therefore

not been performed. Comments are invited from small businesses and

2



other interested parties. Comments from small entities concerning

the affected FAR subpart will also be considered in accordance with

section 610 of the Act. Such comments must be submitted separately

and must cite FAR Case 89-610 in correspondence.

c. Paperwork Reduction Act.

The Paperwork Reduction Act does not apply because the

proposed rule does not change record keeping or information

collection requirements. Therefore, OMB approval under 44 U.S.C.

3501 ~t. seq. is not required.

List of subjects in 48 CFR Parts 30 and 31

Government procurement.

Dated:---------

Harry S. Rosinski

Acting Director, Office of Federal Acquisition and Regulatory

policy

Therefore, it is proposed that 48 CFR Parts 30 and 31 be

amended as follows:

1. The authority citation for Parts 30 and 31 continues to

read as follows: Authority: 40 U.S.C. 486(c) J 10 U.S.C. Chapter

l37J and 42 U.S.C. 2453(c).

Parts 30 and 31 - (Amended)

(See TABs A and B as approved)

3
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DEPARTMENT OF THE NAVY
OFFICE OF THE ASSISTANT SECRETARY

(SHIPBUILDING AND LOGISTICS I

WASHINGTON, DC 20360-5000

DAR Staff
Case 84-18

MEMORANDUM FOR THE DIRECTOR. DAR COUNCIL

12 March 1987

Subject: DAR Case 84-18. Accounting for Mergers and Business Combinations-­
SUPPLEMENTAL REPORT

I. PROBLEM:

The 4 February 1987 report of the Commercial Cost Principles Committee
could be misinterpreted as it relates to the Committee's description of the
relationship of the cost accounting standards and the proposed cost principles
coverage.

The inflation adjustment of the limit on previously recognized
depreciation expense which is recouped as a gain upon a contractor's
disposition of depreciable assets should be changed to require use of the
facilities capital cost of money (i.e. Treasury) rate.

II. RECOMMENDATION:

That the Committee's previously recommended coverage for FAR 31.205-16(b)
be changed to read as indicated below.

III. DISCUSSION:

A. Background.

In its 4 February 1987 report. the Commercial Cost Principles Committee.
aware of a frequent criticism of times past. discussed the relationship of the
cost accounting standards (CAS) and the cost principles. and accusations of
"impermissible conflict" between the two bodies of regulations within the FAR.
At the meeting of 27 February 1987 of the DAR Council. the Cost Principles
Committee was requested to clarify its earlier comments.

Also at the same DAR Council meeting. the Committee was requested to
revise its proposed coverage at FAR 31.205-16. "Gains and losses on
disposition of depreciable property or other capital assets." by deleting
reference to "inflation adjusted" in paragraph (b) and instead use the
Treasury rate as the adjustment index.



B. Committee Comments.

1. CAS/Cost Principles Relationship.

In the 27 February 1987 meeting of the DAR Council. certain members
expressed concern that one of the the Committee's comments in the report could
be taken out of context. The comment in question (p. 23) recommended deletion
?f certain sections of CAS "to eliminate the inconsistency between the
standard ••• and the new cost principles coverage ••• " The Committee went on
to say that it believed that. even without the CAS deletions. there would
probably not be an "impermissible conflict" of the sort found by the courts in
the Boeing SERP case but that there was no reason to run whatever 1itigative
risk was inherent in leaving the CAS unchanged. The Committee believes that.
read in light of this further comment. the meaning of the sentence in question
is clear and defensible. It remains the Committee's opinion on this matter.
The Committee would reemphasize that the 1itigative risk here is real.
particularly since it seems virtually impossible to assess the precise degree
of such risk before one reaches court. After all. the Government was so
confident of victory in the Boeing SERP case that it requested a summary
judgment--and then lost the case.

2. Adjusted Limit for Depreciation Recapture.

At the 27 February meeting. the DAR Council tentatively concurred with
the concept that the limit for depreciation recapture on asset disposition
should be increased beyond the absolute amount of depreciation previously
taken to reflect the time value of money. However. the Council requested that
the Committee develop coverage that more precisely implemented this concept in
lieu of the vague reference to "inflation-adjusted" depreciation previously
taken as recommended in the Committee report of 4 February. The new coverage
for 31.205-16(b) developed by the Committee in compliance with this request
reads as follows:

t
The gain recognized for contract costing purposes shall be
limited to the amount of depreciation previously taken
increased to present value at the time of disposition by
using the interest rates determined by the Secretary of
the Treasury pursuant to 50 U.S.C. App. 1215(b)(2) in
effect for the time period over which the depreciation
was taken (except see subdivision (c)(l)(i) or (ii) below) •

.
fJt~

Chairman
Cost Principles Committee

2
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MEMORANDUM FOR THE JOINT CONTRACT ADMINISTRATION COORDINATING
COUNCIL

SUBJECT: Mergers, Acquisitions, and Divestitures Working Group
Report

In its 5 May 1988 meeting, the Joint Contract Administration Co­
ordinating Council (JCACC) established a working group to address
problems arising from corporate reorganizations. DLA was to chair
the working group and the direction provided by the JCACC was for
the group to develop a booklet similar to that developed for war­
ranties and that the group (a) establish guidance for assigning
agency responsibility in novations involving contractors with more
than one ACO/CACOi (b) provide highlights from recent novations;
and (c) provide a list of items of which to be alert during cor­
porate reorganizations.

DLA convened the first meeting of the working group on 14 June
1988, with representatives from the Army, Navy, Air Force, DLA,
DCAA, and OSD. At later meetings, representatives from the
Defense Investigative service and the Office of Industrial Base
Assessment were included in the group. The group met monthly and
drafted a booklet of guidance on what to do when a contractor
reorganizes. The draft booklet is presented to you for your
review, comment, or coordination.

The booklet was intentionally drafted to be as brief as possible
without losing the substance of the sUbject matter, and is written
in as ipformal and nontechnical manner as possible. The group
wants~~5 booklet to be both useful and readable by the intended
audience, contracting and quality assurance personnel and their
support groups, such as price analysts and auditors.

The booklet addresses the areas which the group was instructed to
address and will hopefully provide adequate information to the
contracting team members to enable them to question costs in re­
organizations and to provide at least a minimal structure in which
to begin their search for answers. There are, however, areas that
the group did not address, either because the booklet was not the
place in which to address some matters or because the group did
not feel it was in their mandate to address particular areas. The
group wants to bring these specific areas to the attention of the
JCACC, with explanations of why the group elected not to address
the matters. Where the group was able to recommend a solution to
a problem, the group recommendation is noted.
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Problem Area I: Reorganizations involving stock Sales

The booklet, intended to be a "how to" handbook for contracting
personnel in the field, acknowledges that there is no FAR or DFARS
guidance on stock sales that are tantamount to the sale of a busi­
ness. The booklet recommends that each transaction be evaluated
to determine if there was an asset transfer; if there was, a
novation agreement would be required. If the transaction does not
involve an asset tran~fer, the booklet recommends that advance
agreements be entered.

The group discussed recommending a DAR case to include stock sales
in the group of transactions that require novation agreements.
The group noted that shortly before the FAR was adopted, a DAR
change had been made to include sales of substantial amounts stock
as an event that would trigger the need for a novation. For some
reason that nobody has been able to explain, that DAR provision
was not included in the FAR when it was issued .. There is a sig­
nificant group that believes the stock provisions were dropped
from the FAR by simple administrative error and that they should
be put back in the FAR immediately. The working group was divided
on this issue; some members took the view that stock sales were
inadvertently omitted and that a case should be initiated to cor­
rect the administrative error. others took the view that sale of
stock does not change the legal corporate identity of the party to
the Government contract. Unless and until that legal identity
changes, there is no basis for demanding a novation agreement.
Yet another group argued that there was a need for a stock sale
provision in the novation coverage, but could not agree on the
amount necessary for a novation to be required. Because of this
dichotomy of views, the lack of clear guidance from other sources,
and the need to get information out to the field personnel who are
currently operating in the dark, the group decided to follow cur­
rent FAR guidance and not require novation agreements per se in
stock sale situations but to urge the negotiation of advance
agreements. The group also determined it inappropriate to advance
DAR cases on this issue. Because reorganizations accomplished
through stock sales are such a troublesome area, however, the
group did want to raise it to the JCACC's attention.

Problem Area II: Asset Revaluation

The group discussed at length the problem of asset revaluation
following a corporate reorganization. The group decided to
approach this problem by urging the Government personnel to
negotiate as part of the novation or advance agreement a "no step­
up provision," as used by the Navy and DI.A. Such a provision
would freeze a contractor's ability to revalue its assets for a
set period of time. There are several problems with this
approach:
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a. Assuming the transaction is one in which a novation
agreement is required, our privity of contract is with the orig­
inal contractor and its successor in interest. If the successor
sells the original contractor, which is frequently the case, the
Government has no recourse if the ultimate purchaser were to re­
value the assets. Even if an indemnification clause is included
in the original novation agreement, under the terms of which the
original and successor contractors agree to indemnify the Govern­
ment should there be a set-up of assets by either party, the
original contractor and first purchaser are usually dissolved by
the time the ultimate purchaser revalues the assets. Thus, the
Government would have a legally sufficient remedy and no company
against which to enforce its remedy.

b. Enforcement of the "no step-up" provisions is very dif­
ficult; many such provisions are binding for as long as fifteen
years from the date the novation is executed, requiring Government
personnel to watch the assets values for that entire period.

c. Industry will argue that the "no step-up provision" is an
improper intrusion into the generally accepted manner of
accounting for costs in the business community. Asset revaluation
is perfectly acceptable under Generally Accepted Accounting Prin­
ciples, the Cost Accounting Standards, and the cost principles.
The Government would be requiring industry to do something for it
that industry does not do for any other entity, which will of
course be costly to the Government.

The Cost Principles Committee of the DAR Council has recently sent
a case to the Council that would preclude contractors from ever
writing up their assets for any reason. If this case is passed,
the guidance in the pamphlet will be outdated. The proposed DAR
case, however, brings with it its own unique set of problems,
which will presumably be the subject of discussion at the DAR
Council table. Because of the controversial nature of the pro­
posed case and the countervailing need to get guidance to the
field, the group elected to retain the recommendations to nego­
tiate "no step-up provisions II rather than wait for the result of
the DAR case.

Problem III: Pension Fund Modifications

The group took the position that when a pension fund to which the
Government contributed is terminated, the Government is entitled
to a refund of its contribution as well as its allocable share of
any overfunding due to appreciation. This position has been con­
sistently argued in all the recent major novation negotiations.
Contractors have consistently denied that the Government is en­
titled to any portion of the overfunding due to appreciation.
Absent specific legislation allocating ownership of the over­
funding, industry and the Government will continue to battle on
this important issue.
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Problem IV: Advance Notice of Reorganizations

u

The group consi~e:ed initiating a DAR case to create contractual
provisions requlrlng contractors to give the Contracting Officer
advance notice of corporate reorganizations. The group concluded,
however( after lengthy discussion, that not only would such a pro­
vision be unacceptable to industry, but DoD would probably be un­
willing to accept the responsibility and risk that would accompany
such advance information. The group did investigate other sources
of similar advance information that already exist in the Govern­
ment. It appears that some such information is available from
other DoD agencies, as well as some of the civilian agencies, and
that the information may be available in some limited fashion to
DoD personnel working on novations. Because there is a potential
for obtaining information from other sources, the group decided
not to pursue DFARS coverage requiring advance notification.

Problem V: providing Highlights of Recent Novations

The group, in attempting to address the guidance given by the
JCACC, discussed whether copies of actual novation agreements
should be included in the booklet. The group decided not to
include the agreements, but to refer generally to provisions
included in the agreements in the appropriate sections of the
booklet. The group was concerned that if the agreements were
included in the pamphlet, contracting officers would use the
agreements verbatim and not seek the assistance of their at­
torneys; while the executed agreements were considered at the time
of execution to be the best negotiated protection for the Govern­
ment in that particular situation, that does not mean that the
same agreement is the best protection for the Government in every
situation now and in the future. Thus, the agreements were con­
sciously left out of the draft booklet.

The attached draft booklet is, in the opinion of the working
group, a useful tool for the contracting community. Notwith­
standing the limitations and problems described above, the group
believes that contracting officers, quality assurance personnel,
cost/price analysts, aUditors, and many other personnel who deal
with contractors and contract costs will benefit from the timely
distribution of this booklet. The group stands ready to discuss
this project with you.

Encl
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I. Your Role in Corporate Reorganizations

This guide is provided to you as a member of the Government's con­
tracting team, a group of procurement professionals including
procuring contracting officers (PCO) , administrative contracting
officers (ACO) , price/cost analysts, quality assurance
representatives (QAR) , auditors, or any other procurement
professionalS involved in contract performance. This guide is
intended to help you and your team members deal with the difficult
questions arising from the corporate reorganizations that are
occurring so frequently among Government contractors.

You may have asked yourself, "What is a corporate reorganization?
How does it affect Government contracts under my cognizance? What
can I do about any adverse effects?" Although this guide may not
answer all of these questions, it is an excellent starting point
and will give you a basic understanding of how and why corporate
reorganizations occur, what the ultimate effect could be on any
Government contracts involved in the reorganization, and the
actions you should consider taking to protect the Government from
those effects. This guide provides practical information how
existing FAR coverage, particularly FAR Subpart 42.12 novation and
change-of-name agreements, can be used to address a number of
issues arising from the reorganizations, such as revaluation of
assets, taxes, worker's compensation, idle facilities, pension
plans, cost accounting changes, and access to records.

You may decide, with the assistance of your advisors, that you
don't need to take any of the suggested courses of action in your
particular circumstances, or you may decide that you need to take
actions not discussed in this guide. The important thing is that
you are asking the right questions in your efforts to protect the
Government's contract interests affected by the reorganization.

II. What is a IIbusiness combination ll or a "corporate reorganiza­
tion?"

Corporation - legally created entity under state law which is
legally recognized as a "person," capable of engaging in con­
tracts, of suing, and of being sued in its corporate name.

Business combination -- Two or more businesses, generally corpora­
tions, joining to form one business. This joining can be done
through a merger (one company absorbing a second company into
itself) or through a consolidation (two or more companies joining
together to form a new, combined company, each of the original
companies then ceasing to exist).
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Corporate Reorganization -- Includes business combinations. Also
includes any change to the internal structure of a corporation or
a group of corporations that does not affect the legal identity of
any of the corporations, such as restructuring operating divisions
within a corporation.

A thorough and easy-to-read discussion of business combinations
and corporate reorganizations is provided at Appendix II.

III. The Business Combination Blues: To novate or not to novate?

Under existing FAR and DFARS coverage, if a contractor sells all
of the assets involved in the performance of a Government con­
tract, the Government may choose to treat the purchaser as the
"successor in interest" to the contract. If the Government de­
cides to recognize the new company, a novation agreement is signed
by the Government, the original contractor, and the "successor in
interest," under the terms of which the "successor in interest" is
liable for the entire contract performance and the original con­
tractor guarantees the performance of the Ilsuccessor in interest. 1I

There is no specific guidance in the FAR or DFARS addressing re­
organizations accomplished strictly by the sale of stock, and that
is the nature of most of the current reorganizations. If the re­
organization will be a business combination, however, you should
be able to find a point in the transaction at which assets are
being transferred from the Target corporation into the Acquiring
corporation. Once that asset transfer has been identified, you
can invoke the requirements of FAR 42.12. The Air Force and the
Defense Logistics Agency evaluated the sale of Singer to the
Bilzerian Group in this manner. At the point at which the assets
were moved out of Singer and into the Bilzerian Group's corporate
shell structure, a novation agreement was demanded and executed.

There may be reorganizations which do not include a business com­
bination and asset transfer, instead structured simply as stock
transactions. In this type of reorganization, the company pur­
chasing all or a controlling interest of stock in the selling
company maintains the selling corporation as a separate corporate
entity, never moving the assets out of the selling corporation.
Even in these situations, the contractors may attempt to pass on
to the Government increased costs generated by the stock purchase.
Absent an identifiable asset transfer, the Government is in a more
difficult position to demand a novation agreement. In these situ­
ations, there are two alternatives:

(1) You may choose to do nothing, relying on the basic fact
that there is no change in the corporation and there should,
therefore, be no change in the contractor's costs. This position
was successfully argued in The Marquardt Company, ASBCA 29888,
July 18, 1985, 85-3 BCA ~I 18,245, sustained on motion for recon­
sideration, June 2, 1986, 86- BCA ~I __, aff'd on appeal, 822
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F.2d 1573 (Fed. eire 1987). Before deciding to take this ap­
proach, consult with your legal advisors; the factual circum­
stances in Marquardt were an important element in the outcome of
the case and your circumstances may not lend themselves to this
approach.

(2) You can negotiate an advance agreement on costs with the
contractor, using as your justification for the agreement the
significance of the change in the corporation and the Government
need for and entitlement to reassurance that the corporate change
will not have an effect on the costs charged to the Government.
YouLleverage in this situation will increase if the corporation
suddenly changes its corporate name after the stock sale, which
sometimes occurs. If there is such a name change, the contractor
will have to request a change-of-name agreement under FAR 42.12,
at which time you, the Government procurement representative, can
express the concern of the Government that the proper party be
paid and that the Government be assured that the costs are all
proper. You can then include in the change-of-name agreement all
the necessary provisions from the novation agreement.

It is very important to note an often-overlooked provision in the
FAR, FAR 42.1204(e), which contains the standard novation agree­
ment. One of the introductory sentences that preceed the standard
novation agreement states, "This format [for the standard novation
agreement] may be adapted to fit specific cases and may be used as
a guide in preparing similar agreements for other situations."
The novation agreement and the regulatory coverage that provides
the agreement are both dynamic, allowing the Government and a re­
organized contractor to agree on things that are not included in
the standard novation agreement. There are indeed elements that
should be included in novation agreements in today's corporate
environment that did not exist when the novation coverage in the
FAR was drafted. The FAR has provided the flexibility to address
those new elements.

Listed below are some nonstandard provisions you should include in
your agreements as appropriate:

1. Make the entire novation, or particularly critical parts
of the the novation, encompass all existing contracts and
subcontracts as well as future contracts. This will require
that "future contracts" be defined and distinguished from
"contracts," as used in the standard novation coverage. The
Navy has successfully negotiated application of provisions in
the Sperry/Unisys novation agreement to future contracts for
periods as long as 15 years commencing on the date of
execution of the agreement.

2. Regarding potential asset revaluation by the acquiring
contractor, either:

(a) Government receives allocable credit of any gains
resulting from asset writeups (FAR 31.205-16, 31.201-5);
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OR

(b) Prohibit stepping-up the value of assets. This has
been successfully negotiated by the Services and DLA in
several recent novations. Precluding step-up is the
approach being taken in the majority of DoD novations.
As a practical matter, it is far easier not to permit
the contractor to charge the Government more money, as
in step-up prohibition, than it is to permit the step-up
and try to get a credit for a portion of the increased
costs, as in the credit provisions.

3. Costs of goodwill, whether stated expressly or included
ln other cost elements, are unallowable (FAR 31.205-49) .

(a) Costs of money resulting from including goodwill in
the facilities capital employed base are unallowable
(FAR 31.20S-10(a) (5».

(b) Be on the lookout for high dollar values attributed
to intangible assets such as computer software, patents,
etc., particularly if the original contractor did not
have high dollar values assigned to such assets. This
may be goodwill in disguise.

4. The Government shall not payor reimburse any costs for:

(a) Organization and reorganization costs incurred in
planning or executing the acquisition/merger and reorga­
nization (FAR 31.20S-27(a».

(b) The assessment or allocation of any costs for
interim entities.

(c) Costs of resisting reorganization of a business
(FAR 31.205-27(a».

(d) Costs of raising capital (FAR 31.205-27(a».

(e) Special employee compensation packages, to include:

i. "Golden parachutes" -- excessive severance pay­
ments (FAR 31. 205-6 (1) (1» .

11. "Golden handcuffs" -- special compensation to
employees who agree to remain with contractor for a
specified period of time (FAR 31.205-6(1) (2)).

(f) State and local taxes on current contracts. A
business combination can easily cause a change to the

-- -.---,

PAGE 4



\

allocation method used to distribute state/local taxes
to operating segments. For example, a company allocates
from corporate office directly to each segment using a
common allocation base. After merger, taxes are first
collected by taxing jurisdiction and then allocated to
segments within that taxing jurisdiction.

(g) Insurance or workers' compensation increases for a
specified period of time. The Navy has determined that
for most reorganizations, 2 years is an adequate period
of time for the work force to recover from the reorgani­
zation.

(h) Idle facilities and capacity on current contracts.

5. Those costs described above that are not expressly
unallowable will be treated as "mutually agreed to be
unallowable" under CAS 405.

6. Net increases in costs to the Government (other than
those in paragraphs 2(a) through (h)) shall be determined
separately for each Group/Division in accordance with guid­
ance provided in Cost Accounting Standards (CAS) Working
Group Study 76-8 (i.e., offsets are permitted vertically
within Group/Division) .

7. Cost accounting changes will be treated as CAS voluntary
changes. See FAR 52.230-3.

8. IR&D/B&P costs will be allocated pursuant to CAS 420 and
the ceilings imposed by the Standards and the FAR.

9. Transferor/transferee will provide the Government with
advance notification in writing on any changes that have a
material cost impact on Government contract(s), such as pen­
sion fund terminations, environmental issues, etc.

10. Pension plans in existence at the time of the reorgani­
zation should be carefully reviewed. In particular, the Gov­
ernment is concerned that acquiring entities will terminate
an overfunded pension plan or will substitute a less expen­
sive and less effective plan for the one in existence at the
time of the reorganization, allowing the acquiring company to
take assets from the plan and use them for purposes other
than that for which they were intended.

(a) Government receives credit for its allocable share
of any excess terminated pension plan assets (FAR
31.201-5) .

(b) Pension plan mergers are subject to CAS 413.
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11. The contractor will identify and provide, within an
agreed period of time, an accounting of costs unallowable
under the terms of the agreement. Fifteen months from the
date of the agreement is a good rule of thumb and one that
the Navy routinely uses in its agreements.

12. If data rights were obtained from the original contrac­
tor, the successor agrees to license or sublicense data
rights to the Government under terms sUbstantially the same
as those with the original contractor, particularly if the
entity holding the data rights is later sold.

13. The successor will provide Government with access to re­
cords to verify implementation of the Agreement. Without
this access provision in the agreement with the contractor,
the Government has no way of knowing whether the contractor
is complying with the terms of the agreement.

Additional provisions for treatment of specific costs may be in­
cluded if needed.

IV. INDICATORS OF A CORPORATE REORGANIZATION

Before companies actually undergo a corporate reorganization and
change their identities, there are usually signals that something
out of the ordinary is about to happen. The Government
contracting teams must be on the lookout for the warning signs of
a corporate reorganization so that protections for the Govern~ent

contracts can be negotiated as soon as possible. The following
list describes some of the things that would indicate a reorgani­
zation is about to occur.

a. The contractor may run financial statements on a more
frequent basis than usual.

b. The contractor may start making long-needed capital im­
provements, such as fixing broken equipment, painting, re­
placing carpet, landscaping, or other things that would make
the facility more attractive to a potential purchaser.

c. special audits or out-of-cycle audits, by either the com­
pany's outside auditors or by other audit teams, are being
performed with little explanation.

d. High level company executives start announcing that they
are leaving the company, or other unusual personnel changes
in the company management are announced.

e. significant changes to 5 year plan are publicly announced
or identified in normal contract administration reviews.

f. There is a sudden spike in the company's overhead rate,
indicating extraordinary costs, potentially legal or
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accounting costs, or a reduction in the allocation base,
indicating that a reorganization had already occurred.

g. Rumors are heard or evidence uncovered of special studies
planned or conducted regarding:

- pension and/or insurance plan
- operating efficiency
- staffing
- stock options

h. Information contained in the Board of Directors' meeting
minutes or in other available corporate publications indi­
cates a corporate change is under consideration. Information
can also be gathered from publically available sources, such
as newspapers, business journals, and industry pUblications.

i. Unusual amount of legal and other consulting costs are
being charged.

j. Rumors are overheard that special financing packages
being considered by the contractor, such as:

- new stock or bond issue
- stock buy-back in process or proposed
- loan package

If you as a member of the Government contracting team see any of
the above activity or any other activity that you believe indi­
cates that a major change is to be made in the identity of a Gov­
ernment contractor, you need to assure that those changes do not
adversely affect the ongoing Government contracts. Notify your
assigned Contract Administration Office (CAO) of the activity at
the contractor facility and to keep the CAO informed of new devel­
opments. If you are at the CAO, notify your legal advisors of
your suspicion that ther may be a corporate reorganization and
provide them with your evidence; novation agreements or advance
agreements may be required to protect the Government's interests
and much of the Government's leverage in negotiations arises from
early involvement in the cost issues.

V. SPECIAL CONSIDERATIONS

A. Reorganizations involving cleared facilities.

possible reorganizations or restructurings of contractors pos­
sessing facilities clearances and performing on Government clas­
sified contracts pose unique reporting and monitoring problems.
You already have guidance from the Defense Investigative service
on the procedures you should follow when a cleared contractor is
bought or sold. These procedures are provided at Appendix III for
your convenience. In view of the sensitivity of the Government's
interests in proposed corporate reorganizations in general, and in
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classified contracts in particular, you should report p~tential
sales of cleared contractors to the Defense Investigative Service
as soon as possible after identifying the unusual happenings.

B. Reorganization involving foreign purchasers.

If you are aware that a corporation with Government contracts is
about to be acquired, whether by stock or asset purchase, by a
foreign entity, that fact should be highlighted to the CAD when
you notify the CAO of the potential reorganization. Provide the
potential purchaser's nationality to the CAO, along with the other
information about the potential reorganization.
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APPENDIX I

REFERENCES THAT SHOULD BE CONSIDERED WHEN A MAJOR CHANGE OF A CON­
TRACTOR'S ORGANIZATION STRUCTURE TAKES PLACE

a. Access to Records - CAM 1-504

b. Accounting Principles Board Opinion No. 16 (Business
Combinations) (Financial Accounting only)

c. Accounting Principles Board Opinion No. 17 (Intangible
Assets) (Financial Accounting only)

d. Advance Agreements - FAR 31.109

e. Capital Investment - CAM 5-602

f. CAS Disclosure Statement - FAR 30.2

g. Cash Disbursements - CAM 14-306.2.d

h. CAS Impact Statement - FAR 30.3

1. compensation - FAR 31.205-6

j. Consultants - FAR 31.205-33 & 37.203

k. Depreciation - FAR 31.205-11

1. Economic Planning - FAR 31.205-12

m. Gains and Losses on Assets - FAR 31.205-16

n. Goodwill - FAR 31.205-49

o. Insurance - FAR 31.205-19; CAS 416

p. Labor Relations Costs - FAR 31.205-21

q. Novation and Change of Name Agreements - FAR 42.12 and
DFARS 42.12

r. Pensions - FAR 31.205.6(j); CAS 412 & 413

s. Plant Rearrangement - CAM 9-703.9

t. Records Destroyed - CAM 1-505

u. Sale and Leaseback - DCAA Contract Audit Manual (CAM)
9-703.11



v. SEC Current Report - CAM 5-151 (Form 8k)

w. Taxes - FAR 31.205-41



Business Combinations

A business canbination occurs when a corp::>ration and one or ITDre
incorp::>rated or unincorp::>rated finns are brought tcgether under carrron
control, generally into one accounting entity. 'The single entity caITies
on the activities of the previously separate, indePendent enterprises.

'There are tw.J basic approaches to obtaining control over assets amed
and used by other finns. 'The acquiring firm may buy the desired assets and
thereby obtain title to their use directly, or it may obtain an amership
interest in the ccmron stcx:k of another canpany enabling it to exercise
indirect control over the other firm's assets. 'These tw.J basic approaches
can be adopted in various fonns, as follOtlS:

a. Acquisition of assets: the purchase and sale of a major aITDunt of
operating assets.

b. Acquisition of stock: the purchase of the voting ccmron stock of
the investee.

c. statutory
legal identities
identity.

merger: one or rrore corp:xations give up their separate
to another constituent corp::>ration vlhich maintains its

d. statutory Consolidation: results in the formation of a new
corp::>ration and the liquidation of the constituent corp::>rations.

Purchase and Pooling of Interests tv"ethod.s of Accounting for Business
Conbinations

'There are two generally accepted methcds of accountipg for a business
canbination: the p:oling of interests method and the purchase method.
Although equally acceptable, the methods cannot be used alternatively.
That is, a business canbination must meet certain requirements to qualify
as a p:oling of interests; if it does rot meet the requirements it must be
treated as a purchase.

The p:oling of interests method reflects the union of ewnership
between the entities involved. 'The pooling is accanplished primarily
through the issuance of camon stock of the acquiring canpany. Go::dwill is
never recorded in a p:oling of interests because the assets and
liabilities of the canpanies involved are carried forward at their
recorded aITDunts. In shJrt, they are viewed as always having been one
entity.

'The purchase method reflects the acquisition of one canpany by
aIXlther. 'The excess, if any, betHeen the fair value of the identifiable
assets purchased and the aITDunt paid is recorded as goodwill.



Asset Valuation and Reevaluation Under the Purchase Method of
Accounting for Business Combinations

In a business canbination that is accounted for as a purchase, a
write-up (or write-dc:wn) of the asset values can occur when the purchase
price paid for the assets or the capital stock is rrore (or less) than the
bc:x:>k value of the assets. The arrount of the write-up is limited to the
lCMler of the purchase price or the fair market value of the acquired
assets.

Asset write-ups (or write-dc:wns) may occur through either the direct
purchase of assets or through the purchase of stock when the acquired
company is liquidated.

Write-ups Resulting Fran the Direct Purchase of Assets

If a business canbination results fran the direct purchase of assets:
(1 ) Generally Accepted Accounting Principles (GAAP) obligates the
aC'.quiring finn to record the assets at arrounts which reflect the actual
price paid for the assets; (2) the adjusted asset arrounts are reflected on
the bc:x:>ks of the acquired company (assuming it continues as a separate
operation) ; and (3) the government reccgnizes the adj usted arrounts for
contract cost accounting purp::lses.

Write-ups (or Write-dc:wns ) Resulting Fran the Purchase of Stock and
Liquidation of the Acquired canpany

If the business canbination of two corp:lrations is achieved through
the purchase of stock, no writeup of assets is pennissible on the acquired
corp:lration ' s accounting records unless the acquiring corp:lration elects
to liquidate the acquired corp:lration. This is an imp:Jrtant distinction
fran the direct purchase of assets. It is based on h::w the courts view the
corp:lrate entity and the CMlnership of assets. That is, in a stock purchase
witrout liquidation of the acquired corp:lration, the courts have
determined that (1) the assets held by the acquired company after the
stock purchase, are the same assets as those held before the stock
purchase, and (2) it is the acquiring corp:lration, not the acquired
corp:lration, which has incurred the costs to purchase the stock and assets
of the acquiring corp:lration.

Consistent with the position above, in a stock purchase without
liquidation, the difference between the bc:x:>k value and purchase price of
the acquired company's assets is reflected on the bc:x:>ks of the acquiring
company, not the acquired company.



Credits Due the Government When Assets Are Written-Up Under the
Purchase Method of Accounting for Business canbinations

It is DCAA' s p::lsition that an adjustment for the depreciation costs
charged to government contracts is required whenever (1) one canpany with
government contracts is aCXIuired by another through either a direct
purchase, or stock purchase with liquidation; (2) the purchase price of
the assets is materially rrore or less than the took value of the assets;
and (3) there is IX) advance agreement between the involved parties and the
government that w::Juld preclude such an adjustment. This p::lsition is based
on the related provisions of CAS 409(j)(3) and FAR 31.205-16(e) which deal
with gains and losses arising fran the mass or extraordinary sale of
assets. The adjusUrPJlt itself represents the difference between the net
tx::ok value of the aCXIuired assets (at the time of liquidation/merger) and
the appraised "market" value of the assets (at the time of purchase by the
acquiring canpany). It is similar in theory to the depreciation that is
"recaptured" under Sections 1245 and 1250 of the Internal Revenue COOe.

CAS 409(j )(3) and FAR 31.205-16(e) further stipulate that the
contracting parties account for gains and losses on the mass sale or
diSPJsition of assets in a manner that results in equitable treatment to
all Parties. Parties seeking equity on the "mass" sale or disp:>sition of
assets on the basis of these prD\Tisions, are IX)t then canpelled to canply
with the other provisions of CAS 409 and FAR 31.205-16 governing the
routine sale or disp:>sition of one or rrore tangible capital assets.

When an adjustment to the costs of government contracts is warranted
due to the mass sale and write-up (or write-dJwn) of assets, it sOOuld be
pursued first through the contracts of the selling canpany (i. e., the
canpany which experienced the gain or loss on the sale of the assets for
tax PurPJses) . If the adjustment was IX)t considered by the selling
canpany, and the buying ccmpany acquired the contracts of the selling
canpany (as well as the assets), then the adjustment soould be viewed (and
pursued) as an obligation of the buying ccmpany. 'file reason for this is
that the buying canpany becanes the proper "successor" canpany for
contractual performance, and as such, it assumes all of the contractual
rights, duties, and obligations of the selling canpany.

Novation Agreements

A successor in interest to a government contract usually evolves fran
a change in the a-mership of a contractor organization. The successor in
interest is reccgni.zed by a novation agreement executed by ( 1) the
contractor (transferor) , (2) the successor in interest (transferee), and
(3) the government. By the novation agreement, arrong other things, the
transferor guarantees performance of the contract, the transferee assumes
all obligations under the aJrltract, and the government recognizes the
transfer of the contract and related assets (FAR 42.1201). Novation
agreements are entered into for all executory contracts transferred to a
successor in interest.



The transfer of a gove:rnment contract is prohibited by law (41 U.S.C.
15). FAR 42.1204(a) states: "Ho,.;ever, the Government may, in its
interest, recognize a third party as the successor in interest to a
gove:rnment contract when the third party's interest in the contract arises
out of the transfer of (1) all the contractor's assets or (2) the entire
r:ortion of the assets invo1ved in performing the contract." Examples
include, but are not limited to:

( 1) Sale of the assets with a provision for assuming liabilities.

(2 ) Transfer of the assets pursuant to merger or consolidation of
a corporation.

(3 ) Incorporation of a proprietorship or partnership or formation
of a partnership.

When it is in the government's interest not to concur in the transfer
of a contract fran one ccmpany to arother canpany, the original contractor
remains under contractual obligation to the government, and the contract
may be tenninated for reasons of default, should the original contractor
not perform (see FAR 42.1204(b)).

When a contractor requests the government to recognize a successor in
interest, the contractor is required to sutrnit a signed novation
agreement. The form of the novation agreement and the conditions for its
use are prescribed in FAR 42.12.

The authorized agreement provides in part, that "The Transferor and
the Transferee agree that the G::lVernrnent. is not obligated to payor
reimburse either of them for, or otherwise give effect to, any costs,
taxes, or other expenses, or any related increases, directly or indirectly
arising out of or resulting fran the transfer or this Agreement, other
than the Government in the absence of this transfer or Agreement would
have been obligated to payor reimburse under the terms of the contracts"
(see FAR 42. 1204( e) ) . The cited provision is not limited to professional
services, taxes, and corporate expenses directly connected with the change
in CMnership. For novated contracts, it bars any increase in contract
costs that v.Duld otherwise not have occurred. This applies not only to
total cost of performance but to any element of cost. The Armed Services
Board of Contract Appeals barred an increase in depreciation resulting
fran a revaluation of assets by the new a.-mers (L'IV Aerospace Corporation,
"ASBCA No. 11161, 67-2 BCJ>.. para. 6406). In that case, the Board also
rejected a contention that the claim was proper as an offset for "savings"
resulting fran decreases in other cost categories such as reduced state
incane taxes resulting fran increased depreciation. The "savings" were not
costs under the contract because they ..lere never inC\Lrred by the
contractor.



uHJU01t<.L-lL SECURITY

4.4-1 References

a. FAR 4.4, Safeguarding Classified Information
Within Industry.

b. FAR 53.204-1, Safeguarding Classified Infor­
mation Within Industry (DD Form 254, DD Form
441).

c. DoD 5220.22-R, Industrial Security Regula­
tion.

d. DoD 5220.22-M, Industrial Security Manual
for Safeguarding Classified Information.

e. DAR 16-811, Contract Security Classification
Specification, DD Forms 254, Contract Security
Classification Specification.

4.4-2 General

a. The guidance in this section covers the indus­
trial security requirements as they involve the
ACO and the cognizant security office and/or PCO
during the performance of a classified contract
and subcontract. The Defense Investigative Service
(DIS) has the authority and responsibility for ad­
ministration of the Defense Industrial Security
Program (DISP). Within the DIS Regions the Di­
rectors of Industrial Security are designated as the
cognizant security offices for all contractor facili­
ties within their jurisdiction and are responsible
for ensuring that classified material in the hands
of industry is properly safeguarded.

b. The administration of classified contracts ne­
cessitates a close and continuing relationship be­
tween the ACO and the DIS cognizant security
office. The DIS cognizant security office can assist
and advise the ACO, particularly in the areas of
postaward orientation action concerning classified
contracts and in obtaining, interpreting and clari­
fying security classification guidance as it appears
in DD Forms 254. Each DIS cognizant security
office has a Classification Management (CM) Spe­
cialist who can be contracted for assistance and
who can act as a catalyst between the government
and the contractor. ACO's are encouraged to con­
tact the CM Specialist for any assistance needed.

4.4-3 Procedures

a. The responsibility for providing a prime con­
tractor with appropriate security classification
guidance for the performance of a classified con­
tract rests with the procuring activity. This guid­
ance is provided to the prime contractor by use of
the DD Form 254. The DD Form 254 is a contrac­
tual documen t and is required for all classified
contracts. A classified contract is any contract that
requires or will require access to classified infor­
mation by the contractor or his/her employees in
the performance of the contract. (A contract may

7

be 'lassified contract even though the cont?
dol. .lent itself is not classified.) The procUT
activity also has the responsibility to provide
prime contractor with any changes neceS5;
during contract perfonnance (a revised DD Fo
254 is issued) and to review the classification "uo

ance at least once every 2 years. After this revi
the procuring activity advises the contractor I

writing) that no change resulted from the revi(
or issues a revised DD Form 254 with the appl
priate changes. The procuring activity also has tJ
responsibility to issue a Final DD Form 2.34 upc
completion of a classified contract if the contractc
requests and is granted, authority to retain an
classified material under the prime contract.

b. The DIS cognizant security office has the n
sponsibility for initiating action with the procUT
ing activity if the biennial review is not accom
plished as required or if the classification guidance
provided is not adequate for the performance of
the contract.

4.4-4 ACO Responsibilities. During the perform­
ance stages of an assigned classified contract, the
ACO is responsible for various security matters as
listed in appendix C of DoD 5220.22-R. In dis­
charging his overall respo~sibility for the adminis­
tration of classified contracts, the ACO will be
assisted by the Industrial Security Staff Specialist
of the cognizant security office (DIS) assigned clas­
sification management duties. In instances v;here
delegation of authority is not clearly defined, the
matter should be coordinated with the PCO prior
to the initiation of the action. Outlined below are
some of the more significant functions and associ­
ated references which provide the necessary de­
tailed guidance and instruction to perform these
functions:

a. Reviews, approves, and signs DD Form 254 for
classified subcontracts (DoD 5220.22-R, paragraph
7-102, and paragraph 4.4-5 below).

b. Issues notices of reclassification for subcon­
tracts, when required by DoD 5220.22-R, para­
graphs 7-102, 7-104, and 7-105.

c. Obtains resolution for any problem relating to
classification of the prime and subcontract (see
DoD 5220.22-R, paragraphs 7-102 and 7-105).

d. Indicates on the DD Form 254, the routing of
subcontractor's requests for public release of infor­
mation pertaining to classified contracts (DoD
5220.22-M, appendix I, paragraph F).

e. Furnishes justification for interim facility se­
curity clearance of prospective subcontractors
(DoD 5220.22-R, paragraphs 1-2-11 and 2-102).

f. Authorizes release of classified information by
contractor at seminars, / meetings, and symposia,

4.4-4



whe;~) al!thority is required (Do 220.22-R, para-
graphs 1-113 and 1-400 through 1-409).

g. Reviews and furnishes written authorization
for publication and distribution of classified sales
literature (DoD 5220.22-M, paragraph 5p).

h. Provides a copy of final DD Form 254 for
classified subcontracts to the cognizant security
office (DIS). DTIC will be advised of terminations
on classified contracts under which DTIC services
are provided. Any extensions of classified contracts
will be reported to DTIC only when ACOs have
been duly authorized by PCOs to sign DD Forms
1540 in accordance with DLAR 4185.10, Certifica­
tion and Registration for Access to DoD Scientific
and Technical Information, DLAM 4185.3. Exten­
sions of classified contracts need not be reported to
the cognizant security office (DIS).

i. Advises contractor and subcontractorCs) under
his cognizance of approved method of shipment of
classified material, after coordination with Trans­
portation functional element. Prime contract
ACOs must identify subcontractor(s) involved in
shipments of cl~sified materials and promptly
process requests for supporting administration in
accordance with part 42.204, in order to avoid
delays in providing the necessary shipping instruc­
tions. ACOs performing supporting administration
must coordinate \..ith their Transportation func­
tional element in sufficient time to provide subcon­
tractors with the approved method of shipment
well before shipments are ready to be released to
carriers. (DoD 5220.22-R, paragraph 1-602; DoD
5220.22-M, paragraph 17).

j. Authorizes classified visits. both outgoing and
incoming (DoD 5220.22-R, section Ill).

k. Approves expenditures of funds for security
requirements, i.e., area controls, storage equip­
ment, protection alarm systems (DoD 5220.22-R,
paragraph 1-109 and DoD 5220.22-M, paragraph
34c).

1. Reviews reports of security violations a!ld rec­
ommends appropriate action (DoD 5220.22-R, para­
graph 5-102d(l)).

m. Recommends to PCO use of secure electrical
transmission system (DoD 5220.22-R, paragraphs
1-502 and 1-602).

n. Recommends to PCO need for COMSEC mate­
rial for Research and Development, Production,
Installation, and Maintenance (DoD 5220.22-R,
paragraphs 1-502 and 1-602).

o. Appoints contractor couriers for COMSEC ma­
terial after contractor identifies employees for this
purpose (DoD 5220.22-R, paragraph 1-506).

8

p. Advises con ;or of the ACO representa-
tives' authorized access to controlled areas con­
taining cryptographic material (DoD 5220.22-R,
paragraph 3-101c).

q. Furnishes written approval to contractor to
grant physical custody of TOP SECRET informa­
tion to prospective subcontractors, vendors, and
suppliers (DoD 5220.22-R, paragraph 1-6021.

4.4-5 DD Form 25.t. Contract Security Classifica·
tion Specification. The DD Form 254 for prime
contracts is prepared by the program, project, or
systems manager or similar official, and issued by
the PCO. The ACO's determination, with respect
to the classification specifications for subcontracts
is based upon the classification specifications fur­
nished by the PCO in connection with the prime
contract. The actual preparation of these forms for
subcontracts will normally be accomplished by the
prime contractor. However, they will be approved
and signed by the ACO. The Industrial Security
Staff Specialist located at DIS will pro,ide techni­
cal guidance and assistance to the ACO upon his
request. With the agreement of the ACO, the
prime contractor may accomplish the required dis­
tribution of the cl~sificationguidance. \Vnere the
DD Form 254 is requireJ under lower tier subcon­
tracts, the ACO cognizant of the contractor issuing
the initial subcontract >'.ill be responsible for sign­
ing the form for the initial and lower tier subcon­
tracts. (This does not apply to service and graphic
arts contracts, pursuant to DoD 5220.22-R, para­
graph 7-102d(4)(b).)

4.4-6 Foreign Influence O~'er DoD Contractors.
The ACO will notify the cognizant security office
(DIS) whenever he becomes aware of any of the
following situations:

a. Foreigners have or plan to purchase stock in a
corporation.

b. Foreigners plan to buyout a partner or pri·
'lately owned contractor.

c. A foreign-controlled trust is established to
purchase a contractor's assets.

d. A contractor becomes obligated to foreign in­
terests through loans to the contractor or joint
ventures.

e. Interlocking directorates wi.th foreign inter­
ests have been or will be established. The cogni­
zant security office (DIS) will then take action nec­
essary to determine the extent of foreign owner­
ship control or influence in accordance with DoD
5220.22-R section II, part 2.

4.4-6
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DEPT OF THE ARMY
OASA(RDA)/SARD-PP ".....

..f<.i.,
v

~f~'
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MEMORANDUM FOR CHAIRMAN, COMMERCIAL COST PRINCIPLES COMMITTEE

SUBJECT: Asset Revaluation, Case 88-146

1. At its .eeting of 7 December 1988, the DAR Council
established a new case, subject as above, and assigned it to
your Co.mittee for action. Case 84-l8B, Accounting for
Mergers and Other Business Co.binations is closed to the new
case.

2. Your task is to develop a proposed FAR rule which would
make unallowable any increase in costs due to the upward
revaluation of assets resulting fro••ergers or other
business combinations, while at the same ti.e .aking the new
rule as consistent as practicable with Cost Accounting
Standards.

3. Your report is due to .e no later than 13 January 1989.
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THE OFFICE OF THE ASSISTANT SECRETARY OF DEFENSE
WASHINGTON, D.C. 20301-8000

pr<ODUCTION P,ND

LOGISTICS

P/DARS

In reply refer to
DAR Case: 84-18B

MEMORANDUM FOR THE DIRECTOR, CONTRACTS AND BUSINESS MANAGEMENT

SUBJECT: Accounting for Mergers and other Business Combinations

You recently wrote concerning the status of this case. I've
checked with the new Cost Principles Committee chairman, and he has
advised that the case should clear the committee this month. The
Council will then give it a high priority consideration. However,
this is a very complex and controversial matter and I do not expect
a particularly rapid resolution of the issues involved, particularly
as we deal with the CAAC and move through the public comment process
on the proposed rule.

If you have any questions regarding this or any other DAR case
please give me a call.

Duncan Holaday
Director, Defense Acquisition

Regulatory System



[ 'ARTMENT OF THE NAVY
OFFICE OF THE ASSISTANT SECRETARY

(SHIPBUILDING AND LOGISTICS l

WASHINGTON. DC 20360'5000

\)l~W~~.UN

~·lr

AUG 25 !988

MEMORANDUM FOR THE DEPUTY ASSISTANT SECRETARY OF DEFENSE
(PROCUREMENT)

Subj: DAR CASE 84-18B ACCOUNTING FOR MERGERS AND OTHER BUSINESS
COMBINATIONS

It is my understanding that the Cost Principles Committee
will soon be forwarding its recommendation on the subject case to
the DAR Council. I am particularly interested in moving this
case along because of the difficulties we are experiencing in the
Navy Department with asset revaluations after business
combinations, and I understand the other services are having
similar problems.

In the past couple of years, I have been involved in
negotiating several asset revaluation agreements including
Sperry/Burroughs, GE/RCA, and Bath Iron Works. In one case I am
reviewing right now, the acquiring company has written up the
assets by over $200 million, and of this amount, 95% represents
intangibles (other than goodwill) which never appeared on the
selling company's books. The opportunity for "gaming" under the
existing FAR coverage is real. The absence of a cost principle
which clearly defines the government's r~ghts in this area
weakens our negotiating position, prolongs the novation process,
and results in a lack of uniformity in the treatment of these
costs among the services. The subject DAR case has been on the
books since 1984, and I would encourage you to expedite the
handling of this case when it reaches your office for approval .

./

I was pleased to learn that the "Termination of Defined
Benefit Pension Plan" case has been forwarded to the Contract

? Administration Advisory Council (CAAC) for approval. As you
know;" this is another case that has been of particular interest
to me, and I will be'~onitoring its progress at the CAAC.

~~/:Z--e-z-L--<_~-~
ERNEST G. CAMMACK
Director
Contracts and Business Management



DEPARTMENT OF THE NAVY
OFFICE OF THE ASSISTANT SECRETARY

(SHIPBUILDING AND LOGISTICS)

WASHINGTON. DC 20360'5000

-~t~ t.0ss. Ol'J

S\.i¥ t~
AUG 25 198,'3

e·.j

MEMORANDUM FOR THE DEPUTY ASSISTANT SECRETARY OF DEFENSE
(PROCUREMENT)

Subj: DAR CASE 84-l8B ACCOUNTING FOR MERGERS AND OTHER BUSINESS
COMBINATIONS

It is my understanding that the Cost principles Committee
will soon be forwarding its recommendation on the subject case to
the DAR Council. I am particularly interested in moving this
case along because of the difficulties we are experiencing in the
Navy Department with asset revaluations after business
combinations, and I understand the other services are having
similar problems.

In the past couple of years, I have been involved in
negotiating several asset revaluation agreements including
Sperry/Burroughs, GE/RCA, and Bath Iron Works. In one case I am
reviewing right now, the acquiring company has written up the
assets by over $200 million, and of this amount, 95% represents
intangibles (other than goodwill) which never appeared on the
selling company's books. The opportunity for "gaming" under the
existing FAR coverage is real. The absence of a cost principle
which clearly defines the government's rights in this area
weakens our negotiating position, prolongs the novation process,
and results in a lack of uniformity in the treatment of these
costs among the services. The subject DAR case has been on the
books since 1984, and I would encourage you to expedite the
handling of this case when it reaches your office for approval.

I was pleased to learn that the "Termination of Defined
Benef it Pension Plan" case has been forwarded to the ContU!,,~t

(> Administration Advisory Council (CAAC) for approval. ~S-yOU
know, this is another case that has been of particular interest
to me, and I will be monitoring its progress at the CAAC.

~./a-/~~ .... --~--~
ERNEST G. CAMMACK
Director
Contracts and Business Management



DAR Case

85-257

B
88-013

86-029

86-027

COST PRINCIPLES COMMITTEE
DAR Case Report Due Dates

as of 11 March 1988

Subject

Value Engineering Cost Principle

Accounting for Mergers and Business
Combinations

Relocation Costs

Leasing

Litigation Costs .

Rept Date

11 Apr 88*

22 Apr 88*

29 Apr 88*

13 May 88*

31 May 88*

*New report date, based on present status and priorities.
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DAR Staff
Case 84-18

lJEPARTMENT OF THE NAVY
OFFICE OF THE ASSISTANT sECRETARV

(SHIPBUILDING AND LOGISTICS)

WASHINGTON, DC 20360-5000

9 February 1988

MEMORANDUM FOR MR. JAMES W. ERMERINS, CHAIRMAN, COMMERCIAL COST
PRINCIPLES COMMITTEE

Subj:

Enc1:

DAR Case 84-18, "Accounting for Mergers and Business
Combinations"

(1) FAR Secretariat letter (undated) forwarding public
comments

(2) Federal Register article dated 28 October
1987 providing Proposed Rule

Enclosure (1) contains public comments which have been
received on the enclosure (2) proposed rule.

It is requested that your Committee review these comments
and submit your recommendations to the DAR Council by 11 April
1988.

If I can be of any assistance, please let me know.

~€G~~
Navy Policy Representative
Defense Acquisition Regulatory

Council

Copy to:
CCP Committee Members
DAR Council Members, wlo encls



DAR Staff
Case 84-18

DEPARTMENT OF THE NAVY
OFFICE OF THE ASSISTANT SECRETARY

(SHIPBUILDING AND LOGISTICS)

WASHINGTON. DC 20360-5000

22 February 1988

MEMORANDUM FOR MR. JAMES W. ERMERINS, CHAIRMAN, COMMERCIAL COST
PRINCIPLES COMMITTEE

Subj:

Ref:

Encl:

DAR Case 84-18, "Accounting for Mergers and Business
Combinations"

(a) Navy Policy tasking memo dated 9 February 1988

(1) FAR Secretariat letter dated 1 February 1988 forward­
ing additional public comments

By reference (a), the Cost Principles Committee was
requested to review public comments which had been received on
the subject case. The additional public comments contained in
enclosure (1) are forwarded for consideration along with the
reference (a) tasking.

~.. f ~~_L-
LINDA E. Gi?~;;~--
Navy Policy Representative
Defense Acquisition Regulatory

Council

Copy to:
CCP Committee Members
DAR Council, wlo enc1
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FROMI

SUBJECT:

o. ROSINSKI
ACTI • CHAtPMAM
CIVILIAN AGENCY ACQUISITION COUNCIL

FAR Case R7-19/CAAC Case 87-24/DA~ Case 84-18A,
Golden pa~ach~tes/Handcuffs and Organization Costs

--.

This memor8n~um providoe the subject cas~ for publ!c~tion 88 a
final rule. This C8se was approved by the DARe on February 9,
1988, and by the CAAC on March 2, 1988.

The following are enclose~ for your informationl

1. F~R revisions approved by both councils.

2. Tho colleteral requirements.

Enclosures

cc: Director, PARe

1'1'.



PRODUCTION AND

LOGISTICS

(P/DARS)

THE OFFICE OF THE ASSISTANT SECRETARY OF DEFENSE
WASHINGTON, D.C. Z0301-8000

FAST TRACK
o 9 FEB 1988

In reply refer to
DAR Case: 84-18A

MEMORANDUM FOR MR. HARRY S. ROSINSKI, ACTING CHAIRMAN
CIVILIAN AGENCY ACQUISITION COUNCIL

SUBJECT: DAR Case 84-18A (FAR Case 87-19), Golden
Parachutes/Handcuffs and organization Costs

The DAR council has approved revisions to FAR 31.205-6,
compensation for Personal Services, and FAR 31.205-27,
organization costs, to provide final rules under the SUbject
case. The analysis of the pUblic comments and the rationale
supporting the proposed rule are contained in the attached
report. If the CAAC agrees with our position, please forward
the case to the FAR Secretariat for further processing and
inclusion in the next Federal Acquisition Circular you are
requested to expedite action in this regard since section 805 of
Pub. L. 100-180 mandates that the "golden parachutes" portion of
SUbject case be effective for all DoD contracts entered into on
or after April 1, 1988. Please have the FAR Secretariat keep us
advised in this regard.

~s~

f; Duncan Holaday
Director, Defense Acquisition

Regulatory Council

Attachment
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48 CFR Part 31

AGENCIES: Department of Defense
(DoD), General Services Administration
(GSA), and National Aeronautics and
Space Administration (NASA):
ACTION: Proposed rule.

A. Background

The Defense Acquisition Regulatory
and Civilian Agency Acquisition
Councils have been reviewing for some
'time the subject of business
combinations, and particularly the

Federal Acquisition Regulation (FAR);
Extraordinary Compensation and
Certain Organization Costs In
Connection With Mergers and Other
Business Combinations (Golden
Parachutes and Golden Handcuffs)

SUMMARY: The Civilian Agency
Acquisition Council and the Defense
Acquisition Regulatory Council are
considering revising FAR 31.zo5-6 and
31.205-27 to clarify the allowability of
extraordinary compensation and certain
organization costs incurred In
connection with mergers and other
business combinations.
DATE: Comments should be submitted to
the FAR Secretariat at the address
shown below on or before July 13. 1987.

··to be considered in the formulation or a
final rule.
ADDRESS: Interested parties should
submit written comments to: General
Services Administration, FAR
Secretariat (VRS), 18th &: F Streets NW..
Room 4041. Washington, DC 20405.

.' Please cite FAR Case 87~19 in all
correspondence related to this issue.
:FOR FURTHER INFORMAnoN CONTACT:
Ms. Margaret A. Willis, FAR Secretariat,
Telephone (202J 523-4755.
SUPPlEMENTARY INFORMATION:

*
(cJ When the principal purpoSe of a

meeting, conference, symposium. or
seminar is the dissemination of trade.
business, technical or professional
information, or the stimulation of
production or improved productivity:

PART 31-CONTRACT COST
PRINCIPLES AND PROCEDURES

t. The authori:ty citation for Part 31
continues to read as follows:

Authority: 40 U.S.c. 486(c); 10 U.s.C. Ch.
137: and 42 U.s.c. 2473{c].

2. Section 31.205-13 is amended by
revising paragraph (c) and the
introductory text is republished to read
as follows:

31.205-43 Tf'lIde, business, tedmlc:al and
. professloMlacUvity costa.

The following types of costs are
allowable:

B. Regulatory Flexibility Ad ' ~ :. ::,.:"', . (1) Costs oforganizing. setting up and·
The'pi'bpos~rule Uinot expected·to~:'· 'spons~ring the meeting~. symP?~~a. etc.•

'have a signifiCant econoinic impact on a -including n:ntal of~eetmgfaClhtie&, .
'. subslantial number of small entities .... ,transportation, subSistence. and :

within the meaning of the Regtilatory";""incidentaland directly ass~ated costs.
. Flexibility Act. 5 U.s.c. 601. et seq.. '. . . (2) Costs of atte?dance by contractor

because most contracts awarded to .employees. includmg travel costs (see
small entitles are awarded on a . 31.205-46). .
competitive fIXed-price basis snd cost . (3) Cos"a of attendance by
principles do not apply. An initialnoncontractor personnel provided (iJ
Regulatory Flexibility Analysis has such costs are not also reimbursed to
therefore not been performed. the individual by the employing .
Comments are invited from sman company or organization, and (Ii) the
businesses and other interested parties, individual's attendance is essential to
Comments from small entities . achieve the purpose of the conference.
concerning the affected FAR Subpart meeting, symposium. etc.
w~l1 also ~e considered in accordance . [FR Doc. 87-10642 Filed 5-12-87: 8:45 amI
With Section 610 of the J\ct. Such' IIIWNG COO£ M20-6t-M
comments must be submitted separately
and cite FAR Case 67~10 in
correspondence.

C. Paperwork Reduction Ad .
The Paperwork Reduction Act (Pub. 1..

96-511) does not apply because this
proposed change to FAR 31.205-13
provides clarifications as to the
allowability of trade, business, technical
and professional business activity costs,
and does not impose any additional
reporting or recordkeeping requirements
or collection of information from
offerors, contractors, or members of the
public which require the approval of
OMB under 44 U.s.c. 3501. et seq.

Ust of Subjects In 48 CFR Part 31

(;overnment procurement.
Dated: May. 1, 1987.

LawreDce J. Rizzi,
Director, Office ofFederal Acquisition and,
Regulatory Policy.

Therefore, it is proposed that 48 CPR
Part 31 be amended as set forth below:

DEPARTMENT OF DEFENSE

• GENERAL SERVICES
..ADMINISTRATION

NATIONALAERONAunCSAND
SPACE ADMINISTRATION

48 CFR "art 31

Federal Acquisition Regulation (FAR);
Trade, Business, Technical and
Professional Activity Costs,
AGENCIES: Department of Defense .
(DoD); General Services Adniinistration
(GSA), and NationafAeronautics and
Space Administration (NASA).
ACTION: Proposed rule..
SUMMARY: The Civilian Agency .
Acquisition Council and the Defense
Acquisition Regulatory Council are
considering changes to FAR 31.205-43,
Trade, business, technical and'
professional activity costs, that are
intended to clarify allowability policy.
DATE: Comments should be submitted to
the FAR Secretariat at the address
shown below on or before July 13, 1987.
to be considered in the formulation of a
final rule.
ADDRESS: Interested parties should
submit written comments to: General
Services Administration, FAR

• Secretariat (VRS), 18th &: F Streets NW..
Room 4041. Washington, DC 20405.

Please cite FAR Case 87-18 in all
correspondence related to this issue.
FOR FURTHER INFORMATION CONTACT:
Ms. Margaret A. Willis. FAR Secretariat.
Telephone (202) 523-4755.
SUPPLEMENTARY INFORMAnoN:

A. Background

There has been a proliferation of non­
Federal (;overnment sponsored
symposia resulting in possibly
unreasonable costs being charged
against Government contracts. In
addition, Government contracting
officers and auditors have found that the
present cost principle does not address
the atlendance of company employees
at such activities, it does not describe
the circumstances in which the Cost of
attendance by noncontractor employees'
costs might be allowable, and it does
not distinguish bet~eeit setting up or
sponsoring meetings. conferences,
symposia, and seminars and attending
those events. This proposed rule was
necessitated by a need to control costs.

" to clearly state the Policy of the
(;overnment with respect to these costs.
and to describe more specifically the
nature of costs which are allowable. The
pmposed changes do not reflect or result
from a change in allowability policy.
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2. Section 31.205-27 is amended by
revising paragraph (a) to read as
follows:

31.205-27 Organization coata.

(a) Except as provided in paragraph
(b) of this subsection. expenditures in
connection with (1) planning or
executing the organization or
reorganization of the corporate structure
of a business, including mergers and
,acquisitions. (2] resisting or planning to
resist the reorganization of the corporate
structure of a business or a change in
the controlling interest in the ownership
of a business, and (3] raising capital (net
worth plus long-term liabilities). are
unallowable. Such expenditures include
but are not limited to incorporation fees
and costs ofattorneys. accountants,
brokers. promoters and organizers,
management consultants and
investment counselors, whether or not
employees of the contractor.
Unallowable "reorganization" costs
include the cost of any change in the
contractor's financial. structure,
excluding administrative costs of short­
term borrowings for working capital.
resulting in alterations in the rights and
interests of security holders, whether or
not additional capital is raised.

. [FR Doc. 87-10841 Filed 5-1z-67; 8:45 amI
. IIIlJ.JHQ CODE 1120-4t-ll

••••
(I) Compensation incidental»

business acquisitions. The following
costs are unallowable:

(1] Payments to employees under
agreements in which they receive
special comperuiation. in excess of the
contractor', normal severance pay
practice. if their employment terminates
following a change in the management
control over, or ownership of, the ­
contractor or a substantial portion of its
assets.l1Ie1l8 aRllflgemefttll Me -
cemmonly kR6vm 88 "golden
perl ch.tes."

(Z) Payments to employees under
plans introduced in connection with a
change (whether actual or prospective]
in the management control over, or
ownership of, the contractor or a

PART 31-CONTRACT COST
PRINCIPLES AND PROCEDURES

2. Section 31.205-6 is amended by
.adding paragraph (I) to read as follows:

31.205-6 Compensation for personal
eervk:es.

additional recordkeeping or informatimi .ubstantial pOrtion or its'a_sets in,Which .
.collection requirements orcolle~onof ' _,those empl?y~sreC~~~e special. itA 4 ','J.
Informstion from offero~, contractors, " ' campensation. III • "hI"''' tv dl" c.-hf"'-I­
or members of the public w~ch reqUire --:' .801m1l pqr, pz:cwid.ed that they P8main '1::'
the approval of OMB under 44 U.S.c. - . with the contractor for 8 specified ,~

.. 3501, et seq. , period of time. '!'Ileae auaugebientr8re
Ust ofSubjects in 48 CFR Part31.' -8a",,,,eRI, IwCl _II a, ''8cAde~-' , ., .

. ~aRdeu:ffs." .
Government procurement .• • • ~

~. o'. - "::,

Dated: May 4,1987.
,Lawnmce J. Rizzi,
-Director. Office 01FederalAcquisition and

. ,RegulatoryPolicy.

Therefore. it is proposed that 48 CFR
Part 31 be amended as set forth below:

1. The authority citation for Part 31
continues to read as follows:

Authority; 40 U.S.CO 486{c); 10 U.s.c. Ch.
137: and (2 U.S.c. 2473(c).

appropriate Government contract
costing resulting fro~ such .

. combinations. This review haa. been
oceasionedboth by ih~ increased pace
and size of s\lcbevents in recent years,
and also by the Councils' perception
that existing regulations .on certain
aspects of this subject are inadequate.
Of special concern are the costs of
"golden parachutes" and "golden
handcuff&;" which are extraordinary
payment. ahove and beyond ordinary,
customary. and reasonable .,
compeJ).8ation payments to employees
for services rendered. Also of concern iii
the fact that there is no explicit coverage
on the allowability of the costs of
resisting a corporate takeover. In the
special circumstances of Government
procu'rement. in which companies'
recorded cost structures are often
directly reflected in price. the Councils
believe the Government should not be at
risk of paying higher prices simply
because of ownership changes at its
suppliers. Instead. the Councils have
concluded that additional coverage at
FAR31~ and 31.205-21 i' necessary
to protect the Government from having
to bear the costa of special
compensation arrangements and various
organization costs often attendant upon
business combinations.

B. Regulatory Flexibility Act '

. The proposed changes to FAR 31.205­
6 and 31.205-.21 are not expected to have
a significant economic impact on a
substantial number of small entities
under the Regulatory fleXibility Act (5
U.S.c., et seq.) because most contracts
awarded to small entities are awarded
on a competitive fixed-price basis and
the cost principles do not apply.

C. Paperwork Reductioll Act

The Paperwork Reduction Act (Pub. L.
96-511) does not apply because the
proposed rule does not impose any
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DAR Staff
Case 84-l8A

DEPARTMENT OF THE NAVY
OFFICE OF THE ASSISTANT SECRETARY

ISHIPBUILOI~G AND LOGISTICS)

WASHINGTON. DC 20360'5000

29 January 1988

MEMORANDUM FOR THE CHAIRMAN, CIVILIAN AGENCY ACQUISITION COUNCIL

SUBJECT: Golden Parachutes/Handcuffs and Organization Costs
(FAR Case 87-19)

In accordance with the Memorandum of Agreement Establishing
Federal Acquisition Regulation Committees of 15 July 1987,
transmitted herewith is a copy of the Cost Principles Committee
report of 22 January 1988, suqject as above, for advance review .

•

~",......,
~" ~. ERMERINS

Chairman
Cost Principles Committee

Copy to:
Mrs. Spector, 000, DASD(P), w/o encl
Mr. Evans, NASA, Asst Admin for Proc,

w/o encl
Director, DAR Council, w/o encl~



MEMORANDUM FOR

FROM:

SUBJECT:

General Services Administration
Office of Acquisition Policy

Washington, DC 20405

FEB 22\988

CAAC MEMBER~"-'~l ,f)
HARRY s. ROSIA I,) I .
ACTING CHAIRMAN I.
CIVILIAN AGENCY ACQUISITION COUNCIL

FAR Case 87-l9/CAAC Case 87-24/DAR Case 84-l8A,
Golden Parachutes/Handcuffs and Organization Costs

Transmitted herewith is the DARC's analysis and recommendations
(Enclosure 1) with respect to public comments received under the
subject case which was published as a proposed rule in the
Federal Register on May 13, 1987. (Enclosure 2)

Twenty comments were received of which 17 either offered no
objections or concurred with the proposed changes. The remaining
comments have been satisfactorily addressed by the Cost
principles Committee. (Enclosure 1)

The FAR Staff recommends that the CAAC approve this case with the
minor changes proposed by the DARC.

Questions regarding this case may be referred to Edward Loeb on
523-3781.

Enclosures



DEPARTMENT OF THE NAVY
OFFICE OF THE ASSISTANT SECRETARY

(SHIPBUILDING AND LOGISTICS)

WASHINGTON. DC 2.,3150-5000

DAR Staff
Case 84-18A

MEMORANDUM FOR THE DIRECTOR, DAR COUNCIL

22 January 1988

SUBJECT: Golden Parachutes/Handcuffs and Organization Costs

1. PROBLEM:

To review and make recommendations related to the comments
on the proposed rule which was published in the Federal Register
on 13 May 1987.

II. RECOMMENDATIONS:

A. That FAR 31.205-6 and 31.205-27 be revised as shown at
TAB A and published as a final rule.

B. That the memorandum at TAB B be used to transmit the
final rule, together with the TAB C recommended Federal Register
notice and the TAB D FAC Preamble, to the Civilian Agency
Acquisition Council.

III. DISCUSSION:

A. Background.

On 13 May 1987 the CAA and DAR Councils asked for comments
on proposed changes to FAR 31.205-6, Compensation for personal
services, and 31.205-27, Organization costs, in order to clarify
allowability policy. The proposed changes were prompted by a
belief that there has been a proliferation of business
combinations leading to concomitant questions regarding
appropriate costing on Government contracts. Since there are
situations in which companies recorded cost structures are
directly reflected in the price to the Government, the Government
should not bear the risk of paying higher prices simply resulting
from a change or resisting a change in ownership; thus the
proposed changes would make certain extraordinary compensation
payments, commonly referred to as "golden parachutes" and "golden
handcuffs," unallowable as well as those costs resulting from
resisting or planning to resist reorganization of the corporate
structure or controlling interest in the ownership.



B. Comment Summary.

Twenty comment letters were received. The attached APPENDIX
lists the commenters and briefly quotes those comments which
recommended revisions to the proposed rules. Seventeen
commenters either had no objections or comments or concurred with
the changes as proposed. Two commenters disagreed with certain
portions of the proposed coverages and the remaining commenter
nonconcurred in all changes.

C. Discussion of Comments.

1. The American Defense Preparedness Association (ADPA) had
an objection in connection with novation and change-of-name
agreements. They argue that these costs, even when resulting
from objectionable costs of takeovers and mergers, are ordinary
administrative costs and therefore should be allowable.

The Cost Principles Committee disagrees. These costs are
not at issue in this case. Existing regulations already make
costs of this type unallowable and it is not the Committee's
intent to make them allowable.

2. The Council of Defense and Space Industry Associations
(CODSIA) had several objections, to wit:

a. The language of the proposed cost principle
regarding golden handcuffs is inconsistent with the background
statement and would disallow payments which are neither
extraordinary nor unreasonable. They recommend that the word
unreasonable be inserted at 31.205-6(1)(2) preceding the words
special compensation.

The Committee does not agree. Adding the word unreasonable
duplicates coverage at 31.201-3 and 31.205-6(b) and would infer
that there could be a reasonable golden handcuff payment. It is
the Committee's intent to not permit recovery of any special
payments incurred in conjunction with mergers or business
combinations. For example, an individual was performing a job
normally paid and objectively worth $50,000 per year, given the
nature of the jOb's duties and responsibilities, but for good
reason (e.g., to help the company through a rough financial
period) accepted and was paid $30,000 per year. If the new
owners immediately rais& his pay to $50,000, this would not be
considered a golden handcuff, but a pay raise to normal, i.e.,
reasonable, levels. However if the employee's pay is increased
from $30,000 to $80,000 per year, but $30,000 of this amount is
contingent upon the individual remaining with the company for a
3-year period, the contingent amount is the unallowable golden
handcuff cost.

In order to more explicitly define golden handcuffs, we have
revised the coverage at TAB A to more closely link the handcuff

2



D. Consideration of Section 805 of P.L. 100-180. the DoD
Authorization Act of 1988.

The Committee reviewed the language as contained in Section
805 of P.L. 100-180 and found it to be SUbstantially the same as
the proposed rule regarding "golden parachutes." Thus the
Committee recommends adopting its previously proposed language.
However, Section 805 makes no reference whatsoever to "golden
handcuffs" or other organization or business combination costs.
The Committee has discussed the significance of this omission and
reached the conclusion that coverage of these areas remains
necessary as stated in our background statement in the Federal
Register notice of May 13, 1987.

E. Other Comments.

The Committee recommends deleting from 31.205-6(1) the
sentences which begin "These arrangements are commonly known as
'golden •••• '" They are slang terms which become outdated after
a period of time, and also can become unduly limiting. It is
possible that someone could develop a tin parachute or handcuff,
or they could be described as being made of linen, paper, or
plastic. We prefer to avoid the use of slang terms in the FAR.
We believe the definitions are sufficiently precise to protect
the Government's interest and, therefore, we have deleted these
two sentences.

F. Summary.

The comments received generally concurred or did not object
to the proposed rule. Only relatively minor issues, discussed
above, were raised. We recommend only minor adjustments to our
previous language and that a final rule be promulgated
immediately without further public discussion.

All members of the Cost Principles Committee concur with the
contents of this report. .

J!!f:-=:
Chairman
Cost Principles Committee

DoD Members Other Members

Edwin Cornett, Army
Terrence D. Sheppard, Air Force
Donald W. Reiter, DLA
Charles D. Brown, OASD(C)
Frances Brownell, DCAA
Donald Sawyer, OASD(A&L)/CPF

4

Robert W. Lynch, NASA
William T. Stevenson, DOE
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payment to the requirement to remain with the company.
Accordingly, we have changed " ••• in which those employees
receive special compensation, in addition to their normal pay,
provided that they remain with the contractor for a specified
period of time" to read:

" ••• in which those employees receive special
compensation which is contingent upon the employee
remaining with the contractor for a specified period
of time."

b. CODSIA suggests that where the merger or acquisition
benefits the Government, such costs should be allowable when they
are otherwise reasonable and allocable. They recommend that
subparagraph (a) of section 31.205-27 be modified accordingly.

The Committee does not agree. The Government has a
longstanding policy against paying costs related to all forms of
capital formation, including fundamental structural reorgani­
zations. It is a given of Government contracting that a
contractor comes forth prepared to perform the contract. A
contract is not a vehicle to underwrite capital formation. The
costs in question here are clearly related to such activities,
and are being disallowed for that reason.

c. Using the same "reasonableness" rationale, CODSIA
recommends use of a separate paragraph (b) for FAR 31.205-27
addressing the cost allowability vis-a-vis resisting or planning
to resist any corporate reorganization or change in controlling
interest and to also state that these costs are subject to the
FAR 31.201-3 reasonableness criteria.

Again CODSIA would have us believe that a portion of these
costs are subject to the reasonableness criteria while others are
apparently not. Otherwise, why specifically state that the costs
of resisting or planning to resist a takeover are subject to
31.201-31 The Committee is not convinced that these costs need
treatment in a separate paragraph or that they require a direct
linkage with 31.201-3, Reasonableness.

3. The Professional Services Management Association (PSMA)
recommends that FAR 31.205-27 be deleted in its entirety and that
a reasonable portion of "golden parachutes" and "golden
handcuff" costs should be allowable since they are a necessary
cost in today's business merger atmosphere. PSMA avers that the
Government benefits from these activities and therefore should
pay for them.

other than PSMA's allegation that the Government benefits
from such activity no evidentiary material is presented. The
Committee has previously addressed similar comments and will not
further belabor the point.

3



Attachments:
APPENDIX - Comment Matrix
TAB A - Ppsd Rev. to FAR 31.205-6 and 31.205-27
TAB B - Transmittal Memo to CAAC
TAB C - Ppsd Federal Register Notice
TAB D - FAC Preamble
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APPENDIX
Page 1 of 4 pages

SUMMARY OF COMMENTS
DAR Case 84-l8A. Golden Parachutes/Handcuffs and Or~antzation Costs

FAR Case 87-19

No comment/ Concur/ Partial
Objection .Support Nonconcur Objection

1- Federal Communications Commission X
2. USA Railroad Retirement Board X
3. U.S. Small Business Administration X
4. American Defense Preparedness X

Association
5. National Labor Relations Board X
6. Agency for International Development X
7. U.S Department of Housing and X

Urban Development
8. Panama Canal Commission X
9. National Endowment for the Humanities X

10. U.S. Department of Justice X
11. Office of GSA Acquisition Policy X

and Regulations (GSA)
12. DoD Inspector General X
13. U.S. Information Agency X
14. Council of Defense and Space Industry X

Associations (CODSIA)
15. Professional Services Management X

Association
16. Pennsylvania Avenue Development X

Corporation
17. U.S. Department of Agriculture X
18. Veterans Administration X
19. Office of Federal Procurement Policy X
20. U.S. Nuclear Regulatory Commission X

TOTAL 11 6 1 2



APPENDIX
DAR Case 84-18A
Page 2"Qf 4 pages

ObjectiQns/Issues

The CQsts tQ a cQntractQr, Qver and abQve
Qrdinary and nQrmal expenses, resulting
frQm acquisitiQns and mergers shQuld nQt be
charged tQ the GQvernment as an Qrdinary
expense in perfQrming a Government cQntract.
On the Qther hand, it shQuld be made clear
that expenses incurred in cQnnectiQn with
nQvatiQn and change-Qf-name agreements
(FAR 42.12) are allQwable, even when resulting
frQm QbjectiQnable CQsts Qf takeQvers and
mergers. Such agreements are Qrdinary adminis­
trative CQsts affecting perfQrmance Qf the
Government cQntract and therefQre shQuld be
allQwable.

It is the QpiniQn Qf the undersigned assQci­
atiQns that the prQpQsed language 31.205-6
(1)(2), disallQwing the CQst Qf "gQlden
handcuffs, II is unnecessary and, mQreQver, is
incQnsistent with the pQlicy enunciated in
the backgrQund statement preceding the prQpQsed
new CQst principle. While the backgrQund
statement defines "gQlden handcuffs" as "extra­
Qrdinary payments abQve and beyQnd Qrdinary,
custQmary, and reasQnable cQmpensatiQn payments
tQ emplQyees fQr services rendered," the prQpQsed
CQst principle WQuld define any cQmpensatiQn in
excess Qf nQrmal pay as "gQlden handcuffs," Qr
per se unreasQnable and extraQrdinary. CODSIA
agrees that the gQvernment shQuld nQt have tQ
reimburse extraQrdinary and unreasQnable
cQmpensatiQn payments, and thus agrees with
the statement Qf policy Qffered as backgrQund
tQ the prQpQsed CQst principle. HQwever, the
language Qf the prQpQsedcQst principle is
incQnsistent with this pQlicy and WQuld disallQw
payments which are neither incQnsistent with
this PQlicy and WQuld disallQw payments which
are neither extraQrdinary nQr unreasQnable.

Since the ultimate reSQurce Qf the acquired
cQmpany is its emplQyees, the success Qf an
acquired cQmpany is usually related tQ its

CQrnmenter

American
Defense
Preparedness
Agency

CQuncil Qf
Defense and
Industry
AssQciatiQns



Objections/Issues

APPENDIX
DAR Case 84-18A
Page 3 of 4 pages

Commenter

ability to retain key people, such as certain
management, technical and administrative staff
(e.g., tax staff personnel) for a specific period
of time after the acquisition. To disallow the
reasonable cost of special compensation arrange­
ments (i.e., completion bonuses) to retain such
valuable resources of an acquired company would
be detrimental to the acquiring company as well
as its customers--in this case, the U.S. Govern­
ment.

We recommend that allowability of such arrange­
ments continue to be handled on a case by case
basis, employing the "reasonableness criteria"
already provided by FAR 31.201-3 and should
not, out of hand, be deemed unallowable.
Therefore, it is recommended that 31.205-6(1)(2)
be revised to read as follows:

"(2) Payments to employees under plans
introduced in connection with a change
(whether actual or prospective) in
the management control over, or ownership
of, the contractor or a substantial
portion of its assets in which those
employees received unreasonable special
compensation, in addition to their normal
pay, provided that they remain with the
contractor for a specified period of
time."

We suggest that in the judgment of the con­
tracting officer, where the .merger or
acquisition benefits the government, their
costs be allowable where they are otherwise
reasonable and allocable. Subparagraph (a)
of section 31.205-27 should be modified
accordingly.

In this connection, and applying the same
reasonableness criteria as discussed above,
we recommend that the proposed revision to
FAR 31.205-27 addressing the allowability
of expenditures incurred in resisting or
planning to resist any corporate reorgani­
zation or change in controlling interest



Objections/Issues

of a business be addressed in a separate
paragraph (b) as follows:

APPENDIX
DAR Case 84-18A
Page 4 of 4. pages

Commenter

"(b) Costs in connection with resisting
or planning to resist the reorganization
of the corporate structure of a business
or a change in the controlling interest
in the ownership of a business are
subject to the reasonableness criteria
provided in 31.201-3."

These costs are costs associated with doing
business in today's atmosphere. We believe
that all organization and reorganization
costs should be allowed on Government
contracts as they benefit the Government
in the long run. We realize organization
costs have been unallowable for a long
time. We recommend that FAR 31.205-27
be deleted in its entirety. Why should
the Government benefit from such activities
and pay nothing for them? It is another
example of your "one-way street," similar
to Contribution and Donations.

In regard to golden parachutes and golden
handcuffs, DCAA has questioned them in the
past based on reasonableness and allocability.
The proposed revisions put teeth in the DCAA
approach. This Association believes a
reasonable portion of such costs should be
allowed on Government contracts as a necessary
and reasonable cost of doing business in
today's business merger atmosphere (condoned
by Congress).

Professional
Services
Management
Association



receive special compensation which is contingent upon the

TAB A
DAR Case 84-18A

RECOMMENDED CHANGES TO FAR 31.205-6 AND 31.205-27

31.205-6 Compensation for personal services.

(a) through (k) -- Unchanged.

(1) Reserved. [Compensation incidental to business

acquisitions. The following costs are unallowable:

(1) Payments to employees under agreements in which

they receive special compensation, in excess of the contractor's

normal severance pay practice, if their employment terminates

following a change in the management control over, or ownership

of, the contractor or a substantial portion of its assets.

(2) Payments to employees under plans introduced in

connection with a change (whether actual or prospective) in the

management control over, or ownership of, the contractor or a "

substantial portion of its assets in which those employees

Iemployee remaining with the contractor for a specified period of I

time. ]

(m) Unchanged.

31.205-27 Organization costs.

(a) Except as provided in paragraph (b) below [of this

subsection], expenditures in connection with (1) planning or

executing the organization or reorganization of the corporate

structure of a business, inc1uding mergers and acquisitions, Of

(2) [resisting or planning to resist the reorganization of the



corporate structure of a business or a change in the controlling

interest in the ownership of a business, and (3)] raising capital

(net worth plus long-term liabilities), are unallowable. Such

expenditures include but are not limited to incorporation fees

and costs of attorneys, accountants, brokers, promoters and

organizers, management consultants and investment counselors,

whether or not employees of the contractor. Unallowable

"reorganization" costs include the cost of any change in the

contractor's financial structure, excluding administrative costs

of short-term borrowings for working capital, resulting in

alterations in the rights and interests of security holders,

whether or not additional capital is raised.

(b) - Unchanged.

[ ] - New coverage.
words lined out - coverage deleted.

2



TAB C
DAR Case 84-18A

PROPOSED FEDERAL REGISTER NOTICE

DEPARTMENT OF DEFENSE
GENERAL SERVICES ADMINISTRATION
NATIONAL AERONAUTICS AND SPACE ADMINISTRATION

48 CFR Part 31 (Federal Acquisition Circular 84-XX)

Federal Acquisition Regulation (FAR); Golden Parachutes/Handcuffs
and Organization Costs

AGENCIES: Department of Defense (DoD); General Services
Administration (GSA); and National Aeronautics and Space
Administration (NASA).

ACTION: Final rule.

SUMMARY: Federal Acquisition Circular 84-XX amends the Federal

Acquisition Regulation (FAR) 31.205-6, Compensation for personal

services, and 31.205-27, Organization costs.

EFFECTIVE DATE:

FOR FURTHER INFORMATION CONTACT: Ms. Margaret A. Willis, FAR

Secretariat (VRS), 18th & F Streets, N.W., Room 4041, Washington,

DC 20405. Telephone (202) 523-4755.

SUPPLEMENTARY INFORMATION:

A. Public Comments.

A notice of the proposed rule was published in the Federal

Register on May 13, 1987 (52 FR 18159), recommending revisions to

FAR 31.205-6 and 31.205-27 to control costs and clearly state the

pOlicy of the Government regarding the a110wability of these

costs. Of 20 comments received, 17 either concurred or had no



, ,
, t

objection or comment. Two commenters partially objected with the

proposed rules and one commenter totally disagreed. Minor

editorial changes were made to the definitions of the proscribed

costs, and the slang terms, "golden parachutes" and "golden

handcuffs" were deleted.

B. Regulatory Flexibility Act.

The changes to FAR 31.205-6 and 31.205-27 are not expected

to have a significant economic impact on a substantial number of

small entities under the Regulatory Flexibility Act (5 U.S.C. 601

et seq.) because most contracts awarded to small business

entities are awarded on a competitive fixed-price basis and cost

principles do not apply.

C. Paperwork Reduction Act.

The Paperwork Reduction Act (Pub. L. 96-511) does not apply

because the changes to FAR 31.205-6 and 31.205-27 provide

clarification as to the allowability of compensation for personal

services and organization costs and do not impose any reporting

or recordkeeping requirements or collection of information from

offerors, contractors, or members of the public which require the

approval of OMB under 44 U.S.C. 3501 et seq.

LIST OF SUBJECTS IN 48 CFR PART 31

Government Procurement.

Dated: _____, 1987

Harry S. Rosinksi,
Acting Director, Office of Federal Acquisition and RegUlatory
Policy.

2
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PART 31 -- CONTRACT COST PRINCIPLES AND PROCEDURES

1. The authority citation for Part 31 continues to read as

follows:

Authority: 40 U.S.C. 486(c); 10 U.S.C. Chapter 137; and

42 U.S.C. 2453(0).

2. Paragraphs (1) of subsection 31.205-6 and (b) 31.205-27

are revised to read as follows:

(See approved version of TAB A)

3



" ...

TAB D
DAR Case 84-18A

RECOMMENDED FAC PREAMBLE

Item No. - Golden Parachutes/Handcuffs and Organization
Costs

There has been a proliferation of business combinations

leading to concomitant questions regarding appropriate costing on

Government contracts. The Government found that the previous

cost principles at FAR 31.205-6 and 31.205-27, lacked specificity

regarding certain costs. FAR 31.205-6 did not address the issue

of special compensation in conjunction with a planned or executed

merger or business combination. FAR 31.205-27 did not prescribe

the treatment to be accorded costs resulting from resistance or

planned resistance to the reorganization of the corporate

structure of a business or change in the controlling interest in

the ownership of a business.

The revised rules clarify the policy of the Government

regarding these costs and specifically describes the costs which

are unallowable. The revisions do not reflect or result from a

change in allowability policy.
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COST PRINCIPLES COMMITTEE
DAR Case Report Due Dates

as of 21 December 1987

DAR Case

87-310

~
87-301

87-303

86-027

85-257

87-118

86-029

Subject

Aerospace Exports

Accounting for Mergers and Business
Combinations--cmts

Golden Parachute Payments, Unallowable

Technical Data (Section 808, 1988 DoD
Authorization Act)

Litigation Costs

Value Engineering Cost Principle

Travel Costs

Leasing

Rept Date

06 Jan 88

13 Jan 88*

13 Jan 88*

15 Jan 88

31 Jan 88*

15 Feb 88*

15 Feb 88*

29 Feb 88*

*New report date, based on present status and priorities.
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OCT 2 2 1987

Mr. John £. Byrn.
nirector
Off ice ()f the Fedoral Register
N~tionel Archives and Recorda
Administration

W6shln9tcn, DC :0.08

Enclosed is ~ notice of intont to develop a propoae4 rule 0"
propo••d Ch4ftgea to Federal Acquisit10n Re9ulatlon (FAa) Parts
3e, and 31, concerning M6fgere And Otber Bua1•••• Coablnatlons.
Tbe fAR tG codified 1n .8 cpa Ch~pt.r 1. .

~e request that the enclosed aat6ti.l b4pub11sbed in the
'~derAl Register accor41A9 to th~' regular publ~&tioD 8chedule,
a~d ~5 r~quested in th~ special bondl1ng inst~uct1~fta. ,l•••e
m~v1se ua of the date of publicAtion, the Part au.beT, and ~h.

comcenl duo ~ato.

Elnc(!r~ly,

(signed) Margaret A. W~IIS~

~Ap.GhRe~ A. WILLIS
f1-.f~ $e<:;rCltar Lat

Enclosure

eel Official file - VR~ Case 87-~ •••ding Pile - ~,
VR(VL" V(2), DARC,-------------

VRS: MWillis:lf,523-475Ss10/19/87 (Byrne/87-431ntent)

-~

\

roncurrences: VRR(van Llerde) _

VR:..- _

Date---------
Date--------
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OCT I 5 19Br

MEMORANDUM

FROM!

SUBJECT:

R SEC ETARIA'I' ?a-uJ L ~ ~

RRY ~I ~­
TING CHAIRMAN

1 VILIAN AGENCY ~COUISITION COUNCIL
!

AR Case 87-43, Mergers and Other Buaine••
Combinations (DAR Case 84-18/CAAC Ca•• 87-2.)

Please arrange for publication of the enclosed notice In the
Federal Register. The notice was approved by the DARC on
October 9, 1987, and by the CAAC on October 14, 1987.

This case is the final part of the subject DAR and CAAC
cases. A proposed rule was previously published under these
C21ses dealing with "Golden Parachutes" snd Golden Handcuffs".
That proposed rule was identified as FAR Case 87-19. It was
considered appropriate to establish 8 8epar~te PAR case for the
current notice to facilitate the segregation of public comments
on the separate issues.

Please contact Frank Van Lierde if you have any,questions.
Revisions noted on the enclosure were coordinated with
Charley Lloyd of the DARC on October 14, 1987.

Enclosure

CCI Director, DARC



General Services Administration
Office of Acquisition Policy

Washington, DC 20405

"'" .

FROM:

OCT 13 19ST

MEMORANDUM FOR CAAC MEMBERS

~HARRY S. ROSINSKI
11"-- ACTING CHAIRMAN

CIVILIAN AGENCY ACQUISITION COUNCIL

SUBJECT: CAAC Case 87-24/DAR Case 84-18/FAR Case 87-19,
Mergers and Other Business Combinations

DARC letter of October 9, 1987, subject as above, is forwarded
herewith for CAAC consideration.

Questions related to this case may be referred to Frank Van
Lierde on 523-3781.

Enclosure



SUBJECT: Federal Register Notice: Mergers and Other Business
Combinations (FAR Case 87-19)

Attached for CAA Council review is a proposed Federal
Register notice announcing an intent to develop a proposed rule
on cost stemming from business mergers.

The DAR Council believes it will be to our mutual advantage
to solicit predeliberational comments on this sensitive issue.
We request that the CAA Council review the attached notice at
its earliest convenience. If the Council concurs, please refer
the notice to the FAR Secretariat for publication in Federal
Register.

~Ce.~~\S-~
Duncan A. Holaday

Director, Defense Acquisition
Regulatory Council

Attachment



relating to this issue.

(Billing Code 6620-61-M)

DEPARTMENT OF DEFENSE

GENERAL SERVICES ADMINISTRATION

NATIONAL AERONAUTICS AND
SPACE ADMINISTRATION

48 CFR Parts 30 and 31

Federal Acquisition Regulation (FAR);
Mergers and Other Business Combinations

AGENCIES: Department of Defense (DoD), General Services
Administration (GSA), and National Aeronautics and Space
Administration (NASA)

ACTION: Notice of intent to develop a proposed rule.pertaining
tG'/the allocabili ty and- allowab-i·±-i-t:y··of--'€Qs.t.s.-stemmin.g...._fI.olU....._

.me r'g e L S ~"~r'--et:i-&i ne·&s,.···eombina-tionS';· 0 Ie
------="'==,.,...--------------------------------

SUMMARY: The Civilian Agency Acquisition Council and the Defense

Acquisition Regulatory Council invite public comment concerning

the development of changes to FAR Parts 30 and 31 on the

allowability of costs incident to mergers and other business

combinations.

COMMENTS: Comments should be submitted to the FAR Secretariat at

the address shown below on or before (60 days from date of
.--~

publication), to be considered in~ormulation of a proposed

-"£3
rule. Please reference FAR Case,87~ in ~ll correspondence- /

'. '. ?,"/~:,/

ADDRESS: Interested parties should submit written comments to:

General Services Administration, FAR Secretariat (VRS), 18th & F

Streets, NW, Room 4041, Washington, DC 20405.

FOR FURTHER INFORMATION CONTACT: Ms. Margaret A. Willis, FAR

Secretariat, telephone (202) 523-4755.



SUPPLEMENTARY INFORMATION:

A. Background

The Defense Acquisition Regulatory and Civilian Agency

Acquisition Councils have been reviewing the subject of business

combinations, and particularly the allowability of costs resulting

from such combinations. This review has been occasioned by the

Councils' concern that existing regulations on certain aspects of

this subject may not be adequate as evidenced by recent

litigation. Specifically, the Councils are considering whether,

in circumstances where a Government contractor is acquired, the

Government should recognize depreciation or cost of-m6neyflowing", .
,/ II)

from asset write-ups that result if the "purchase- method is usEid. /

to account for the business combination~- Government

representatives have expressed concern whether, in the

circumstances when a contract price will be negotiated based upon

the contractor's cost, the Government should be at risk of paying

higher prices simply because of a change in ownership of the

supplier. Accordingly, the Councils will consider comments from

interested parties regarding approaches the Councils might employ

in dealing with this issue.

HARRY ROSINSKI
Acting Director, Office of Federal

Acquisition and Regulatory Policy

2
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P~ CASE SCHEOOLE 9 8ep 1987

I Crnrni.ttee J:ll.OC CAN:. Revie.l & Pli:>lic Carlrent Res:>lution of
CASE ReIX>rt Due Ccnsideration Rea:Jnciliation Process Public COnnents

-SErI'IOO I

Original CASPG ReIX>rt Being ReIX>rted

86-8 - Pay-As-You-Go Pension Plans 10/31/87 11/30/87 1/31/87 7/31/87 09/30/87

86-37 - Insurance, CAS 416 Revision 11/30/87 12/31/87 2/29/88 8/31/88 10/31/88

86-729- Operating Rules Ear CASPG 8/31/87 ~

-
SErI'IOO II

CASPG Report Already Suhnitted
Case Being Processed

SUhnittOO CarrpletOO CarrpletOO canplete:i
85-139 - CAS IncorIXJration Into FAR 1/22/86 3/24/86 6/3/86 8/29/86 12/15/86

SUl:mittOO CarrpletOO CarrpletOO canplete:i
86-36 - Insurance, Discount Factors 3/21/86 5/5/86 7/8/86 10/7/86 12/31/86

SuhnittOO CarrpletOO CarrpletOO
86-40 - capitalization Thresoolds 3/28/86 5/15/86 7/8/86 10/7/86 12/31/86

SUl:mittOO
86-38 - Pension Plan Tenninations 3/24/87

5/19/87
9/8/87

Sub:nit too
86-39 - Pension Plan Overfunding 3/24/87

5/19/87

SuhnittOO
84-18 - AccoLmting Ear Mergers 7/20/87 I

'"

·::.( ~'tf:' ,

~

,

..
.~ ..



Projected Case SChedule - 9 Sep 87 - cont'd

Ccmnittee IlI\RC CAAC Revie.N' & Plblic Ccmrrent Resolution of
CASE Report Due Consideratioo Reconcilation Process Public Crnments

SECl'ION III

CASPG Report Already Suhnitted - case Closed

85-71 - Overhead Cost Allocation Suhnittoo C}OSOO 1/
12/20/85 1 22/86 -

85-127 - CAS Fblicy Group Procejures ~ttoo Closoo ~/
6 19 85 12/13/85

~

85-213 - CAS Applicability ~ttoo Closoo~ 3/
1 9/86 1/29/86 -

Suhnittoo Callpletoo CallpletOO
86-58 - Cost, Pension-eAS 412 and FASB87 4/25/86 5/20/86 8/14/86 if 2/ N/A

85-95- Direct OJ.arg:in:J of SOle-SOurce Sul:tni.ttoo Callpletoo
Fo11Ot1-on Proposals 12/2/85 11/3/86 'if §j N/A N/A N/A

1/ The CASPG recarmerrloo that CAS sh:mld continue to be limitoo to equitable allocation of cost to the contract level arrl that I1G

- changes in this area soould be nade.

2/ The DI\RC determinoo that the CASPG is a DAOC ccrrmittee arrl soould cperate- U1der the rules establishoo in the I:1I.R ~rat:in:J Guide,
- rather than under a separate set of fCocejures.

}/ The CASPG rea::mnerrled that CAS rules, concern:in:J contracts awarded on the basis of adequte p:-ice canpetition, not be dlan:Jed.

4/ ThC 84-20 advigej contractors, \\ho are requiroo to discontinue us:in:J sp:-ea:i gain actuarials cost rretlDds as a result of FAS 87, the
- approach the Government will fo11Ot1 in negotiat:in:J contracts with than.

5/ The Deputy Secretary of Defense directoo that additionai· infonnation be obtainoo fran the Services, OIA, arrl OCM, \\hidl sh:>uld fCOV'ide
- for a nore inforrnoo decision in the dlarg:in:J of role-source fo11Ot1-on P:-qJOsal costs.

§/ Applies only to 000.

l/ Public o::nments are not required.

::, : ~ -t;t· . '.

•

'lMlB

4/PRQJECTEOl
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DAR Staff
Case 84-18

DEPARTMENT OF THE NAVY

17 August 1987

MEMORANDUM FOR MR. JAMES W. ERMERINS, CHAIRMAN, COMMERCIAL COST
PRINCIPLES COMMITTEE

Subj:

Encl:

DAR Case 84-18, "Accounting for Mergers and Business
Combinations"

(1) FAR Secretariat letter dated 4 August 1987 forwarding
public comments

(2) Federal Register article dated 13 May 1987 providing
proposed rule

Enclosure (1) contains public comments which have been
received on the enclosure (2) proposed rule.

It is requested that your Committee review these comments
and submit your recommendations to the DAR Council by 30
September 1987.

If I can be of any assistance, please let me know.

. -, ?"
L '}1-,L/(/ 0· '~r.)lj-K1L-­

LINDA E. GREE{.NE
Acting Navy Policy Representative
Defense Acquisition Regulatory

Council

Copy to:
CCP Committee Members

VDAR Council Members, wlo encl

1 9 AUG 1987
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MEMOR~NDUY FOR FAR ~ECRETARIAT

LAWRENCE ;]. RI Z~ I 18\0Y1\e4)~ J. luzzl
CHJ1. I P.MA1-1 \:o.e-

CIVILIAN AGENCY ACOUISITIO~ COUNCIL

StTf:'JFCT: FAR Case 57-19, Golden parachutes and Golden
Handcuffs (extract from Mergers and Other Business
Combinations case) CAAC Case '7-24/DAR Case 84-1B

please arrsnge for publication of the attached ca•••• a propose~

rule. It was approved by the nARC sometime before April 8, 19f37
(their letter to the CAAC was undated). It was epproved by the
CAAC on April 29, 1987. CAAC editorial revisi~ns annotated on
the enclosure were coordinate~ with Owen Green on April 29, 1987.

please contact Frank Van Lierde if you have any questions.

Enclosure

cc: Director, nAPe

,T .,...



General Services Administration
Office of Acquisition Policy

Washington, DC 20405

MEMORANDUM FOR CAAC MEMB

CAAC Case 87-24, Golden parachutes and Golden
Handcuffs (extract from Mergers and Other Business
Combinations case), DAR Case 84-18

Y ACQUISITION COUNCIL

/

LAWRENCe../ '.
CHAIRMAN
CIVILIAN AGE

FROM:

SUBJECT:

The purpose of this memorandum is to request your consideration
of the attached case from the DARC. The DARC decided to expedite
the proposed FAR coverage on "golden parachutes", "golden
handcuffs", and costs of resisting mergers and acquisitions. It
has therefore extracted these items from the larger case relating
to Mergers and Other Business Combinations (DAR Case 84-18), and
is proposing that a separate proposed rule dealing with them be
published immediately. Congressional interest in the issues
prompted DOD to expedite this portion of the case.

The FAR Staff has no objection to the proposed coverage on
"golden parachutes", "golden handcuffs", etc. (see paragraph III
B of the Committee report).

Please note that the enclosure includes the entire committee
report on mergers and other business combinations. It should be
retained for future reference when the remainder of the case is
considered. (proposed coverage on mergers for the cost
principles is presently being coordinated with the CAS policy
Group. )

please contact Frank van Lierde if you have any questions on this
case. It will be discussed at a forthcoming CAAC meeting.

Enclosure

M~{(.: 'I-/s~/~7
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THE OFFICE OF THE ASSIST ANT SECRETARY OF DEFENSE

WASHINGTON. D.C. 20301-8000

ACQUISITION ANC
LOGISTICS

P/DARS

In reply refer to
DAR Case: 84-18

MEMORANDUM FOR MR. LAWRENCE J. RIZZI, CHAIRMAN
CIVILIAN AGENCY ACQUISITION COUNCIL

SUBJECT: DAR Case 84-18, Mergers and Other Business
Combinations

The DAR Council has approved proposed revisions to FAR
31.205-6 and 31.205-27 to provide clear rules on the
allowability of certain costs incidental to business
acquisitions. Also attached is a February 4, 1987, report
from the Cost principles Committee which discusses the changes
proposed above as well as other issues associated with business
acquisitions e.g., asset write-ups. The DAR Council has tasked
the CAS Policy Group to report on these additional issues by
May 15, 1987. We will provide you· with our recommendations in
these areas by separate cover. If the CAA council agrees with
our position, please establish a FAR case and forward the case
to the FAR secretariat for further processing as a proposed
rule.

Attachment

OTTO J. GUENTHER, COL,
Director
Defense Acquisition
Regulatory Council

USA



DEPARTMENT OF THE AIR FORCE
WASHINGTON, D.C. 20330-1000

~ (!.A?dt,
DAVID C. FELLY - /
Chairman, CAS Policy Group

OFFICE OF THE ASSISTANT SECRETARY

July 1, 1987

MEMORANDUM FOR COL. FRED M. HALBERSTADT, AIR FORCE POLICY MEMBER,
DAR COUNCIL

SUBJECT: DAR Case 84-18, "Accounting for Mergers and Business
Combinations"

Reference memorandum of 31 March 1987, which tasked the CAS
Policy Group to review and coordinate on Tab A, Part 3 of the
subject Cost Principles Committee Report.

The CAS Policy Group has not finished it's work on the referenced
tasking. Request the due date for our report be changed to
15 July 1987.



OFFICE OF THE ASSISTANT SECRETARY

DEPARTMENT OF THE AIR FORCE
WASHINGTON, D.C.20330-tooo

May 22, 1987

MEMORANDUM FOR COL. FRED M. HALBERSTADT, AIR FORCE POLICY MEMBER,
DAR COUNCIL

SUBJECT: DAR Case 84-18, "Accounting for Mergers and Business
Combinations"

Reference memorandum of 31 March 1987, which tasked the CAS
Policy Group to review and coordinate on Tab A, Part 3 of the
subject Cost Principles Committee Report.

The CAS Policy Group has not finished it's work on the referenced
tasking. Request the due date for our report be changed to
5 June 1987 •

. ~~(!, .
David C. Relly
Chairman, CAS Po icy Group



It'
"

Case Management Record

D~~erK
CAAC No. I Original Date,

~

Updated. V /0 -/;;2 -PI
Title Af1CrC- Po(C fnGe6-Ger AAJI>

Wi ,,","
()l~ CUS/,fJES5 C!-tJl11t9/AJ!1-rt;Q S " ,J L:~·· \

Referenceeel' ¥ /P-/:J. ... ~~

Synopsis

Priority Submitted By At Originator Code Case Manager A·
Ke)'words

Case References

FAR Cites

DFARS Cites

Cognizant Committees ec.p
Recommendation c~Cl;{SS/lttJ q NoveflJ-

~otes

- .

I

- ~-
J



DEPARTMENT OF THE ARMY
HEADQUARTERS. U. a. ARMY MATERIEL COMMAND

5001 EISENHOWER AVENUE. ALEXANDRIA. VA 22333-0001

OCT., "'

DAR Staff
Case 84-18B

MEMORANDUM FOR THE DIRECTOR, DAR COUNCIL

SUBJECT: DAR Case 84-18B, Accounting for Mergers and Other
Business Combinations

I. PROBLEM:

To review and make recommendations relative to the comments
received in response to the October 28, 1987 Federal Register
notice statement which expressed the Defense Acquisition Regulatory
and the Civilian Agency Acquisition Councils' concern about whether
the Government should be at risk of paying higher prices simply
because of a change in ownership of the supplier. More
specifically, whether the Government should recognize depreciation
or cost of money flowing from asset write-ups that result if the
"purchase method- is used to account for the business combination.
For ease of reference we have enclosed at Atch 1, our previous
report of February 4, 1987, and at Atch 2, the Cost Accounting
Standards (CAS) policy Group's report of July 20, 1987.

II. RECOMMENDATIONS:

A. That FAR 31.205-10, 31.205-11, 31.205-16 and 31.205-49 be
revised as shown at Tab A and published as proposed rules.

B. That FAR 30.404 and 30.409 be revised as shown in Tab Band
pUblished as proposed rules simultaneously with the proposed rules
in paragraph A above. This revised language is consistent with
that proposed by the CAS policy Group in their report of July 20,
1987.

C. That the DAR Council seek a legal review of the language
shown in Tab C, revising FAR 31.109 and 42.12 and decide on the
appropriate course of action in light of the Committee's comments
in Section III.C.l.

D. That upon approval of Tabs A, B, and C the memorandum at
Tab D and the related document at Tab E be forwarded to the CAAC.



III. DISCUSSION:

A. BACKGROUND.
This case began life as 84-18, Accounting for Mergers and

Other Business Combinations. We had previously reviewed the
pertinent issues and forwarded recommended coverage to the DAR
Council by memorandum dated February 4, 1987. Since the proposed
coverage included changes to the CAS the DAR Council decided to
sever those cost principles that could stand alone from those that
were associated with the revisions to CAS. Thus, two cases were
established; 84-18A, Organization Costs and Compensation Incidental
to Business Acquisitions, and 84-18B, Accounting for Mergers and
Other Business Combinations. Case 84-18A addressed golden
parachute and handcuff costs (FAR 31.205-6) as well as certain
organization and reorganization costs (FAR 31.205-27)., These
changes were published as a final rule in FAC 84-35, April 1,
1988. The other, case, 84-18B, was forwarded to the CAS policy
Group for their consideration of the combined cost principles and
CAS changes that were impacted as a result of the Committee's
proposed rule to limit the write-up of assets when the "purchase
method" is used to account for mergers and other business
combinations. The CAS policy Group's recommendations have been
incorporated in the proposed language except for minor editorial
changes.

The proposed language pertaining to asset write-ups contained
in our February 4, 1987 report (Case 84-18) to the DARC was not
published as proposed rules. However, the DARC and the CAAC
published a notification of their intent to develop a rule in the
Federal Register of October 28, 1987.

Thirty comment letters were received in direct response to the
October 28, 1987 Federal Register notice. The Committee also
incorporated comments included in two discussion papers, one
appearing in the Federal Contracts Report of March 7, 1988 and the
other prepared by Pettit & Martin and delivered during a pre­
sentation at an American Bar Association Conference of October 1,
1987 by the ABA's Section on Public Contracts. Additionally, a
meeting was held with the American Institute of Certified Public
Accountants (AICPA) on June 17, 1988, as requested by them in their
letter. They believed that a discussion would be more beneficial
than written comments. We have referenced their verbal comments
where appropriate but have not increased our total count of
documents reviewed to avoid double counting. The adjusted count of
32 breaks down as follows: 15 had no comment; 4 concurred; 9
nonconcurred; and 4 indicated partial objections. A matrix which
groups the comments in broad categories is included as an APPENDIX
to this report. The comments are discussed below by topic and
numbered as in the matrix.

2



B. specific Comments.
1. Real cost/Generally Accepted Accounting principles (GAAP).
Davey Compressor Company, Vincent T. Noone, American Institute

of Certified Public Accountants (AICPA), Emerson Electric Company,
American Bar Association (ABA), Steiger and Evans, and Pettit &
Martin objected to any prohibition on the allowability of asset
write-ups that result from a business combination when the
"purchase method" of accounting is use~. They point out that the
cost to the acquiring company is the purchase price paid for the
acquired company. This cost determines the fair market value of
the purchased assets. If the acquiring company expends more to
acquire a company than the recorded (book) value of the acquired
company's assets, the assets are stepped-up to their fair market
value. This stepped-up amount then serves as the basis for future
depreciation (future depreciation being that post-dating the
acquisition). Futhermore, the "purchase method" is mandated by
GAAP through Accounting principles Board Opinion No. 16 (APB 16),
except in limited circumstances which have no bearing on this
particular discussion. Additionally, the Cost Accounting Standard
at FAR 30.404 recognizes the "purchase method".

Committee Comments.
The Committee believes that only two basic approaches to this

issue, through the cost principles, are conceivable (although
variations on either approach are possible). One is to recognize
asset revaluation resulting from business combinations, thereby
recognizing altered depreciation and facilities capital cost of
money amounts in accounting periods subsequent to the acquisition.
Under this approach equity should be obtained for the Government by
requiring that, in cases of upward revaluation, current Government
contracts receive their fair share of the recapture of excess
depreciation borne by previous contracts. The other approach is to
simply not recognize for purposes of Government contract costing
and pricing asset revaluations resulting from business
combinations.

In choosing between these two broad approaches, the Committee
is persuaded that the fundamental issue here is one of how best to
achieve fairness. Both the "depreciation recapture" and the "no
recognition" approaches are, in the final analysis, nothing more
than devices to ensure that what constitutes good accounting for
business acquisitions does not create a situation that is "unfair"
to the Government. In the opinion of the Committee, it is on this
basis that the choice between these two approaches should be made.

In view of this, the Committee believes that extending the
"depreciation capture" approach to business acquisition situations
does not make sense. This approach was designed to deal with the
quite different situation of the transfer of individual assets
between independent, on-going companies. The transactions
contemplated were numerous and typically of relatively low dollar
value. Those who developed this approach were well aware that,

3



because of variations over time in contract type and business mix,
the treatment prescribed could be inequitable to either the
Government or the contractor for any particular asset disposition
in that Government contracts would likely "recapture" more or less
depreciation at the time of asset disposition than they had
actually borne in previous periods. However, they believed that
over numerous transactions such variations would normally offset
one another so that the outcome would be fair overall.

Indeed, for precisely this reason, the ASPR Committee provided
expressly for the abandonment of this approach, and the substitu­
tion of the case-by-case negotiation in instances of "mass
disposition". The point, of course, is that every business
combination is obviously tantamount to a "mass disposition"
situation. The Committee believes, therefore, that it would be
imprudent to impose on such situations a rigid "depreciation
recapture" rule designed to achieve equity under very different
circumstances. Given a certain combination of business mix,
contract type,' and program status, acceptance of asset revaluations
can lead to substantially higher depreciation and FCCM expense on
future Government contracts, while the Government's actual,
realized share in the offsetting "depreciation recapture" amounts
to nothing. Few are likely to view this outcome with equanimity
particularly if it were to happen in the case of some massive
acquisition whose size dwarfs that of the more typical purchase.

This brings us to the question which, in the opinion of the
Committee, is at the heart of this case, namely, what really
constitutes "fairness" in such situations? Both the "depreciation
recapture" rule contained in the cost principles and its
restatement in the CAS, contemplate situations in which that rule
will fail to create equity and should be abandoned, without,
however, defining what "equity" is. There is, however, a
long-standing tradition in Government contracting, expressed in
both the cost principle on "Organization costs" and in the language
of the standard novation agreement, that the Government should be
placed in no worse a position by a change in business ownership
than it would have been in had the change not taken place. In the
final analysis, the Committee believes that this is a reasonable
and practical way to define what is equitable in such situations
not only to the Government, but also to the contractors involved
who are, after all, as much at risk as the Government under the
"depreciation. recapture" approach.

Accordingly, we recommend coverage which accomplishes this by
simply not recognizing for Government contract costing, in most
circumstances, any changes to depreciation expense or FCCM flowing
from asset revaluations following business acquisitions. As a
consequence, of course, such event will also result in no "gain" or
"loss", and no attendant credit or charge for Government contract
costing. .

4



2. Competition.
Avco Research Laboratory, the Council of Defense and Space

Industry Association (CODSIA), AICPA and the ABA have averred that
cost and price increases will be controlled by the competitive
forces of the market place and not by the suppliers' ownership.
Additionally, the Government, by rejection of the purchase method
of accounting, seeks to to place itself in a more favorable
position than commercial customers.

Committee Comments.
The Committee was also influenced by considerations of the

competitive market place, or more accurately, the lack thereof. In
juxtaposition to those opinions expressed in the foregoing, the
Committee perceived that much of DOD contracting for major weapon
systems is done on a sole-source or very limited competition basis
in which the award of future contracts to the incumbent contractors
at a price based on their recorded cost structures is unavoidable.
Commercial prices are normally set by operation of the marketplace.
Thus, commercial customers would not suffer an increase in price
solely because of a change in ownership, and the Government wo~ld.

3. Capital Generation.
McKenna, Conner & Cuneo; the American Defense preparedness

Association; CODSIA; ABA; Steiger and Evans: and Pettit & Martin
have made two major points. First, that the objective of business
combinations is to generate capital. One method of acquiring
capital is by stepping up asset values. The imposition of
limitations on the revaluation of assets severely depresses the
attractiveness of aerospace and defense oriented companies in the
marketplace. Second, the additional implication is that since the
proposed rule does not permit recovery of the cost of the
investment in the acquired entity it will result in a disincentive
to invest in defense assets and thereby shrink the defense
industrial base and increase Government procurement costs.

Committee Comments.
With respect to the first point the committee believes that

the price of a target company largely reflects its future
profitability. Asset valuations are only a small part of that
assessment. The market value of companies, including those with
defense orientation, is based partially on the cash flow they
generate. To the extent that a defense company's value has been
artificially inflated by anticipation of the Government paying
increased depreciation expenses for assets after one firm is
acquired by another, the draft coverage will return the market
value of the firm to a value based on the real worth of the company
and not one created by the Government peculiar cash flow. The
argument concerning contractor investment in the industrial base is
the more serious one; it also is an even more persuasive reason to
adopt the Committee's recommended position. When a defense firm is
acquired and its assets written up, the Government not only pays
depreciation on an asset it may have already substantially paid

5



for, but it is also paying depreciation on an old existing asset.
No change in productivity has occurred. The n~result is an
increase in unit cost to the Government through higher overhead
expenses and the likely resultant decrease in quantities purchased
and deployed. productivity and modernization come from firms
investing in new assets, not acquiring and inflating the write-offs
on old ones. In fact, money that goes to acquire existing firms at
high prices is being diverted from investment in new plant and
equipment which is the only real hope for increased productivity in
the defense industrial basp.. The fact that firms are, in numerous
cases acquiring actual or potential competitors and thereby
shrinking the industrial base by the very act of acquisition should
also be noted.

The complaint that a no-write-up rule is unfair to the
acquiring contractor is in the Committee's opinion flawp.n. The
argument seems based on the false premise that an asset write-up
without a disposal credit would ever be acceptable to the
Government. However, the determination of financial advantage is
not so simple or clear-cut when the immediate "depreciation
recapture" is taken into account. It is perfectly possible for
this credit approach to be more disadvantageous to the acquiring
contractor than the no-write-up rule.

4. Novation.
McKenna, Conner, and Cuneo; Vincent T. Noone; Emerson Electric

Company; CODSIA; the ABA; and steiger and Evans asserted that
increased depreciation and cost of money should be allowed on
contracts entered into after the effective date of the business
combination, but should not be allowed on contracts entered into on
or before the effective date of the combination. Additionally,
they support clarifying FAR 42.12 to protect the Government on
existing contracts and to reduce the opportunities for the
Government to secure concessions on unrelated points.

Committee Comments.
FAR 42.1204(e) gives the text of a standard novation agreement

which includes the following language at subdivision (b) (7) :

"The Transferor and the Transferee agree that
the Government is not obligated to payor reim­
burse either of them for, or otherwise give effect
to, any costs, taxes, or other expenses, or any
rel?ted increases, directly or indirectly arising
out of or resulting from the transfer or this
Agreement, other than those that the Government
in the absence of this transfer or Agreement would
have been obligated to payor reimburse under the
terms of the contracts."

The substance of this paragraph is quite old, going back in
all essentials to revisions to the ASPR made in 1956 and 1959,

6



respectively, as a result of Cases 54-50 and 58-133. The
Committee's research has turned up no evidence that asset
revaluation was a specific concern in these cases, which is not
surprising given the fact that "purchase" accounting for business
combinations was less common then than it would become subsequent
to the issuance of APB opinion 16 in 1970. The record does show,
however, that the ASPR Committee was concerned about possible
increased costs of contract performance by the transferee including
increased overhead expense in situations involving cost-type
Government contracts. The durability of the language it developed
testifies to the strength of the belief within the Government
contracting community that an ownership change should not adversely
affect the price of Government work that had already been
contracted for.

Comments regarding changes to FAR 42.12 are contained in
Section III.C.l~, Additional Committee Comments.

5. Requests Meeting.
The AICPA posited that this subject presents significant

legal, business, and economic issues which should be addressed by
discussion with the Committee.

Committee Comments.
A meeting was held with the AICPA on June 17, 1988. It is the

Committee's opinion that no new issues were introduced by the
AICPA. The AICPA's representatives agreed that they would
subsequently summarize and submit their comments. Since they have
not yet done so we presume they will be received in response to the
draft language.

6. Recognition of Gain Sharing.
The DOD!IG postulated that the excess of the selling price

received over the stated net book value is a gain to the sellers in
which the Government should share.

Committee Comments.
The Committee believes that the approach of simply not

recognizing depreciation or FCCM charges flowing from asset
revaluation ought to be the basic Government rule and thus there is
no need, generally, for recognition of gaift sharing. However, in
those cases where asset revaluations are recognized, provisions
have been made, as suggested by the DOD/IG for the Government to
share in the ~ain to the extent that it represents excess
depreciation.

7. strengthen Novation.
The DOD/IG has proposed that increased costs on current

contracts can be avoided through the proper use of novation
agreements.

7



committee Comments.
The Committee concurs with the DOD/IG comments. Reference our

previous discussion under paragraph 4.

8. Appraisals.
The DOD!IG propounded the idea that specific criteria should

be included in the procurement regulations to address both the
requirements for appraisals and the treatment and definition of
long-term contracts as intangible assets.

Committee Comments.
The IG's suggestion called the Committee's attention to a

situation that is evolving faster than the regulatory system's
recent ability to respond. The DCAA Member has advised the
Committee that, more and more often, her agency is encountering the
capitalization of a broad range of newly-created assets on the
books of acquiring concerns. The values being capitalized cover
such concepts as profits yet-to-be realized on existing
backlog,software programs, patents, or aggregated values of small
tooling.

The tactical reasons for going this direction and their
supporting arguments are easily understood. Goodwill has been
unallowable for several years now. Currently, the Government has
announced its intention to address the "problem" of upward asset
revaluations attendant to a merger. The "jaw-boning" process that
has virtually eliminated asset revaluations in large transactions
and existing drafts of attempts to codify these policies have made
it common knowledge that the Government intends to settle for no
less than either no asset write-ups or an equitable immediate
credit for the disposal gains. In these circumstances, a
newly-created asset seems the perfect safe haven. If the asset did
not exist on the books of the acquired company, its valuation
cannot be a revaluation. If it had no prior existence as an asset,
the consumptIOn of its value was never recognized as depreciation.
Therefore, the limitation on disposal gain recognition (i.e., to
depreciation previously taken) is zero. The argument concludes
that the Government must recognize the depreciable base for the new
asset and has no right to a disposal credit, if its appraised value
is reasonable.

Despite the superficial appeal of the foregoing argument, it
is logically wrong. To grasp why it is wrong, the logic behind the
recognition ot the disposal gain must be examined. To begin with,
the depreciation is intended to provide a reasonable measure of the
consumption of an asset's value. When an asset is sold at a price
that is greater than its depreciated book value, it can be
concluded that too much depreciation was taken over the service
life of ~hat asset. The disposal credit corrects the books and
recaptures the excessive depreciation.

8



creation of a new asset creates a dilemma for the contractors
doing so. putting aside accounting conventions and complexities,
at the instant of the combination transaction, the asset in
question either does or does not have the value attributed to it in
the acquiring entity's appraisals. Obviously, if it does not, the
asset should not be recognized. However, if the asset is a
reasonable entry on the books of the acquiring entity, then it
follows that the books of the acquired company were wrong at the
instant of the transaction and stand in need of correction in the
form of an equivalent disposal credit. It is reasonable to assume
that efforts to generate the value being newly-capitalized were
expensed (i.e., instantly and completely depreciated) by the
acquired entity when they were incurreo. In most circumstances,
Government contractors are naturally motivated to expense rather
than capitalize simply to recover cost faster. Were the Government
to permit a newly-created asset to be capitalized and subsequently
depreciated without insisting on a comparable disposal credit, it
would be sanctioning a redundant cost recovery. The Cost
principles Committee has provided new coverage for placement at
31.205-49(a) (2) (iv) that is intended to preclude such duplicate
recovery.

9. Case-by-Case Benefits.
GAO advocated the concept that stepped-up assets should be

permitted on a case-by-case basis where it can be shown that a
business combination will result in increased benefits to the
Government, for example, lower unit costs.

Committee Comments.
The Committee concurs conceptually with the GAO that asset

revaluations can be allowed on a case by case basis but not
necessarily for the reason cited by GAO; e.g., lower unit costs.
The Committee has difficulty in subscribing to any lower cost
theory put forth by a contractor since the genesis of the case was
to preclude mammoth cost increases on our contracts resulting from
mergers and other business combinations. Examples of the
parameters under which the Committee would recognize write-ups
follow.

The Committee believes that there may be contractors who have
been involved in past business acquisitions in which assets were
revalued upward and Government contracts received a concomitant
"depreciation recapture". In such cases, the new asset values will
likely affect"depreciation and FCCM expense for many years in the
future. Under these circumstances, it would clearly be unfair to
contractors to disallow depreciation expense based on the revalued
asset amounts from the time of implementation of the proposed new
rule forward. To do so would upset the bargain made at the time of
combination in which the Government accepted asset revaluation in
return for receipt of a "depreciation recapture". Moreover, it is
conceivable that the Government will be confronted with asset
revaluations due to a business combination that took place when the
acquired contractor had no, or virtually no, Government business.

9



It would again be unfair to the contractor not to recognize these
values for identifiable assets which were on the contractor's books
when he began contracting with the Government. On the other hand,
the Committee can conceive of situations in which, either because
of uncertainties about the character of the contractor's future
business or for administrative reasons, it would be in the
Government's best interest to accept a cost recapture rather than
to disallow future costs flowing from asset revaluations.

The Committee has dealt with the existence of legitimate
exceptions by creating a rule that, while laying down a general
policy of disallowance, leaves some latitude for the exercise of
judgment in making exceptions by the contracting officer faced with
the specific business combination. In the Committee's opinion,
such latitude is necessary for a fair and workable rule, and it
would stress that it has placed the contracting officer in a very
strong position to allow only those exceptions for which a strong
case can be made by mandating that without his agreement the
disallowance of costs resulting from asset revaluations is
automatic.

10. Marquardt and Related Cases
Several commenters addressed the Marquardt Case (ASBCA 29888

and CAFC 86-1546) in varying ways. Before dealing with the
comments, the Committee notes that the case itself, although
ostensibly a Government victory, carries an enormous potential for
creating other problems.

The facts of the case were that Marquardt was sold by its
parent, CCI Corporation, to ISC Electronics in a stock transfer
with no subsequent change in the legal or management form of
Marquardt. After having first obtained the cognizant ACO's
concurrence that a novation agreement was not required because
" ••• the sale involves a transfer of stock, not assets ••• ",
Marquardt subsequently presented the Government with a bill
representing stepped-up asset values based upon the price paid by
its new parent. The Government resisted the increased costs and
the issues were drawn in a classical confrontation between legal
form and transaction substance. Marquardt's case was rooted in APB
16 which requires the "purchase method" of accounting for such
transactions. The Government based its case upon the reasoning
behind the agreement reached earlier that no novation had been
necessary~ i.e., that Marquardt was the same entity before and
after the transaction. The Government prevailed at both the ASBCA
and the CAFC. In a disquieting dissent to the Appeals Court
decision, Judge Bissell noted the narrow basis upon which the
majority decision had separated itself from the Gould Case (ASBCA
24881) in which the contractor had prevailed on the allowability of
the purchase price assigned in the form of both stepped-up asset
values and goodwill. Judge Bissell indicated that the "purchase
method" of accounting would have been available to Marquardt if
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only they had legally combined the corporate structures of parent
and subsidiary as had Gould. The dissent went on to point out that
such a rule protects the Government from virtually nothing and
invites the incurrence of otherwise pointless legal costs simply to
qualify the stepped-up costs for allowability under Government
contracts.

The Committee believes the danger to the Government extends
far beyond that envisioned by Judge Bissell. primacy of legal form
over accounting substance would invite the worst kind of legal
gerrymandering aimed at producing those cost allocations which
maximize a contractor's return. The Government has a long-standing
policy of basing its cost calculations upon organizational reality
rather than legal form. The nCAA Contract Audit Manual reflects
this policy when it discusses procedures regarding the inclusion of
segments in a home office allocation base at paragraph c of
6-606.5, Allocation Bases for Corporate/Home Office Expense:

To evaluate the bases used by the contractor to
distribute home office expenses, the auditor should carefully
review the organizational structure and operations of the
corporate office and each corporate segment, inclu9in9 details
of the type of service and support rendered by the corporate
office to each segment ••• the corporate/home office auditor is
responsible for the necessary reviews of segments not involved
in government contract wor~. The objective is to see that the
contractor's allocations proportionally distribute home office
costs to all segments of the business on the basis of the
relative benefits received. Use the applicable contract cost
principles (such as FAR 31.201-4, 31.202, and 31.203) as
criteria to evaluate the contractor's method.

The FAR subsection and sections referenced by the audit manual
are respectively captioned "Determining allocability", "Direct
costs", and "Indirect costs". It is noteworthy that nowhere in any
of that coverage is there the slightest hint that legal form plays
any part in the determination of an appropriate structure for
calculating Government contract costs. The audit manual goes on to
reinforce that specific point at 6-606.5e:

The form of the business (foreign or domestic), the
extent of ownership (wholly- or partially-owned), or the
accounting treatment for financial accounting purposes
(consolioated or unconsolidated) are not basic criteria for
determining whether a particular segment should be included in
or excluded from the residual allocation basA ••••

In the Committee's opinion, the Government would not be well
advised to employ the Marquardt decision as any part of the
solution of merger problems.

Four commenters referenced Marquardt and other related cases
in their comments. Three of them (ABA, Pettit & Martin, and
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Norman A. Steiger) were written from the legal perspective. The
fourth (Mr. Vincent T. Noone) commented from an accounting and
costing policy perspective.

The ABA mentioned Marquardt only as a footnote to their
discussion of the Gould case which they cited as being consistent
with widely accepted accounting practices and case law in general.
They noted that the Government did not dispute the validity of the
"purchase method" of accounting but only its application to the
acquired entity and that the court also upheld the "purchase
method" and its application to the purchaser but not the acquired
entity. They conclude that "In light of its longstanding
acceptance and use in Government contract accounting, any change
contemplated by the CAAC and DARC should not modify or eliminate
the purchase method of accounting without careful stu~y." They
also object to the practice in recent years of going beyond the
regulations and ,requiring advance agreements that the assets will
not be stepped-up.

The Committee believes that the ABA has correctly described
generally accepted accounting practices as well as the case law.
We do not believe that these facts warrant the conclusions drawn by
the ABA. They clearly do not see the problem that we do when our
prices are increased because of an acquisition transaction. As to
whether this case is receiving careful study, the case originated
in 1984. It would be difficult to categorize any policy action
finally taken as impulsive. One of the primary purposes of the
proposed coverage was to codify actual practice. The Committee
believes that most large and well-noticed acquisitions in recent
years have resulted in agreements that the assets would not be
revalued. We agree with the ABA that it would be better to have
our actual practices spelled out in the regulations so that they
would apply more consistently to all mergers. That is what our
prior proposal tried to do.

Mr. Smith of Pettit & Martin has also set forth the
particulars of the Marquardt case. He seems to conclude that
Marquardt has settled the issue of asset revaluation for stock
purchase acquisitions with a standard that would require novations
when the acquired entity has been legally restructured as part of
the acquirer's organization. When a novation is required only
existing contracts would be charged depreciation at levels which
have not been stepped-up. otherwise, all new contracts may be
charged depreciation representing the increased asset values. On
the other hand, when a novation is not required because the
acquired entity has not been legally reorganized, existing assets
can never be written up. Mr. Smith described Judge Bissell's
dissent in a footnote without comment.

Mr. Smith is one of the relatively few commenters who dealt at
all with the topic of a disposal gain in a merger transaction.
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Once again, we have no problem with Mr. Smith's description of the
evolution of the relevant cost principle and CAS coverage, much of
it apparently gleaned from the Committee's report on this case.
However, noticeably lacking from Mr. Smith's conclusion that
disposal credits resulting from merger transactions are a somewhat
freewheeling matter that is to be decided on a case-by-case basis
utterly lacking in guidelines or rules is the common sense linking
of an asset revaluation (because something was bought) with a
disposal credit (because something was sold). Nor does Mr. Smith
evidence any concern with the equities of those situations in which
a disposal credit falls upon a fixed-price universe.

Mr. Norman Steiger also noted Sundstrand (Ct. Cl. 1968) and
LTV (ct. Cl. 1970), which while they involved the issue of asset
write-ups, did so under the more limited scope of interpretation of
novation agreements and their impact upon the novated contracts.
Issues involved were such things as the meaning of "any costs" and
whether other cost economies resulting from the merger could be
netted against depreciation increases. The Government received a
favorable ruling in both of these cases. Mr. Steiger concludes
"It's obvious ••• that the Government will not concede the right of
any acquired or acquiring corporation to step up the value of the
assets ••• on any contracts which predate that transaction." Mr.
Steiger appears to take great care to not expand the discussion to
the revaluation of assets for contracts entered into after the
acquisition transaction. He bemoans the fact that options
exercised after the transaction, but whose rights were acquired in
a pre-transactional contract, are covered in the novation
restriction. Under that narrow focus, he argues against the
requirement for two sets of depreciation records and the asset
resale value impingement. These arguments would seem more
appropriate with regard to the larger avoided issue, asset
revaluation on contracts which post-date the acquisition.

Mr. Vincent T. Noone, faces the real issue of this case more
squarely than his legal compatriots, and recommends a policy which
reflects classical accounting theory, acknowledging that asset
values would be increased for depreciation to post-acquisition
contracts. Notably missing from Mr. Noone's paper is any mention
of the correlated topic of disposal gains. Mr. Noone concludes
that existing contracts should not receive depreciation reflecting
stepped-up asset values but subsequent contracts should be cos ted
at the increased values. He buys the result but not the reasoning
of Marquardt.· He is particularly critical of the reasoning that
regards ISC as a disjointed third party unable to allocate the cost
paid for Marquardt's assets to Marquardt's assets.

Mr~ Noone suggests that novation agreements be required for
all business combination situations including those achieved by a
stock purchase. He would have those novation agreements protect
the Government from all increased costs, not just depreciation. He
believes that, were it not for CAS 404.50(d), the Government would
be protected from increased costs on existing contracts. Mr. Noone
would eliminate CAS 404 because it is a financial accounting
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standard and let the matter be governed by the pronouncements of
the Financial Accounting Standards Board. He would position his
basic rule (i.e., write-ups and cost of money are OK for the
post-acquisition contracts) in the cost principles relating to
organization costs and the cost-of-money. It is not clear to us
what difference that would make. What is at issue here is the
fundamental rulp.. In our opinion, none of these commenters tie the
issues or the problems together in a cohesive way.

In the Committee's opinion, the case law cited is compatible
within itself but the question remains as to what a sensible policy
should be. According to the case law:

1. Where novation agreements are required, the stepped-up
asset values cannot be charged to pre-existing contracts.

2. Novation agreements are required when the legal form of the
organization with which we are contracting has changed.

3. Novation agreements are not required when the acquired
company is not subsequently legally combined with the acquirer
(stock purchase transaction).

4. When a' legal combination is not carried out, the assets on
the books of the acquired entity may never be written up, even for
subsequent contracts.

It would be reasonable to conclude that where the premium over
the book value is sufficient only a fool would save the legal cost
of consummating a legal combination. That is a ridiculous standard
for determining whether or not assets can be written up for
purposes of costing to Government contacts. Surely, whether the
acquirer's cost of the assets can be recovered is a more serious
question than that. Disappointingly, none of these commenters made
a serious attempt to tie together the substance of an asset
disposal and an asset acquisition; we refer to the simple
proposition that if something was bought, something must have been
sold. There are only two choices as to how to view one of these
transactions for contract costing and pricing purposes. We absorb
the impact of the transaction in the contract prices on both ends
or we do not.

In our opinion, the case law sheds little or no light on what
a reasonable policy should be. However, failing to act in this
case leaves the case law to govern. Acquirers can write up the
assets if their legal papers are in order and the credits for the
disposal gains are, at least arguably, if not equitably, not
coordinated wjth the acquisition transaction. The recommendations
advanced by the Committee in our earlier report on this case remain
the best combination of equity and flexibility regarding these
transactions.

c. ~dditional Committee Comments.

1. The DAR Council's taskings of February 24 and April 17,
1984 under this case requested the Committee's opinion on whether
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it would be advisable to adopt the Army's and ADPA's suggestion and
expand the current FAR coverage on situations requiring novation
agreements to include stock purchase transactions along the broad
lines of the change made previously to the DAR. The Committee is
sympathetic to the concerns underlying this proposal. For all
practical purposes, the investor has, in such circumstances,
acquired control over the investee so that in substance, if not in
form, the Government is faced with the new entity and should have
the opportunity to iron out in advance with the new party any
issues of concern to it. Nevertheless, the Committee does perceive
some problems with such an approach.

First, it is struck by how awkwardly the subject of stock
purchase transactions fits into the existing coverage on novation
agreements. The definitions and terminology used in that coverage
contemplate situations in which assets required to perform
Government contracts are transferred from one legal entity to
another, so that the contracts themselves must also be
transferred. This is simply not the case for situations in which
control of a company is transferred by stock purchase, since assets
and contracts remain throughout the property and responsibility of
the same legal entity. What is even more important, there is a
statutory basis for the requirement to execute a novation agreement
in situations in which Government contracts are transferred that is
lacking for transfers of control over a company through stock
purchase. Even if, therefore, the DAR Council were to adopt
coverage modeled on that contained in DAC 76-48, the Committee
wonders whether, in the absence of a contract clause, contractors
would in fact really be under any greater obligation than they are
now to execute novation agreements after acquiring businesses
through stock purchase.

At this point, the Committee is obliged to point out that this
whole issue lies outside its primary area of expertise.
Accordingly, it is recommended that the DAR Council seek legal
advice on it. However, in case the Council remains interested in
pursuing the approach proposed by the Army and ADPA, the Committee
has included some detailed comments and suggestions on their
proposed coverage at TAB C.

The Committee also adds here that, should the Council decide
that new FAR coverage is necessary to encourage or require advance
agreements for these kinds of business acquisitions, there are
other possibiiities besides placing coverage within the existing
language on novation agreements. It would, for example, be
possible to locate such coverage in a separate section in subpart
42.12 parallel to that on novation agreements. It would also be
possible to include acquisition of a business through stock
purchase in the list of situations for which advance agreements on
the treatment of cost is especially advisable. Since this latter
alternative is within the Committee's area of expertise, it has
provided language for such an approach at TAB C should the DAR
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Council wish to pursue this course of action.

In any case, however, the Committee believes that the new cost
principles coverage it is recommending elsewhere in this report
will go a long way toward protecting the Government's interest in
situations in which a Government contractor is acquired regardless
of the form of the combination. Thus, while the issue of whether
to require or encourage some form of agreement whenever a business
acquisition occurs remains of some importance in that each
acquisition has unique aspects, its urgency will be diminished if
the Committee's recommended FAR language is enacted.

2. During Committee discussions on this case, the issue of
repeated sales (or "churning") of an entity was raised. Some
firms, or segments, have been sold, and then sold again. The
concern was that repeated sales, whether real or sham, could lead
to the evasion of the no write-up rule being established by this
case. The last sentence in 31.20S-49(a) (1), TAB A, as follows is
intended to cover both single and multiple sale situations.

In such situations, allowable amortization, cost of
money, and depreciation expenses shall be limited to the
amount that would have been allowed had the combination and
subsequent revaluation or creation not taken place. (emphasis
added)

The amount allowed after the first sale is the net book value
of the acquired firm. This becomes the base value of the covered
assets of the acquiring firm. This then flows through each
subsequent acquisition as the amount allowed had a combination not
taken place (minus depreciation or amortization taken based on
continued use of the original schedule).

3. The Committee recommends that the CAS portion of the
proposed changes be issued as proposed rules rather than exposure
drafts. The Committee believes that the previously published
background notice served as the exposure draft required for CAS
changes and thus, the revised CAS language need not, in this
particular case, be formally issued as exposure drafts.
Additionally, this will preserve the continuity of the case since
both the CAS and the cost principle changes must be processed
concurrently.
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All members of the Committee concur with the contents of this
report.
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Asset Acquisition Cost
Depreciation Method
Useful Life
Date Asset Acquired
Disposal Date
Disposal Price

1

$10
Straight Line
10 years
1 January of year 1
31 December of year 10
$15

~'~-c.: .

D\R Case 84-18

Depreciation Inflated

End of Year Depreciation Interest Rate (i) n (l+i}n

1 1 .07 9.5 1.902
2 1 .07 8.5 1.777
3 1 .07 7.5 1.661
4 1 .07 6.5 1.552
5 1 .07 5.5 1.451
6 1 .07 4.5 1.356
7 1 .07 3.5 1.267
8 1 .07 2.5 1.184
9 1 .07 1.5 1.107

10 1 .07 .5 1.034
14.291

Average

Cost of Money

Net Book Value
(Avg NBV)

9.5
8.5
7.5
6.5
5.5
4.5
3~5

2.5
1.5

.5

Cost of ~ney

(Avg NBV x i)

.665

.595

.525

.455

.385

.315

.245

.175

.105

.035
3~

Present Recapture Rule: Proposed Recapture Rule
Recapture based upon depreciation (in
nominal dollars) allowed plUS cost-of-money

,.

Book Gain
Depreciation Allowed
Recapture Credit

$15
$10
$10

Book Gain
Inflation Adj. Depr.
Recapture Credit

$15
14.291
14.291

Book Gain
Depreciation (nominal dollars)
Cost of ~ney applied
Recapture Credit

$15
$10

3.5
13.5
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DEPARTMENT OF THE NAVY
OFFICE OF THE ASSISTANT SECRETARY

(SHIPBUILDING AND LOGISTICS l

WASHINGTON, DC 20360-5000

DAR Staff
Case 84-18A

MEMORANDUM FOR THE DIRECTOR, DAR COUNCIL

22 January 1988

SUBJECT: Golden Parachutes/Handcuffs and Organization Costs

I. PROBLEM:

To review and make recommendations related to the comments
on the proposed rule which was published in the Federal Register
on 13 May 1987.

II. RECOMMENDATIONS:

A. That FAR 31.205-6 and 31.205-27 be revised as shown at
TAB A and published as a final rule.

B. That the memorandum at TAB B be used to transmit the
final rule, together with the TAB C recommended Federal Register
notice and the TAB D FAC Preamble, to the Civilian Agency
Acquisition Council.

III. DISCUSSION:

A. Background.

On 13 May 1987 the CAA and DAR Councils asked for comments
on proposed changes to FAR 31.205-6, Compensation for personal
services, and 31.205-27, Organization costs, in order to clarify
allowability policy. The proposed changes were prompted by a
belief that there has been a proliferation of business
combinations leading to concomitant questions regarding
appropriate costing on Government contracts. Since there are
situations in which companies recorded cost structures are
directly reflected in the price to the Government, the Government
should not bear the risk of paying higher prices simply resulting
from a change or resisting a change in ownership; thus the
proposed changes would make certain extraordinary compensation
payments, commonly referred to as "golden parachutes" and "golden
handcuffs," unallowable as well as those costs resulting from
resisting or planning to resist reorganization of the corporate
structure or controlling interest in the ownership.



B. Comment Summary.

Twenty comment letters were received. The attached APPENDIX
lists the commenters and briefly quotes those comments which
recommended revisions to the proposed rules. Seventeen
commenters either had no objections or comments or concurred with
the changes as proposed. Two commenters disagreed with certain
portions of the proposed coverages and the remaining commenter
nonconcurred in all changes.

C. Discussion of Comments.

1. The American Defense Preparedness Association (ADPA) had
an objection in connection with novation and change-of-name
agreements. They argue that these costs, even when resulting
from objectionable costs of takeovers and mergers, are ordinary
administrative costs and therefore should be allowable.

The Cost Principles Committee disagrees. These costs are
not at issue in this case. Existing regulations already make
costs of this type unallowable and it is not the Committee's
intent to make them allowable.

2. The Council of Defense and Space Industry Associations
(CODSIA) had several objections, to wit:

a. The language of the proposed cost principle
regarding golden handcuffs is inconsistent with the background
statement and would disallow payments which are neither
extraordinary nor unreasonable. They recommend that the word
unreasonable be inserted at 31.20S-6(1)(2) preceding the words
special compensation.

The Committee does not agree. Adding the word unreasonable
duplicates coverage at 31.201-3 and 31.20S-6(b) and would infer
that there could be a reasonable golden handcuff payment. It is
the Committee's intent to not permit recovery of any special
payments incurred in conjunction with mergers or business
combinations. For example, an individual was performing a job
normally paid and objectively worth $SO,OOO per year, given the
nature of the job's duties and responsibilities, but for good
reason (e.g., to help the company through a rough financial
period) accepted and was paid $30,000 per year. If the new
owners immediately raise his pay to $SO,OOO, this would not be
considered a golden handcuff, but a pay raise to normal, i.e.,
reasonable, levels. However if the employee's pay is increased
from $30,000 to $80,000 per year, but $30,000 of this amount is
contingent upon the individual remaining with the company for a
3-year period, the contingent amount is the unallowable golden
handcuff cost.

In order to more explicitly define golden handcuffs, we have
revised the coverage at TAB A to more closely link the handcuff
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payment to the requirement to remain with the company.
Accordingly, we have changed " ..• in which those employees
receive special compensation, in addition to their normal pay,
provided that they remain with the contractor for a specified
period of time" to read:

" ... in which those employees receive special
compensation which is contingent upon the employee
remaining with the contractor for a specified period
of time."

b. CODSIA suggests that where the merger or acquisition
benefits the Government, such costs should be allowable when they
are otherwise reasonable and allocable. They recommend that
subparagraph (a) of section 31.205-27 be modified accordingly.

The Committee does not agree. The Government has a
longstanding policy against paying costs related to all forms of
capital formation, including fundamental structural reorgani­
zations. It is a given of Government contracting that a
contractor comes forth prepared to perform the contract. A
contract is not a vehicle to underwrite capital formation. The
costs in question here are clearly related to such activities,
and are being disallowed for that reason.

c. Using the same "reasonableness" rationale, CODSIA
recommends use of a separate paragraph (b) for FAR 31.205-27
addressing the cost allowability vis-a-vis resisting or planning
to resist any corporate reorganization or change in controlling
interest and to also state that these costs are subject to the
FAR 31.201-3 reasonableness criteria.

Again CODSIA would have us believe that a portion of these
costs are subject to the reasonableness criteria while others are
apparently not. Otherwise, why specifically state that the costs
of resisting or planning to resist a takeover are subject to
31.20l-3? The Committee is not convinced that these costs need
treatment in a separate paragraph or that they require a direct
linkage with 31.201-3, Reasonableness.

3. The Professional Services Management Association (PSMA)
recommends that FAR 31.205-27 be deleted in its entirety and that
a reasonable portion of "golden parachutes" and "golden
handcuff" costs should be allowable since they are a necessary
cost in today's business merger atmosphere. PSMA avers that the
Government benefits from these activities and therefore should
pay for them.

Other than PSMA's allegation that the Government benefits
from such activity no evidentiary material is presented. The
Committee has previously addressed similar comments and will not
further belabor the point.
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D. Consideration of Section 805 of P.L. 100-180, the DoD
Authorization Act of 1988.

The Committee reviewed the language as contained in Section
805 of P.L. 100-180 and found it to be substantially the same as
the proposed rule regarding "golden parachutes." Thus the
Committee recommends adopting its previously proposed language.
However, Section 805 makes no reference whatsoever to "golden
handcuffs" or other organization or business combination costs.
The Committee has discussed the significance of this omission and
reached the conclusion that coverage of these areas remains
necessary as stated in our background statement in the Federal
Register notice of May 13, 1987.

E. Other Comments.

The Committee recommends deleting from 31.205-6(1) the
sentences which begin "These arrangements are commonly known as
'golden .... '" They are slang terms which become outdated after
a period of time, and also can become undUly limiting. It is
possible that someone could develop a tin parachute or handcuff,
or they could be described as being made of linen, paper, or
plastic. We prefer to avoid the use of slang terms in the FAR.
We believe the definitions are sufficiently precise to protect
the Government's interest and, therefore, we have deleted these
two sentences.

F. Summary.

The comments received generally concurred or did not object
to the proposed rule. Only relatively minor issues, discussed
above, were raised. We recommend only minor adjustments to our
previous language and that a final rule be promulgated
immediately without further public discussion.

All members of the Cost Principles Committee concur with the
contents of this report.

CJII.~
~:~. ERMERINS

Chairman
Cost Principles Committee

DoD Members Other Members

Edwin Cornett, Army
Terrence D. Sheppard, Air Force
Donald W. Reiter, DLA
Charles D. Brown, OASD(C)
Frances Brownell, DCAA
Donald Sawyer, OASD(A&L)/CPF
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APPENDIX
Page 1 of 4 pages

SUMMARY OF COMMENTS
DAR Case 84-18A, Golden Parachutes/Handcuffs and Organization Costs

FAR Case 87-19

1. Federal Communications Commission
2. USA Railroad Retirement Board
3. U.S. Small Business Administration
4. American Defense Preparedness

Association
5. National Labor Relations Board
6. Agency for International Development
7. U.S Department of Housing and

Urban Development
8. Panama Canal Commission
9. National Endowment for the Humanities

10. U.S. Department of Justice
11. Office of GSA Acquisition Policy

and Regulations (GSA)
12. DoD Inspector General
13. U.S. Information Agency
14. Council of Defense and Space Industry

Associations (CODSIA)
15. Professional Services Management

Association
16. Pennsylvania Avenue Development

Corporation
17. U.S. Department of Agriculture
18. Veterans Administration
19. Office of Federal Procurement Policy
20. U.S. Nuclear Regulatory Commission

TOTAL

No comment!
Objection

X

X
X

X

X

X
X
X
X

X

X

11

Concur/
Support

X

X
X

X

X
X

6

Nonconcur

X

1

Partial
Objection

X

X
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Objections/Issues

APPENDIX
DAR Case 84-18A
Page 2 of 4 pages

Commenter

The costs to a contractor, over and above
ordinary and normal expenses, resulting
from acquisitions and mergers should not be
charged to the Government as an ordinary
expense in performing a Government contract.
On the other hand, it should be made clear
that expenses incurred in connection with
novation and change-of-name agreements
(FAR 42.12) are allowable, even when resulting
from objectionable costs of takeovers and
mergers. Such agreements are ordinary adminis­
trative costs affecting performance of the
Government contract and therefore should be
allowable.

It is the opinion of the undersigned associ­
ations that the proposed language 31.205-6
(1)(2), disallowing the cost of "golden
handcuffs," is unnecessary and, moreover, is
inconsistent with the policy enunciated in
the background statement preceding the proposed
new cost principle. While the background
statement defines "golden handcuffs" as "extra­
ordinary payments above and beyond ordinary,
customary, and reasonable compensation payments
to employees for services rendered," the proposed
cost principle would define any compensation in
excess of normal pay as "golden handcuffs," or
per se unreasonable and extraordinary. CODSIA
agrees that the government should not have to
reimburse extraordinary and unreasonable
compensation payments, and thus agrees with
the statement of policy offered as background
to the proposed cost principle. However, the
language of the proposed cost principle is
inconsistent with this policy and would disallow
payments which are neither inconsistent with
this policy and would disallow payments which
are neither extraordinary nor unreasonable.

Since the ultimate resource of the acquired
company is its employees, the success of an
acquired company is usually related to its

American
Defense
Preparedness
Agency

Council of
Defense and
Industry
Associations



Objections/Issues

APPENDIX
DAR Case 84-18A
Page 3 of 4 pages

Commenter

ability to retain key people, such as certain
management, technical and administrative staff
(e.g., tax staff personnel) for a specific period
of time after the acquisition. To disallow the
reasonable cost of special compensation arrange­
ments (i.e., completion bonuses) to retain such
valuable resources of an acquired company would
be detrimental to the acquiring company as well
as its customers--in this case, the U.S. Govern­
ment.

We recommend that allowability of such arrange­
ments continue to be handled on a case by case
basis, employing the "reasonableness criteria"
already provided by FAR 31.201-3 and should
not, out of hand, be deemed unallowable.
Therefore, it is recommended that 31.205-6(1)(2)
be revised to read as follows:

"(2) Payments to employees under plans
introduced in connection with a change
(whether actual or prospective) in
the management control over, or ownership
of, the contractor or a substantial
portion of its assets in which those
employees received unreasonable special
compensation, in addition to their normal
pay, provided that they remain with the
contractor for a specified period of
time. "

We suggest that in the judgment of the con­
tracting officer, where the merger or
acquisition benefits the government, their
costs be allowable where they are otherwise
reasonable and allocable. Subparagraph (a)
of section 31.205-27 should be modified
accordingly.

In this connection, and applying the same
reasonableness criteria as discussed above,
we recommend that the proposed revision to
FAR 31.205-27 addressing the allowability
of expenditures incurred in resisting or
planning to resist any corporate reorgani­
zation or change in controlling interest



· .

Objections/Issues

of a business be addressed in a separate
paragraph (b) as follows:

APPENDIX
DAR Case 84-18A
page 4 of 4 pages

Commenter

"(b) Costs in connection with resisting
or planning to resist the reorganization
of the corporate structure of a business
or a change in the controlling interest
in the ownership of a business are
subject to the reasonableness criteria
provided in 31.201-3."

These costs are costs associated with doing
business in today's atmosphere. We believe
that all organization and reorganization
costs should be allowed on Government
contracts as they benefit the Government
in the long run. We realize organization
costs have been unallowable for a long
time. We recommend that FAR 31.205-27
be deleted in its entirety. Why should
the Government benefit from such activities
and pay nothing for them? It is another
example of your "one-way street," similar
to Contribution and Donations.

In regard to golden parachutes and golden
handcuffs, DCAA has questioned them in the
past based on reasonableness and allocability.
The proposed revisions put teeth in the DCAA
approach. This Association believes a
reasonable portion of such costs should be
allowed on Government contracts as a necessary
and reasonable cost of doing business in
today's business merger atmosphere (condoned
by Congress).

Professional
Services
Management
Association



TAB A
DAR Case 84-18A

RECOMMENDED CHANGES TO FAR 31.205-6 AND 31.205-27

31.205-6 Compensation for personal services.

(a) through (k) -- Unchanged.

(1) Reserved. [Compensation incidental to business

acquisitions. The following costs are unallowable:

(1) Payments to employees under agreements in which

they receive special compensation, in excess of the contractor's

normal severance pay practice, if their employment terminates

following a change in the management control over, or ownership

of, the contractor or a substantial portion of its assets.

(2) Payments to employees under plans introduced in

connection with a change (whether actual or prospective) in the

management control over, or ownership of, the contractor or a

substantial portion of its assets in which those employees

receive special compensation which is contingent upon the

employee remaining with the contractor for a specified period of

time.]

(m) Unchanged.

31.205-27 Organization costs.

(a) Except as provided in paragraph (b) below [of this

subsection], expenditures in connection with (1) planning or

executing the organization or reorganization of the corporate

structure of a business, including mergers and acquisitions, er

(2) [resisting or planning to resist the reorganization of the



corporate structure of a business or a change in the controlling

interest in the ownership of a business, and (3)] raising capital

(net worth plus long-term liabilities), are unallowable. Such

expenditures include but are not limited to incorporation fees

and costs of attorneys, accountants, brokers, promoters and

organizers, management consultants and investment counselors,

whether or not employees of the contractor. Unallowable

"reorganization" costs include the cost of any change in the

contractor's financial structure, excluding administrative costs

of short-term borrowings for working capital, resulting in

alterations in the rights and interests of security holders,

whether or not additional capital is raised.

(b) - Unchanged.

[ ] - New coverage.
words lined out - coverage deleted.

2



TAB B
DAR Case 84-18A

PROPOSED TRANSMITTAL MEMO TO CAAC

MEMORANDUM FOR CHAIRMAN, CIVILIAN AGENCY ACQUISITION COUNCIL

SUBJECT: DAR Case 84-l8A (FAR Case 87-19), GOlden Parachutes/
Handcuffs and Organization Costs

The DAR Council has approved revisions to FAR 31.205-6,

Compensation for personal services, and FAR 31.205-27,

Organization costs, to provide final rules under the subject

case. The analysis of the public comments and the rationale

supporting the proposed rule are contained in the attached

report. If the CAAC agrees with our position, please forward the

case to the FAR Secretariat for further processing and inclusion

in the next Federal Acquisition Circular.

DUNCAN A. HOLADAY
Director
Defense Acquisition
Regulatory Council

Attachment



TAB C
DAR Case 84-18A

PROPOSED FEDERAL REGISTER NOTICE

DEPARTMENT OF DEFENSE
GENERAL SERVICES ADMINISTRATION
NATIONAL AERONAUTICS AND SPACE ADMINISTRATION

48 CFR Part 31 (Federal Acquisition Circular 84-XX)

Federal Acquisition Regulation (FAR); Golden Parachutes/Handcuffs
and Organization Costs

AGENCIES: Department of Defense (DoD); General Services
Administration (GSA); and National Aeronautics and Space
Administration (NASA).

ACTION: Final rule.

SUMMARY: Federal Acquisition Circular 84-XX amends the Federal

Acquisition Regulation (FAR) 31.205-6, Compensation for personal

services, and 31.205-27, Organization costs.

EFFECTIVE DATE:

FOR FURTHER INFORMATION CONTACT: Ms. Margaret A. Willis, FAR

Secretariat (VRS), 18th & F Streets, N.W., Room 4041, Washington,

DC 20405. Telephone (202) 523-4755.

SUPPLEMENTARY INFORMATION:

A. Public Comments.

A notice of the proposed rule was published in the Federal

Register on May 13, 1987 (52 FR 18159), recommending revisions to

FAR 31.205-6 and 31.205-27 to control costs and clearly state the

policy of the Government regarding the allowability of these

costs. Of 20 comments received, 17 either concurred or had no



objection or comment. Two commenters partially objected with the

proposed rules and one commenter totally disagreed. Minor

editorial changes were made to the definitions of the proscribed

costs, and the slang terms, "golden parachutes" and "golden

handcuffs" were deleted.

B. Regulatory Flexibility Act.

The changes to FAR 31.205-6 and 31.205-27 are not expected

to have a significant economic impact on a substantial number of

small entities under the Regulatory Flexibility Act (5 U.S.C. 601

et seq.) because most contracts awarded to small business

entities are awarded on a competitive fixed-price basis and cost

principles do not apply.

C. Paperwork Reduction Act.

The Paperwork Reduction Act (Pub. L. 96-511) does not apply

because the changes to FAR 31.205-6 and 31.205-27 provide

clarification as to the allowability of compensation for personal

services and organization costs and do not impose any reporting

or recordkeeping requirements or collection of information from

offerors, contractors, or members of the public which require the

approval of OMB under 44 U.S.C. 3501 et seq.

LIST OF SUBJECTS IN 48 CFR PART 31

Government Procurement.

Dated: ____, 1987

Harry S. Rosinksi,
Acting Director, Office of Federal Acquisition and Regulatory
Policy.

2



PART 31 -- CONTRACT COST PRINCIPLES AND PROCEDURES

1. The authority citation for Part 31 continues to read as

follows:

Authority: 40 U.S.C. 486(c); 10 U.S.C. Chapter 137; and

42 U.S.C. 2453(c).

2. Paragraphs (1) of subsection 31.205-6 and (b) 31.205-27

are revised to read as follows:

(See approved version of TAB A)

3



TAB D
DAR Case 84-18A

RECOMMENDED FAC PREAMBLE

Item No. - Golden Parachutes/Handcuffs and Organization
Costs

There has been a proliferation of business combinations

leading to concomitant questions regarding appropriate costing on

Government contracts. The Government found that the previous

cost principles at FAR 31.205-6 and 31.205-27, lacked specificity

regarding certain costs. FAR 31.205-6 did not address the issue

of special compensation in conjunction with a planned or executed

merger or business combination. FAR 31.205-27 did not prescribe

the treatment to be accorded costs resulting from resistance or

planned resistance to the reorganization of the corporate

structure of a business or change in the controlling interest in

the ownership of a business.

The revised rules clarify the policy of the Government

regarding these costs and specifically describes the costs which

are unallowable. The revisions do not reflect or result from a

change in allowability policy.
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DEPARTMENT OF THE AIR FORCE
WASHINGTON, D.C. 20330-1000

OFFICE OF TIiE ASSISTANT SECRETARY

MEMORANDUM FOR THE DIRECTOR, DAR COUNCIL

July 20, 1987

SUBJECT: DAR Case 84-18, Accounting for Mergers and Other
Business Combinations

I. PROBLEM:

To review and coordinate on Tab A, Part 3 of the Commercial
Cost Principles Committee (CPC) report on the subject case, dated
4 February 1987 and amended on 12 March 1987.

To advise the DAR Council of any changes required to remove
unacceptable conflicts between the proposed changes to the cost
principles and the Cost Accounting Standards (CAS).

II. Recommendations:

That FAR 30.404-50(a) and (dY; and 30.409-50(j)(l), (2),
and 3 be revised as shown in Tab A-I.

That the last sentence of FAR 3l.205-l6(a)(1) which appears
in Tab A, Part 3, p.3, of the CPC report of 4 February 1987 (Tab
A-3) be changed as shown in Tab A-2.

That FAR 3l.205-l6(e) remain unchanged as shown in Tab A-2.

III. Discussion:

A. Revaluation of Assets

The Cost Accounting Standards Policy Group (CASPG)
approached this problem with the objective of seeking the
best policy for costing Government contracts. We concur
with the CPC basic "no write-up" policy as being fairest
to both the Government and the contractor.

The CPC correctly saw the problem of asset revaluations as
having two possible solutions. Either the asset could be written
up with an equitable recognition of the disposal gain or the
transaction could be ignored for Government contract costing
purposes. The CPC chose "no write-up" as the primary or default
rule which will apply unless both parties can reach a satisfac­
tory arrangement regarding the disposal credit. The CASPG also
believes "no write-up" to be the fairest rule for the following
reasons:



(1) Basing contract prices upon cost incurred is, at best,
an unavoidable surrogate for a commercial price-competive
marketplace. A supplier in a price-competitive marketplace
could not successfully raise the price of his products because
his company had been acquired by another corporation. The
acquirer's investment cost would have to be recovered through
other realized efficiencies or the deal is not likely
to be done. It makes no sense to have the Government,
as a customer, suffer a price increase because someone
acquired its supplier, whether or not it is good financial
accounting on the consolidated books of the acquirer.

(2) The pass through nature of the cost of revalued
assets creates the circularity argument, i.e., a prospec­
tive takeover target would become more attractive if any
increase in asset values could be passed on to the
customer. This would drive up the cost of the acquisi­
tion of a defense contractor Which would pass through to
the Government in the form of increased depreciation
cost despite whatever depreciation recapture takes place under
current regulations.

(3) Congress expressed its feelings in the general area
of revaluation of assets in Sec. 2314 of the Deficit Reduction
Act of 1984. P.L. 98-369.

That law amends the Social Security Act to require that
II in establishing an appropriate allowance for depreciation
••• with respect to an asset of a hospital or skilled nursing
facility which has undergone a change of ownership, such regula­
tions shall provide that the valuation of the asset after such
change of ownership shall be the lesser of the allowable acquisi­
tion cost of such asset to the owner of record as of the date of
enactment of this subparagraph ••• or the acquisition cost of
such asset to the new owner... Such regulations shall provide
for recapture of depreciation ••• 11

So Congress placed a legislative cap on the revaluation of
hospital or skilled nursing facility assets after change of
ownership to the lower of the predecessor or successor cost. The
resulting cost of any increase in asset valuation dealt with
above would be passed on to insurance companies in a non­
competitive environment in a situation similar to the cost being
passed to the Government in non-competitive defense contracting.

(4) The same general approach of using predecessor cost of
assets is used in business combinations of public utilities and
some other industries operating in a non-competitive environment
where prices are regulated. In these industries an increase in
the value of the asset base would be passed through to the
customer as increased prices similar to the way they would be
passed through to the Government in non-competitive defense
contracting.

2



(5) The situations in reasons (a)(l) through (a)(4)
above deal with business combinations made in a non-competitive
environment where the cost of revalued assets are passed directly
through to the customer as increased prices. Since price com­
petition does not constrain the price paid for the acquired com­
pany, a pass through of the costs of the revalued assets to the
customer usually does not achieve equity. While the disposal
credit route may provide equity in some circumstances, it can
also produce results that are grossly unfair to either of the
contracting parties because of the mix of Government par­
ticipation and contract types, or the fact that the increase in
the revalued assets far exceeds the depreciation previously paid.

B. Changes to CAS 404

The CPC recommended that 30.404-50(d) and (e) concerning the
"purchase method" and "pooling of interest method" of accounting
for business combinations be eliminated in their entirety. The
CASPG does not agree with that recommendation because it believes
that most of the coverage in the paragraphs recommended for dele­
tion, retains some applicability. Under the rules proposed by
the CPC, the purchase method may still be used when other
equitable arrangements have been mutually agreed to. Our recom­
mendations for a compatible revision to CAS 404 are set out in
Part I of Tab A.

C. Exception to the No Write-Up Rule

While laying down a general policy of no write-up of assets
in a business combination, the CPC recommendations leave some
latitude for the exercise of judgement in making exceptions by
the contracting officer faced with the specific business com­
bination. The CASPG concurs that exceptions to the general no
write-up rule are appropriate, but believes they will be utilized
in a minimal number of cases.

In the case where the contracting officer does allow assets
to be revalued upward, it is assumed he will obtain a credit to
the Government for the gain from the acquiring company. The gain
was previously limited in 3l.205-l6(b) and in 30.409-50(j)(l) to
the amount of depreciation previously taken. The CPC recommended
raising the limit specified in 3l.205-l6(b) by increasing the
depreciation previously taken to present value using the Treasury
rate. The CASPG concurs that it is equitable and logical to con­
vert the measurement of depreciation taken to its present value.
We also agree that the Treasury Rate of Interest is a practical
index for this purpose. It is worthy of note that the CAS Board
had considered a proposal to increase the limit on gain recogni­
tion to the sum of depreciation taken plus the cost-of-money
related to the asset.

3



Our recommended changes to CAS 409 make the standard con­
sistent with the CPC proposed change to the cost principles by
raising the limit on a gain to the depreciation taken inflated by
the Treasury rate. In addition, we have clarified CAS 409 to
assure that the coverage on gains and losses on disposal of
tangible assets applies to business combinations as well as
disposal of individual assets of on going businesses.

D. Gains or Losses Arising from Mass or Extraordinary
Dispositions

The CASPG recommends adjusting 30.409(j)(3) and
3l.205-l6(a)(1) as shown in Tab A and to leave 3l.205-l6(e)
unchanged. The reasons for our recommendation are as follows:

The amount of a gain or loss on an asset disposed of is
indicated in the existing cost principle (3l.205-l6(b» and CAS
(30.409-50(j)(1») as the difference between " ••• the net amount
realized ••• and its undepreciated balance ••• " Both the existing
cost principle and CAS go on to indicate the general rule that a
gain or loss should be assigned to the cost accounting period in
which the disposition occurs. The CAS makes an exception to gains
or losses, arising from mass or extraoroinary dispositions, by
allowing the contracting parties to account for them in an
equitable manner. The cost principles have similar coverage at
3l.205-l6(e).

The original CPC coverage at 3l.205-l6(a)(1) would have
expanded the exception to apply to all individual dispositions as
well as mass and extraordinary dispositions. It is believed that
the change would have potentially made the gain or loss on every
individual asset disposed of, subject to adjustment for amount or
timing at either party's discretion or whim. The only claim,
necessary would have been that the application of the general
rule determining amount and timing of the gain or loss did not
achieve equity. The lack of consistency, thus created, would
have been undesirable from both the Government and contractor's
viewpoints. Consequently, the CASPG believes that limiting the
exception to mass and extraordinary dispositions would be more
appropriate as long as extraordinary is properly defined.

Accounting Principles Board Opinion No. 30 (APB 30) places
very strict limitations on items classified as extraordinary.
Both committees believed this limitation to be much too restric­
tive. Consequently, the recommended coverage expands the defini­
tion of extraordinary dispositions to include real property
transactions and those groups of transactions which in total
would result in a material inequity if assigned to the period in
which disposition occurs.

4



~C.a-ar
DAVID C. RELLY '/
Chairman, CAS Policy Group

We believe that this change will cover the situation in Which a
contractor chooses to sell all major assets individually over a
short time period rather than all at once as in the usual
business combination. The Chairman of the CPC and the two joint
members of both committees concur with the changes to
3l.205-l6(a)(1) and 3l.205-l6(e) in the CPC report.

E. All CASPG members concur with the contents of this report.

5 Atch
1. Tab A-I CASPG Proposed

Revision to FAR 30.404 &
30.409

2. Tab A-2 CASPG Proposed
Revision to FAR 3l.205-l6(a)(1)
& 3l.205-l6(e)

3. Tab A-3 CPC Report, DAR Case 84-18,
Tab A, Part 3

4. Tab B Proposed Transmittal Memo
to CAAC

5. Tab C Proposed Federal Register Notice

CAS Policy Group Members

David P. Calder, Army (AMCPP-SC)
Ted Godlewski, Navy (MAT 0224B)
Steve Araki, DLA
Robert Lynch, NASA
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CAS 404 - CAPITALIZATION OF 'ffiNGIBLE ASSET'S

* * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * *

30.404-50 Techniques for Application.

tal asset includes the p.rrchase

necessary to pr-epare the asset for use.

Except for the(a)

~ of this subsection. [T] the

limitations described in paragraph

ca;t to a~ire a tan;ible capi­

price of the asset and costs

* * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * *

(d) The "purchase method" of accounting for business

caribinations shall not ordinarily be used for contract costing

When the assets or controlling interest in the ownership of a-- -- -- -
contractor have been acquired or transferred in a caribination.

In such cases, asset values shall ordinarily rerrain at the

levels recorded on the l:ooks of the acquired entity prior to the

caribination transaction. Ho.vever, the contracting officer nay

pennit the use of the "purchase method" When other equitable

arrangements (see 31.205-49 (a) ) have been mutually agreed to.

Urrler the "purchase method" of account.in3 for business can-

binations, acquired tangible capital assets shall be assigned a

portion of the ca;t of the acquirErl canpany, not to exceErl their

fair value at date of acquisition. \Vhere the fair value of iden­

tifiable acquirErl assets less liabilities assumed exceeds the

purchase price of the acquirErl ca:npa.ny in an acquisition under

the "purchase method", the value otherwise assignable to tangible

capital assets shall be rErlucErl by a prcportionate part of the

excess.

Key:

[bracket] = deletion

underline = new

6 Tab A-I



Under interest method"

for

(e)

business

the

canbinations, the

of

values establishErl

of

for

accountin;r

tangible

capital assets for financial aCCOlll1tin;r shall be the values used

for detennining the cost of such assets.

* * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * *

CAS 409 - DEPREX:IATION OF 'rnNGIBLE CAPI'mL ASSEI'S

* * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * *

30.409-40 Fundamental Requirement.

(a) The depreciable cost of

(or group of assets) shall be assigned

in accordance with the following criteria:

a tangible capital asset

ro cost accamtilB ~rioos

* * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * *

( 4) 'The gain or loss \\hich is

tion of a tangible capital asset shall

accounting Feriod in 'ihich the disfOsition occurs.

reco:JI1ized

be assignErl

up:m

ro
diSfOSi­

the cost

* * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * *

(b) 'The annual depreciation cost of a tangible capital

asset (or group of assets) shall be allocatErl ro cost objectives

for \thich it provides service in accordance with the follONin:J

criteria:

7 Tab A-I



an

such

in

Wlere

includedbe

occurs.

nay

re<:.'03f1ized up:m disp::>si­

naterial in arrount, shall

depreciation cost of the

allocatoo for the cost

is

the

been

\\here

as

\\hich

disp::>sition

the arrount

asset,

loss

manner

(4) '!he gain or

of a tarlg'ible capital

allocated in the same

tion

asset has been or would have

accounting period in \\hich the

gain or loss is not naterial,

appropriate in:1irect cost p::>ol.

be

* * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * *

30.409-50 Techniques for Application.

(j) (1) Gains and losses on disp::>sition of tarlg'ible

capital assets (including business canbinations in which the

Contracting Officer agrees to use of the "purchase method" of

accounting to revalue the assets for contract costing purposes)

shall be considered as adjustments of depreciation costs pre­

viously recognized and shall be assigned to the cost acco..mti.n:J

period in \\hich disp::>sition occurs except as provided in

paragraphs ( j ) (2 ), and (3) of this section. 'The gain or loss

for each asset disp::>sed of is the difference between the net

arrount realized, including insurance proceoos in the event of

involuntary conversion, and its undepreciated balance. HONever,

the gain to be reC03Ilized for contract costirg purposes shall be

limited to the [difference between the original acquisition cost

of the asset and its undepreciated balance] arrount of depre­

ciation previously taken increased to present value at the time

of disposition El..... using the interest rates detennined El..... the

Secretary of the Treasury pursuant to 50 U.S.C. App. 1215 (b) ( 2 )

in effect for the time period over which the depreciation was

taken.

(2) Gains and losses on the disp::>sition of taI'Bible capital

assets shall not be reC03Ilized \\here: (i) assets which were

disposed of in ~ business canbination (see 30.404-50 (d) ) have not

been revalued to reflect that transaction. (ii) assets are

grouped and such gains and losses are processed thrOJgh the
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accumulated depreciation account, or [ (ii)] (iii) the asset is

given in exchange as part of the purchase price of a similar

of

the

similara

the depre­

results fran

the period

base of

included in canputin:J

\'here the disp:>sition

asset is replaced by'

be recognized in

depreciable cost

is

the

loss

asset.

nay either

adjust the

asset and the gain or

ciable cost of the new

an involuntary conversion

asset, gains and losses

disposition or used to

new asset.

gainsfor

property tran­

\t.Uuld aggregate

in which the

dispositions in a

to all parties.

and

(3)

sactions

Mass

'!he contracting parties [nay] shall account

and losses arising fran mass or extraordinary

manner \\hich will result in treatment equitable

extraordinary dispositions include real

and those groups of transactions which

to ~ material inequity if assigned to the period

disposition occurs.

(4) Gains and losses on disfOsition of targible capital

assets transferred in ather than an anns-length transaction and

subsequently disposed of within 12 nonths fran the date of

transfer shall be assigned to the transferor.

* * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * *
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31.205-16 Gains losses on diSfOsition of depreciable

(a) (1)

property or other capital assets.

Gains and losses fran the sale, retiranent, or other

disIX>Sition (but see 31. 205-49) of depreciable prq:>erty, shall

nornally be included in the year in 'tohich they 0C0Jr as credits

or charges to the cost groopin::J (s) in 'tohich the depreciation or

arrortization applicable to t:}x)se assets was included (but see

Paragraph (d) below). HCMever, the timing (or the arrotmt, if

necessary) of the recognition of such credits or charges

resulting fran mass or extraordinary dispositions shall be

adjusted in accordance with subparagraFh (a) (2) and ~ of this

subsection When the inpact of current year recognition does not

achieve equity. Mass and extraordinary dispositions include

real property transactions and those groops of transactions Which

\\QuId aggregate to ~ material inequity if assigned to the period

in Which disposition occurs.

II II

(e) Gains

retirements, or

by-case 1::asis.

"

and losses arising

other disfX)sition

fran

shall

mass

be

II

or extraordinary

considered on a

sales,

case-
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'lab A, Part 3

of Cost Principles

Committee Report,

DAR Case 84-18

31.205-10 Cost of Money.

(a) (1) - Unchanged.

(2) Allowability. Whether or not the contract is otherwise

subject to CAS, facilities capital cost of money is allowable if-­

(i) The contractor's capital investment is measured, allo­

cated to contracts, and costed in accordance with CAS 4l4~

(ii) The contractor maintains adequate records to demonstrate

compliance with this standard~ aRa

(iii) The estimated facilities capital cost of money is spe­

cifically identified or proposed in cost proposals relating to the

contract under which this cost is to be claimed~[; and

(iv) The requirements of 31.205-49, which may limit the

allowability of facilities capital cost of money, are observed.J

(3) and (4) - Unchanged.

(5) The cost of money resulting from including goodwill

(however represented) in the facilities capital employed base is

unallowable.[(see 31.205-49).J

(b)(l) - Unchanged.

(2) Allowability[.J vfuether or not the cont[rJact is other­

wise subject to CAS, and except as specified in subdivision (ii)

below, the cost of money for capital assets under construction,

fabrication, or development is allowable if--

(A) The cost of money is calculated, allocated to

contracts, and costed in accordance with CAS 417;

11 Tab A-3



(B) The contractor maintains adequate records to

demonstrate compliance with this standard; 6ft6

(C) The cost of money for tangible capital assets i~[s]

included in the capitalized cost that provides the basis for

allowable depreciation costs, or, in the case of intangible capital

assets, the cost of money is included in the cost of those assets

for which amortization costs are allowable.[; and

(D) The requirements of 31.205-49, which may limit the

allowability of cost of money for capital assets under construc­

tion, fabrication, or development, are observed.]

(2)(ii)-4 - Unchanged.

12



31.205-11 Depreciation

(a) through (m) - Unchanged.

[(n) The requirements of 31.205-49, which may limit the

allowability of depreciation, shall be observed.]

31.205-16 Gains and losses on disposition of depreciable property

or other capital assets.

(a)(l) Gains and losses from the sale, retirement, or other

disposition (but see 31.205-19) of depreciable property [,

including any transaction(s) in Which the acquirer employs the

purchase method of accounting for subsequent valuation of the

property,] shall [normally] be included in the year in Which they

occur as credits or charges to the cost grouping(s) in Which the

depreciation or amortization applicable to those assets was

included (but see paragraph (d) below). [However, the timing (or

the amount, if necessary) of the recognition of such credits should

be adjusted when the impact upon contract prices of current year

recognition does not achieve equity.

(2) When the assets or controlling interest in the

ownership of a contractor are acquired or transferred and the indi­

vidual assets are revalued under the purchase method of accounting

for a business combination, 31.205-49 shall apply rather than this

subparagraph. No gain or loss shall be recognized when allowable

depreciation or amortization is limited to the amount that would

have been allowable had the combination not taken place.]

(b) Gains and losses on disposition of tangible capital

assets including those acquired under capital leases (see

31.205-11(m)[)], shall be considered as adjustments of depreciation

costs previously recognized. The gain or loss for each asset

disposed of is the difference between the net amount realized,

including insurance proceeds from involuntary conversions, and its

undepreciated balance. The gain recognized for contract costing

13



purposes shall be limited to the differeRee be~weeR the agq~i~ition

Gost (or for aSSQts acquired 'mder a capital lease, the valtle at

which the leased asset is oapitalised) of ~te ~sse~ aRd its

undepreciated Q.lanoe [inflation-adjusted amount of depreciation

previously taken] (except see subdivision (c)(2)(i) or (ii) below).

(c) and (d) - Unchanged.

(e) Gains and losses arising from mass or extraordinary

sales, retirements, or other disposition shall be considered on a

case-by-case basis. [However, when the assets or controlling

interest in the ownership of a contractor are acquired or trans­

ferred and the individual assets are revalued under the purchase

method of accounting for a business combination, 31.205-49 shall

apply rather than this paragraph.]

(f) - Unchanged.

31.205-49 Goodwill [and other asset valuations resulting from

business combinations.]

Good\Jill, aR ~RideRtifiable intan~ible asseb, originates

[(a)(l) When,] under the purchase method of accounting for a busi­

ness combination [,] \ffieR the price paid by the acquiring company

exceeds the S~ffi o~·~-4dentifiable [net book value of the] indivi­

dual assets acquired less [the] liabilities assumed, gased OA their

fair val~e6. ~he [the] excess is [distributed first to the iden­

tifiable individual assets acquired based upon their market or

appraised values and, if any excess still remains, to a newly

created, unidentifiable intangible asset] commonly referred to as

goodwill. ~eedvlill ~ay arise fro~ the aeq~iei~ion of a ee~~efty as

a \fflole or a porbion thereof. [In such situations, allowable amor­

tization, cost of money, and depreciation expense shall be limited

to the amount that would have been allowable had the combination

and subsequent asset revaluation or creation not taken place.

14



(2) However, except for goodwill, costs in excess of this

limitation may be allowed on a case-by-case basis to achieve equity

or protect the Government's interests in special situations, pro­

viding the contracting officer agrees. Examples of circumstances

in which it may be appropriate for the contracting officer to allow

such costs are:

(i) When the Government, before the effective date of this

cost principle, had agreed to a settlement covering a business com­

bination which implied acceptance of such costs in the future (as,

for instance, When the Government had agreed to accept an immediate

credit for contract costing purposes for excess depreciation and

amortization costs recognized prior to the business combination

(see 31.205-16»:

(ii) When the receipt of an immediate credit for contract

costing purposes for excess depreciation and amortization

recognized prior to a business combination (see 31.205-16) repre­

sents an administratively preferable and roughly financially

equivalent course of action when compared with that of disallowing

future costs flowing from the revaluation of assets pursuant to a

business combination: and

(iii) When the acquired company had no, or an insignificant

amount of, Government business before being acquired (so that no

material credit exists for excess depreciation and amortization

previously recognized), and subsequently entered Government busi­

ness with the asset valuations established by the combination.

(b)] Any costs for amortization, expensing, write-off or

write-down of [, or cost of money on,] goodwill (however repre­

sented are unallowable.

15



PROPOSED TRANSMITTAL MEMO TO CAAC

MEMORANDUM FOR CHAIRMAN, CIVILIAN AGENCY ACQUISITION COUNCIL

SUBJECT: DAR Case 84-18, Mergers and Other Business Combinations

The DAR Council has approved proposed revisions to FAR

30.404-50(a) and (d); 30.409-50(j)(1), (2), and (3); and 31.205-10,

31.205-11, 31.205-16, and 31.205-49; to provide clear rules on the

allocability and allowability of costs flowing from asset writeups

resulting from business acquisitions. The rationale for these

decisions is contained in the attached report. If the CAAC agrees

with our position, please forward the case to the FAR Secretariat

for further processing as appropriate.

OTTO J. GUENTHER, COL, USA

Director

Defense Acquisition

Regulatory Council

Attachment
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PROPOSED FEDERAL REGISTER NOTICE

DEPARTMENT OF DEFENSE

GENERAL SERVICES ADMINISTRATION

NATIONAL AERONAUTICS AND SPACE ADMINISTRATION

48 CFR Parts 30 and 31

Federal Acquisition Regulation (FAR): Mergers and Other Business

Combinations.

AGENCIES: Department of Defense (DOD): General Services

Administration (GSA): and National Aeronautics and Space

Administration (NASA).

ACTION: Exposure draft.

SUMMARY: The Civilian Agency Acquisition Council and the Defense

Acquisition Regulatory Council are considering revisin0 FAR

30.404-50(a) and (d), 30.409-50(j)(l), (2), and (3), 31.205-10,

31.205-11, 31.205-16, and 31.205-49 to set forth new or clarified

rules on the allocability and allowability of costs stemming from

business combinations.

COMMENTS: Comments should be submitted to the FAR Secretariat at

the address shown below on or before (60 days from pUblication), to

be considered in the formulation of a proposed rule.

ADDRESS: Interested parties should submit written comments to:

General Services Administration, FAR Secretariat (VRS), 18th & F

Streets, N.W., Room 4041, Washington, DC 20405.
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Please cite FAR Case 87-XX in all correspondence related to

this issue.

FOR FURTHER INFORMATION CONTACT: Ms. Margaret A. Willis, FAR

Secretariat, telephone (202) 523-4755.

A. Background.

The Defense Acquisition Regulatory and Civilian Agency

Acquisition Councils have been reviewing for some time the subject

of business combinations, and particularly the appropriate

Government contract costing resulting from such combinations. This

review has been occasioned both by the Council's perception that

existing regulations on certain aspects of this subject are inade­

quate as evidenced by the fact that they have been the subject of

recent litigation. A principal conclusion of this review is that,

in most circumstances, the Government should not recognize depre­

ciation, amortization, or cost of money expense flowing from asset

writeups that result from the "purchase" method of accounting for

business combinations. The Councils do not helieve that, in the

special circumstances of Government procurement in which companies'

recorded cost structures are often directly reflected in price, the

Government should be at risk of paying higher prices simply because

of ownership changes at its suppliers. Accordingly, the Councils

are proposing a change to FAR 30.404-50(a) and (d):

30.409-50(j)(1), (2), & (3): and 31.205-10, 31.205-11, 31.205-16,

and 31.205-49: to implement this decision.

B. Regulatory Flexibility Act.

The proposed changes to FAR 30.404.50(a) and (d):

30.409-50(j)(l}, (2), and (3): 31.205-10, 31.205-11, 31.205-16, and

18



31.205-49~ are not expected to have a significant economic impact

on a substantial number of small entities under the Regulatory

Flexibility Act (5 U.S.C., 601 et. seq.) because most contracts

awarded to small entities are awarded on a competitive fixed-price

basis and the cost principles do not apply. In addition small

business are exempt from cost accounting standards.

C. Paperwork Reduction Act.

The Paperwork Reduction Act does not apply because the pro­

posed rule does not impose any additional recordkeeping or infor­

mation collection requirements. Therefore, OMB approval under 44

U.S.C. 3501 et. seq. is not required.

List of subjects in 48 CFR Parts 30 and 31

Government procurement.

Dated:

Lawrence J. Rizzi

Director, Office of Federal Acquisition and Regulatory Policy

Part 30 and 31 - (Amended)

Therefore, it is proposed that 48 CFR Parts 30 and 31 be

amended as follows:

1. The authority citation for Parts 30 and 31 continues to

read as follows: Authority: 40 U.S.C. 486(c)~ 10 U.S.C. Chapter

137~ and 42 U.S.C. 2453(c).

(See TAB A, Parts 3, and 4 as approved)

19



CAS 404 - CAPITALIZATIOO CF 'mNGIBIE ASSEI'S

* * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * *

30.404-50 Teclmiques for Application.

(a) [Except for the

(d) of this subsectioz!J "i' [t]he

tal asset incltrles the p..1rchase

necessary to p:-epare the asset for use.

limitations described in paragraph

cost to acquire a targible capi­

price of the asset and costs

* * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * *

(d) [The "purchase rret:lod" of accounti.n:J for oosiness

canbinations shall not ordinarily be used for contract costi.n:J

when the assets or controlling interest in the ONIlership of a

contractor have teen acquired or trans ferrErl in a canbination.

transaction.

"purchase

31. 205-49 (a) }

ordinarily renain at the

acquire::1 entity prior to the

the contracti.n:J officer Il'ay

rrethod" when other equitable

been mutually agree::1 to.]

accounting for oosiness can-

assets shall be assigne::1 a

ccmpany, not to excee::1 their

Wlere the fair value of iden-

the

shall

have

of

of

capital

acquire::1

However,

"purchase

values

acquisition.

rrethod"

the

tan:Jible

of the

of

the

asset

of

on

date

(see

use

at

acquire::1

the cost

cases,

the

the

recorded

such

levels

Under

arrangements

canbination

permit

In

binations,

FOrtion of

fair value

theexcee::1sass\.1ln3dliabilities

ccmpany in an acquisition under

otherwise assignable to targible

by a prcp::>rtionate part of the

less

acquire::1

the value

tifiable acquired assets

purchase price of the

the "PUrchase rrethod",

capital assets shall be re::1uced

excess.

Key:

[

- = deletion

] = new

6
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DEPARTMENT OF THE AIR FORCE.
WASHINGTON. D.C. 20330-1000

OFFICE OF THE ASSISTANT SECRETARY

MEMORANDUM FOR THE DIRECTOR, DAR COUNCIL

July 20, 1987

SUBJECT: DAR Case 84-18, Accounting for Mergers and Other
Business Combinations

I. Problem:

To review and coordinate on Tab A, Part 3 of the Commercial
Cost Principles Committee (CPC) report on the sUbject case, dated
4 February 1987 and amended on 12 March 1987.

To advise the DAR Council of any changes required to remove
unacceptable conflicts betw~en the proposed changes to the cost
principles and the Cost Accounting Standards (CAS).

II. Recommendations:

That FAR 30.404-S0(a) and (d); and 30.409-S0(j)(1), (2),
and 3 be revised as shown in Tab A-l.

That the last sentence of FAR 31.20S-16(a)(1) which appears
in Tab A, Part 3, p.3, of the CPC report of 4 February 1987 (Tab
A-3) be changed. as shown in Tab A-2.

That FAR 31.20S-16(e) remain unchanged as shown in Tab A-2.

III. Discussion:

A. Revaluation of Assets

The Cost Accounting Standards Policy Group (CASPG)
approached this problem with the objective of seeking the
best policy for costing Government contracts. We concur
with the CPC basic "no write-up" policy as being fairest
to both the Government and the contractor.

The CPC correctly saw the problem of asset revaluations as
having two possible solutions. Either the asset could be written
up with an equitable recognition of the disposal gain or the
transaction could be ignored for Government contract costing
purposes. The CPC chose "no write-up" as the primary or default
rule which will apply unless both parties can reach a satisfac­
tory arrangement regarding the disposal credit. The CASPG also
believes "no write-up" to be the fairest rule for the following
reasons:



(4) The gain or loss \'.hich is rec<::gnized ufX)n diSfX)Si-

tion of a tangible capital asset, \'.here naterial in cmJunt, shall

be allocated in the same rranner as the depreciation cost of the

asset has been or v.ould have been allocated for the cost

accounting period in \'.hich the disp:>sition occurs. ~ere such

gain or loss is not ma.terial, the anount nay be included in an

appropriate irrlirect (X)St fX)Ol.

* * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * *

30.409-50 Techniques for Application.

( j ) (1) Gains am losses on disfX)sition of tangible
1

capital assets [( including rosiness canbinations in \'.hich the

Contracting Officer agrees to use of the "purChase rrethod" of

accounting to revalue the assets for contract costinJ ptn:"p)ses)]

shall be considered as adjustments of depreciation costs pre­

viously recngnized am shall be assignErl to the cost accountinJ

Period in \'.hich disp:>sition occurs except as prOllided in

Paragraphs (j ) (2), am (3) of this section. 'Ihe gain or less

for each asset disp:>sed of is the difference between the net

arrount realized, including insurance proceErls in the event of

involuntary conversion, am its undepreciated l:alance. fIoNever,

the gain to be recognized. for contract costirg purp::>ses shall be

limited to the -EH..f~-elee--~--1!he---eP-~--a~~~ion---ecst.

~--t:he--~et--am--±t:5"--cnlepreciaLed--ml:atD! [aroount of deprecia­

tion previously taken increased to p:-esent value at the time

of disp::>sition by using the interest rates detenninErl by the

Secretary of the Treasury pursuant to 50 U.S.C. App. 1215(b)(2)

in effect for the time period Oller \'.hich the depreciation was

taken.;)

(2) Gains am losses on the disp:>sition of tangible capital

assets shall lDt be recognized \'.here: (i) [assets Which ¥.ere

disp::>sed of in a rosiness ccmbination (see 30. 404-50 (d) ) have not.

been revalued to reflect that transaction.] (ii) assets are

grouped arrl such gains am losses are p:-ocessed thraIgh the
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It

given in exdlange as part of

asset and the gain or loss is

ciable cost of the new asset.

accumulated depreciation aCCOl.ll1t, or (ii) [(iii)] the asset is

the purdlase price of a similar

included in canputin3' the depre-

W1ere the diSfOsition results fran

by a similar

the period of

base of the

asset is replaced

be reccgnized in

depreciable ccst

theand

may either

adjust the

an involuntary conversion

asset, gains and losses

disposition or used to

new asset.

(3) '!he contractin3' parties way [shall] aCCOl.ll1t for gains

and losses aris~ fran nass or extraordinary disfOsitions in a

nanner \'hich will result in treatment equitable to all parties.

[r1ass and extraordinary disfOsitions include real prc:perty tran­

sactions and those grouJ?S of transactions \'hich v.ould aggregate

to a material inequity if assignoo to the period in \'hich the

disfOsition occurs.]

(4) Gains and losses on disfOsition of tanjible capital

assets transferroo in other than an anns-length transaction and

subsequently disfOSOO of within 12 nonths fran the date of

transfer shall be assignoo to the transferor.

* * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * *
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31.205-16 Gains and losses on

property or other capital assets.

disFQsition of depreciable

,,:,., .

(a) (1) Gains and losses fran the sale, retirenent, or other

disposition (but see 31. 205-49) of depreciable prcperty, shall

[normally] be included in the year in \\hich they occur as credits

or charges to the cost grouping(s) in \\hich the depreciation or

anortization applicable to those assets was included (but see

paragraPh (d) belCM). [However, the timing (or the anount, if

necessary) of the recognition of such credits or d1.arges

resulting fran mass or extraordinary disFQsitions shall be

adjusted in accordance with .subparagraph a(2) am (e) of this

subsection \\hen the impact of current year recognition does not

achieve equity. Mass and extraordinary disFQsitions include real

property transactions am tinse groups of transactions \\hich

would aggregate to a material inequity if assigned to the period

in \\hich disposition occurs.]

* * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * * *

(e) Gains

retirements, or

by-ease resis •

and looses arising

other disposition

1~ ;

\

10

fran

shall

mass

be

or extraordinary

considered on a

Tab A-2

sales,

case-



'lab A, Part 3

of Cost Principles

Committee Report,

DAR Case 84-18

31.205-10 Cost of Money.

(a}(l) - Unchanged.

(2) Allowability. Whether or not the contract is otherwise

subject to CAS, facilities capital cost of money is allowable if-­

(i) The contractor's capital investment is measured, allo­

cated to contracts, and costed in accordance with CAS 414~

(ii) The contractor maintains adequate records to demonstrate

compliance with this standa~d~ aRa

(iii) The estimated facilities capital cost of money is spe­

cifically identified or proposed in cost proposals relating to the

contract under which this cost is to be claimedT[~ and

(iv) The requirements of 31.205-49, which may limit the

allowability of facilities capital cost of money, are observed.]

(3) and (4) - Unchanged.

(5) The cost of money resulting from including goodwill

(however represented) in the facilities capital employed base is

unallowable~[(see 3l.205-49}.]

(b}(l) - Unchanged.

(2) Allowabi1ity[.] Whether or not the cont[r]act is other­

wise subject to CAS, and except as specified in subdivision (ii)

below, the cost of money for capital assets under construction,

fabrication, or development is allowable if--

(A) The cost of money is calculated, allocated to

contracts, and costed in accordance with CAS 417~

Key:

[bracket] = new

~~R€-~~~~ = deletion
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~sset Acquisition Cost
Depreciation Method
Useful Life
Date Asset Acquired
Disposal Date
Disposal Price

$10
Straight Line
10 years
1 January of year 1
31 December of year 10
$15

IAR Case 84-18

Depreciation Inflated

End of Year Depreciation Interest Rate (i) n (l+i)n

1 1 .07 9.5 1.902
2 1 .07 8.5 1.777
3 1 .07 7.5 1.661
4 1 .07 6.5 1. 552
5 1 .07 5.5 1.451
6 1 .07 4.5 1.356
7 1 .07 3.5 1. 267
8 1 .07 2.5 1.184
9 1 .07 1.5 1.107

10 1 .07 .5 1.034
14.291

Average

Cost of Money

Net Book Value
(Avg NBV)

9.5
8.5
7.5
6.5
5.5
4.5
3".5
2.5
1.5

.5

Cost of Money
(Avg NBV x i)

.665

.595

.525

.455

.385

.315

.245

.175

.105

.035
3:S-

Present Recapture Rule: Proposed Recapture Rule
Recapture based upon depreciation (in
nominal dollars) allowed plus cost-of-money

nook Gain
Depreciation Allowed
Recapture Credit

$15
$10
$10

Book Gain
Inflation Adj. Depr.
Recapture Credit

-........,

$15
14.291
14.291

Book Gain
Depreciation (nominal dollars)
Cost of Money applied
Recapture Credit

$15
$10

3.5
13 .5



TAB A
DAR Case 84-l8B
page 1 of 6

31.205-10 Cost of money.

(a) (1) - Unchanged.

(2) Allowability. Whether or not the contract is otherwise

subject to CAS, facilities cost of money is allowable if--

(i) The contractor's capital investment is measured, allocated

to contracts, and costed in accordance with 30.414;

(ii) The contractor maintains adequate records to demonstrate

compliance with this standard; aRe

(iii) The estimated facilities capital cost of money is

specifically identified or proposed in cost proposals relating to

the contract under which this cost is to be claimed7[; and

(iv) The requirements of 31.205-49, which may limit the

allowability of facilities capital cost of money, are observed.]

(3) and (4) - Unchanged.

(5) The cost of money resulting from including goodwill

(however represented) in the facilities capital employed base is

unallowable7[(see 3l.205-49).J

(b) (1) - Unchanged.

(2) Allowability. (i) Whether or not the contract is otherwise

subject to CAS, and except as specified in subdivision (ii) below,

the cost of money for capital assets under construction,

fabrication, or development is allowable if--

Key:

[ ] = Bracketed words are additions to FAR.

n~fle6-~fl~e~~fl words are deletions from F~~.



(A) The cost of money is calculated, allocated to contracts,

and costed in accordance with 30.4l7~

(B) The contractor maintains adequate records to demonstrate

compliance with this standard~ aA6

(C) The cost of money for tangible capital assets is included

in the capitalized cost that provides the basis for allowable

depreciation costs, or, in the case of intangible capital assets,

the cost of money is included in the cost of those assets for which

amortization costs are a1lowab1eT[i and

(D) The requirements of 31.205-49, which may limit the

a11owabi1ity of cost of money for capital assets under

construction, fabrication, or development, are observed.]

(2) (ii)- (4) - Unchanged.

***************************************************

31.205-11 Depreciation.

(a) through (m) - Unchanged.

(n) The requirements of 31.205-49, which may limit the

a11owabi1ity of depreciation, shall be observed.]

***************************************************

31.205-16 Gains and losses on disposition of depreciable property

or other capital assets.

(a) ((1) Except for limitations elsewhere in this subsection,]

S[g]ains and losses from the sale, retirement, or other

disposition (but see 31.205-19) of depreciable property shall be

inc1uded'in the year in which they occur as credits or charges to

the cost grouping(s) in which the depreciation or amortization

2



applicable to those assets was included+e~e-gee-~afa~fa~R-~et

e-e-lewt.

[(2) When the assets or controlling interest in the ownership

of a contractor are acquired or transferred and the individual

assets are revalued under the purchase method of accounting for a

business combination, 31.205-49 shall apply rather than this

subparagra9h. No gain or loss shall be recognized when allowable

depreciation or amortization is limited to the amount that would

have been allowable had the combination not taken place.]

(b) Gains and losses on disposition of tangible capital assets

including those acquired under capital leases (see 31.205-11(m) [)],

shall be considered as adjustments of depreciation costs previously

recognized. The gain or loss for each asset disposed of is the

difference between the net amount realized, including insurance

proceeds from involuntary conversions, and its undepreciated

balanc~. The gain recognized for contract costing purposes shall

be limited to the e~f~efeRee-eeeweeA-~he-ae~~~9~~~eR-ee9~-~ef-~ef

a9gee9-ae~~~fee-~Aeef-a-ea~f~a~-~eage7-~Re-¥a~~e-ae-wRfeh-eRe

leegee-e9gee-f9-ea~~ea~f~eeT-ef-eAe-a9ge~-aRe-fe9-~R~e~fee~a~ee

ealaRee [inflation-adjusted amount of depreciation previously

taken] (except see subdivision (c) (2) (i) or (ii) below).

(c) and (d) - Unchanged.

3



(e) Gains and losses arising from mass or extraordinary sales,

retirements, or other disposition shall be considered on a

case-by-case basis. [The timing (or the amount, if necessary) of

the recognition of such gains and losses resulting from mass or

extraordinary dispositions shall be adjusted when the impact of

current year recognition does not achieve equity. Mass and

extraordinary dispositions include any transactions in which the

acquirer employs the purchase method of accounting for subsequent

valuation of the property, real property transactions, and those

groups of transactions which would aggregate to a material ineq~ity

if assigned to the period in which disposition occurs.]

(f) - Unchanged.

************************************************

31.205-49 Goodwill [and other asset valuations resulting from

business combinations] •

8eeew~~~7-6ft-~ft~eeft~~€~ae~e-~ft~aft~~e~e-asse~7-ef~~iAa~es

[(a) (1) When,] under the purchase method of accounting for a

business combination[,] wAeA the price paid by the acquiring

company exceeds the s~M-e€-~Ae-~aeft~~€~ae~e [net book value of

the] individual assets acquired less [the] liabilities assumed,

ea~ee-efl-~fle~~-~~~~-¥6~~e5~--~fle[the] excess is [distributed

first to the identifiable individual assets acquired based upon

their market or appraised values and, if any excess still remains,

to a newly created, unidentifiable intangible asset] commonly

referred to as goodwill. 8ee6wi~~-M6Y-6f~se-~~eM-~Ae-ae~~is~~~eft

ef-a-ee~~aflY-6~-a-wfle~e-e~-a-~e~~~efl-~fle~ee~~ [In such

4



situations, allowable amortization, cost of money, and depreciation

expense shall be limited to the amount that would have been allowed

had the combination and subsequent asset revaluation or creation

no t taken place.

(2) However, except for goodwill, costs in excess of this

limitation may be allowed on a case-by-case basis to achieve equity

or protect the Government's interests in special situations,

providing the contracting officer agrees. Examples of

circumstances in which it may be appropriate for the contracting

officer to allow such costs are:

(i) When the Government, before the effective date of this

cost principle, had agreed to a settlement covering a business

combination which implied acceptance of such costs in the future

(as, for instance, when the Government had agreed to accept an

immediate credit for contract costing purposes for excess

depreciation and amortization costs recognized prior to the

business combination (see 31.205-16));

(ii) When the receipt of an immediate credit for contract

costing purposes for excess depreciation and amortization

recognized prior to a business combination (see 31.205-16)

represents an administratively preferable and roughly financially

equivalent course of action when compared with that of disallowing

future costs flowing from the revaluation of assets pursuant to a

business combination; and

(iii) When the acquired company had no, or an insignificant

amount of, Government business before being acquired (so that no

5



material credit exists for excess depreciation and amortization

previously recognized), and subsequently entered Government

business with the asset valuations established by the combination.

(iv) Assets which did not exist on the books of the acquired

entity may be capitalized and recognized on the books of the

acquiring entity only if the Government agrees to accept an

equivalent credit to achieve equity on Government contracts.

(b)] Any costs for amortization, expensing, write-off or

write-down of [; or cost of money on,] goodwill (however

represented) are unallowable.

6
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DAR Case 84-18B
Page 1 of 2 pages

30.404 Capitalization of tangible assets.

-10 through -40 - Unchanged.

-50 (a) [Except for the limitations described in paragraph (d)

of this subsection,] ~[tlhe cost to acquire a tangible capital

asset includes the purchase price of the asset and costs necessary

to prepare the asset for use.

-50(a) (1) through (c) - unchanged.

-50 (d) [The "purchase method" of accounting for business

combinations shall not ordinarily be used for contract costing when

the assets or controlling interest in the ownership of a contractor

have been acquired or transferred in a combination. In such cases,

asset values shall ordinarily remain at the levels recorded on the

books of the acquired entity prior to the combination transaction.

However, the contracting officer may permit the use of the purchase

method when other equitable arrangements have been mutually agreed

to (see 31.205-49(a) (2)).] Under the "purchase method" of

accounting for business combinations, acquired tangible capital

assets shall be assigned a portion of the cost of the acquired

company, not to exceed their fair value at the date of

acquisition. Where the fair value of identifiable acquired assets

less liabilities assumed exceeds the purchase price of the acquired

company in an acquisition under the "purchase method", the value

otherwiae assignable to the capital assets shall be reduced by a

proportionate part of the excess.



-50 (e) through -60 (b) (2) - Unchanged.

********************************************************

30.409 - Cost accounting standard-depreciation of tangible capital

assets.

30.409-10 through -50(i) - unchanged.

(j) (1) Gains and losses on disposition of tangible capital

assets [(including business combinations in which the Contracting

Officer agrees to use of the purchase method of accounting to

revalue the assets for contract costing purposes)] shall be

considered as 'adjustments of depreciation costs previously

recognized and shall be assigned to the cost accounting period in

which disposition occurs except as provided in paragraphs (j) (2) ,

and (3) of this section. The gain or loss for each asset disposed

of is the difference between the net amount realized, including

insurance proceeds in the event of involuntary conversion, and its

undepreciated balance. However, the gain to be recognized for

contract costing purposes shall be limited to the 64~~e£eflee

ee~weeft-~fle-e~4~4ftei-ee~~4~4~~eft-ee~~-e~-~fle-e~~e~-~ft6-4~~

~n6e~~ee~a~ea-eaiaftee[amountof depreciation previously taken

increased to present value at the time of disposition by using the

interest rates determined by the Secretary of the Treasury pursuant

to 50 U.S.C. p.pp. 1215(b) (2) in effect for the time period over

which the depreciation was taken.]

(2) Gains and losses on the disposition of tangible capital

assets shall not be recognized where:

2



(i) [Assets which were disposed of in a business combination

(see 30.404-50(d» have not been revalued to reflect that

transaction, (ii)} assets are grouped and such gains and losses are

processed through the accumulated depreciation account, or,~4~t

[ ( iii)] the as set is given in exchange as par t of the purchase

price of a similar asset and the gain or loss is included in

computing the depreciable cost of the new asset. Where the

disposition results from an involuntary conversion and the asset is

replaced by a similar asset, gains and losses may either be

recognized in the period of disposition or used to adjust the

depreciable cost base of the new asset.

(3) The contracting parties ffiay [shall} account for gains

and losses arising from mass or extraordinary dispositions in a

manner which will result in treatment equitable to all parties.

[Mass and extraordinary dispositions include any transactions in

which the acquirer employs the purchase method of accounting for

subsequent valuation of the property, real property transactions,

and those groups of transactions which would aggregate to a

material inequity if assigned to the period in which disposition

occurs. ]

-50 (j) (4) through (1) - Unchanged.

3
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DAR Case 84-18B
Page 1 of 2

31.109 Advance agreements.

(a) through (h) (17) - Unchanged

[(18) Costs resulting from the acquisition of one company by

another, particularly when execution of a novation agreement (see

42.12) is not required.]

****************************************************

42.1200

This subpart prescribes policies and procedures for--

(a) Recognition of a successor in interest to Government

contracts when [either] contractor assets [or control over

contractor assets] are transferred;

(b) Recognition of a change in a contractor's name; and

(c) Execution of novation agreements and change-of-name

agreements by the responsible contracting officer.

42.1201-1203 - Unchanged.

42.1204 Agreement to recognize a successor in interest (novation

agreement) •

(a) The law (41 U.S.C. 15) prohibits transfer of Government

contracts. However, the Government may, in its interest, recognize

a third party as the successor in interest to a Government contract

when the third party's interest in the contract arises out of the



transfer of (1) all the contractor's assets[,] (2) the entire

portion of the assets involved in performing the contract[, or (3)

controlling interest in the ownership of the original contractor] •

(See l4.404-2(k) for the effect of novation agreements after bid

opening but before award.) Examples include but are not limited

to--

(i) Sale of these assets with a provision for assuming

liabilities;

(ii) Transfer of these assets incident to a merger or

corporate consolidation; eRa

[(iii) Transfer of the complete or controlling interest in the

ownership of a contractor through a stock purchase transaction,

whether or not there is a change in the legal form of the

contractor, or by any other means; and]

f~~~T [(iv)] Incorporation of a proprietorship or

partnership, or formation of a partnership.

42.l204(b)-(e) - Unchanged.

2



Tab D
DAR Case 84-18B

PROPOSED TRANSMITTAL MEMO TO CAAC

MEMORANDUM FOR CHAIRMAN, CIVILIAN AGENCY ACQUISITION COUNCIL

SUBJECT: DAR Case 84-18B, Mergers and Other Business Combinations

The DAR Council has approved proposed revisions to FAR 30.404,

30.409, 31.205-10, 31.205-11, 31.205-16, and 31.205-49 to provide

clear rules on the allowability of costs flowing from asset

write-ups resulting from business acquisitions and on the

allowability of certain other costs incidental to such

combinations. The rationale for these decisions is contained in

attachments 1 and 2. If the CAAC agrees with the positions as set

forth, please forward the case to the FAR Secretariat for further

processing as proposed rules.

DUNCAN A. HOLADAY
Director
Defense Acquisition
Regulatory Council

Attachments



TAB E
DAR Case 84-18B

FEDERAL REGISTER NOTICE

DEPARTMENT OF DEFENSE

GENERAL SERVICES ADMINISTRATION

NATIONAL AERONAUTICS AND SPACE ADMINISTRATION

48 CFR parts 30 and 31

Federal Acquisition Regulation (FAR); Mergers and Other Business
Combinations.

AGENCIES: Department of Defense (DOD); General Services
Administration (GSA); and National Aeronautics and Space
Administration (NASA).

ACTION: proposed Rules.

SUMMARY: The Civilian Agency Acquisition Council and the Defense
Acquisition Regulatory Council are considering revising FAR 30.404,
30.409, 31.205-10, 31.205-11, 31.205-16, and 31.205-49 to set forth
new or clarified rules on the allowability of costs stemming from
business combinations.

DATE: Comments should be submitted to the FAR Secretariat at the
address shown below on or before 60 days from publication, to be
considered in the formulation of final rules. Please cite FAR Case
87-43 and DAR Case 84-18B in all correspondence related to this
issue.

ADDRESS: Interested parties should submit written comments to:
General Services Administration, FAR Secretariat (VRS), 18th & F
Street N.W., Room 4041, Washington, D.C. 20405.

FOR FURTHER INFORMATION CONTACT: Ms. Margaret A. Willis, FAR
Secretariat, Telephone (202)523-4755.

SUPPLEMENTARY INFORMATION:

A. BacKground.
The Defense Acquisition Regulatory and Civilian Agency

Acquisition Councils have been reviewing for some time the subject

of business combinations, and particularly the appropriate

Government contract costing resulting from such combinations.

Comments on these matters were previously solicited by a Federal



Register notice dated october 28, 1987 and have been considered in

drafting these proposed rules. This review has been occasioned by

the increased pace and size of such events in recent years and the

Councils' perception that existing regulations on certain aspects

of this subject are inadequate as evidenced by the fact that they

have been the subject of recent litigation. A principal conclusion

of this review is that, in most circumstances, the Government

should not recognize depreciation, amortization, or the cost of

money expense flowing from asset write-ups that result from the

"purchase method" of accounting for business combinations. The

Councils do not believe that, in the special circumstances of

Government procurement in which companies' recorded cost structures

are often directly reflected in the price, the Government should be

at risk of paying higher prices simply because of ownership changes

at its suppliers. Accordingly, the Councils are proposing changes

to FAR 30.404, 30.409, and corollary changes to 31.205-10,

31.205-11, 31.205-16, and 31.205-49 to implement this decision.

B. Regulatory Flexibility Act.

The proposed changes are not expected to have significant

economic impact on a substantial number of small entities under the

Regulatory Flexibility Act (5 U.S.C., 601 et. seq.) because most

contracts awarded to small entities are awarded on a competitive

fixed-price basis and the cost principles do not apply.

Additionally, small businesses are exempt from the cost accounting

standards. An initial Regulatory Flexibilty analysis has therefore

not been performed. Comments are invited from small businesses and

2



other interested parties. comments from small entities concerning

the affected FAR subpart will also be considered in accordance with

section 610 of the Act. Such comments must be submitted separately

and must cite FAR Case 89-610 in correspondence.

c. Paperwork Reduction Act.

The paperwork Reduction Act does not apply because the

proposed rule does not change record keeping or information

collection requirements. Therefore, OMB approval under 44 U.S.C.

3501 ~t. seq. is not requireo.

List of subjects in 48 CFR Parts 30 and 31

Government procurement.

Dated : _

Harry S. Rosinski

Acting Director, Office of Federal Acquisition and Regulatory

Policy

Therefore, it is proposed that 48 CFR Parts 30 and 31 be

amended as follows:

1. The authority citation for Parts 30 and 31 continues to

read as follows: Authority: 40 U.S.C. 486(c) J 10 U.S.C. Chapter

137r and 42 U.S.C. 2453(c).

Parts 30 and 31 - (Amended)

(See TABs A and B as approved)

3
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DEPARTMENT OF THE NAVY
OFFICE OF THE ASSISTANT SECRETARY

(SHIPBUILDING AND LOGISTICS)

WASHINGTON. DC 20360-5000

DAR Staff
Case 84-18

MEMORANDUM FOR THE DIRECTOR. DAR COUNCIL

12 March 1987

Subject: DAR Case 84-18. Accounting for Mergers and Business Combinations-­
SUPPLEMENTAL REPORT

I. PROBLEM:

The 4 February 1987 report of the Commercial Cost Principles Committee
could be misinterpreted as it relates to the Committee's description of the
relationship of the cost accounting standards and the proposed cost principles
coverage.

The inflation adjustment of the limit on previously recognized
depreciation expense which is recouped as a gain upon a contractor's
disposition of depreciable assets should be changed to require use of the
facilities capital cost of money (i.e. Treasury) rate.

11. RECOMMENDATION:

That the Committee's previously recommended coverage for FAR 31.205-16(b)
be changed to read as indicated below.

III. DISCUSSION:

A. Background.

In its 4 February 1987 report. the Commercial Cost Principles Committee.
aware of a frequent criticism of times past. discussed the relationship of the
cost accounting standards (CAS) and the cost principles. and accusations of
"impermissible conflict" between the two bodies of regulations within the FAR.
At the meeting of 27 February 1987 of the DAR Council. the Cost Principles
Committee was requested to clarify its earlier comments.

Also at the same DAR Council meeting. the Committee was requested to
revise its proposed coverage at FAR 31.205-16. "Gains and losses on
disposition of depreciable property or other capital assets." by deleting
reference to "inflation adjusted" in paragraph (b) and instead use the
Treasury rate as the adjustment index.



B. Committee Comments.

1. CAS/Cost Principles Relationship.

In the 27 February 1987 meeting of the DAR Council. certain members
expressed concern that one of the the Committee's comments in the report could
be taken out of context. The comment in question (p. 23) recommended deletion
of certain sections of CAS "to eliminate the inconsistency between the
st~ndard ••• and the new cost principles coverage ••• " The Committee went on
to say that it believed that. even without the CAS deletions. there would
probably not be an "impermissible conflict" of the sort found by the courts in
the Boeing SERP case but that there was no reason to run whatever litigative
risk was inherent in leaving the CAS unchanged. The Committee believes that.
read in light of this further comment. the meaning of the sentence in question
is clear and defensible. It remains the Committee's opinion on this matter.
The Committee would reemphasize that the litigative risk here is real.
particularly since it seems virtually impossible to assess the precise degree
of such risk before one reaches court. After all. the Government was so
confident of victory in the Boeing SERF case that it requested a summary
judgment--and then lost the case.

2. Adjusted Limit for Depreciation Recapture.

At the 27 February meeting. the DAR Council tentatively concurred with
the concept that the limit for depreciation recapture on asset disposition
should be increased beyond the absolute amount of depreciation previously
taken to reflect the time value of money. However. the Council requested that
the Committee develop coverage that more precisely implemented this concept in
lieu of the vague reference to "inflation-adjusted" depreciation previously
taken as recommended in the Committee report of 4 February. The new coverage
for 31.205-16(b) developed by the Committee in compliance with this request
reads as follows:

{

The gain recognized for contract costing purposes shall be
limited to the amount of depreciation previously taken
increased to present value at the time of disposition by
using the interest rates determined by the Secretary of
the Treasury pursuant to 50 U.S.C. App. 1215(b)(2) in
effect for the time period over which the depreciation
was taken (except see subdivision (c)(1)(i) or (ii) below) •

.
J)!~

Chairman
Cost Principles Committee

2
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(Billing Code 6620-6l-M)

DEPARTMENT OF DEFENSE
•

GENERAL SERVICES ADMINISTRATION

NATIONAL AERONAUTICS AND
SPACE ADMINISTRATION

48 CFR Parts 30 and 31

Federal Acquisition Regulation (FAR)~

Mergers and Other Business Combinations

AGENCIES: Department of Defense (000), General Services
Administration (GSA), and National Aeronautics and Space
Administration (NASA)

ACTION: Notice of intent to develop a proposed rule pertaining
to the allocability and allowability of costs stemming from
mergers and other business combinations.

SUMMARY: The Civilian Agency Acquisition Council and the Defense

Acquisition Rer.... 1 "'4-,.. ....
r"_,. __ ':' ':_ •• ':.L. __ ... L.,: •

the developmen

the allowabili-

combinations.

COMMENTS: Coml

the address sh4

publication),

rule. Please l

rela t ing to th_

t

ADDRESS: Intel.'l:i:n..cu PQL'-LCO::> O::>UVU.J.U O::>UUlll~l. W1.~l.l.t::l1 ~VIllIllt::I1l.::; 1:.U;

General Services Administration, FAR Secretariat (VRS), 18th & F

Streets, NW, Room 4041, Washington, DC 20405.

FOR FURTHER INFORMATION CONTACT: Ms. Margaret A. Willis, FAR

Secretariat, telephone (202) 523-4755.



(Billing Code 6620-61-M)

DEPARTMENT OF DEFENSE

GENERAL SERVICES ADMINISTRATION

NATIONAL AERONAUTICS AND
SPACE ADMINISTRATION

48 CFR Parts 30 and 31

Federal Acquisition Regulation (FAR);
Mergers and Other Business Combinations

AGENCIES: Department of Defense (DoD), General Services
Administration (GSA), and National Aeronautics and Space
Administration (NASA)

ACTION: Notice of intent to develop a proposed rule pertaining
to the allocability and allowability of costs stemming from
mergers and other business combinations.

SUMMARY: The Civilian Agency Acquisition Council and the Defense

Acquisition Regulatory Council invite public comment concerning

the development of coverage proposed for FAR Parts 30 and 31 on

the allowability of costs incident to mergers and other business

combinations.

COMMENTS: Comments should be submitted to the FAR Secretariat at

the address shown below on or before (60 days from date of

publication), to be considered in the formulation of a proposed

rule. Please reference FAR Case 87-19 in all correspondence

relating to this issue.

ADDRESS: Interested parties should submit written comments to:

General Services Administration, FAR Secretariat (VRS), 18th & F

Streets, NW, Room 4041, Washington, DC 20405.

FOR FURTHER INFORMATION CONTACT: Ms. Margaret A. Willis, FAR

Secretariat, telephone (202) 523-4755.



SUPPLEMENTARY INFORMATION:

A. Background

The Defense Acquisition Regulatory and Civilian Agency

Acquisition Councils have been reviewing the subject of business

combinations, and particularly the allowability of costs resulting

from such combinations. This review has been occasioned by the

Councils' concern that existing regulations on certain aspects of

this subject may not be adequate as evidenced by recent

litigation. Specifically, the Councils are considering whether,

in most circumstances, the Government should or should not

recognize depreciation or cost of money expense flowing from

asset write-ups that result from the "purchase" method of

accounting for business combinations. Government representatives

have expressed concern whether, in the circumstances when a

company's' recorded cost structure is directly reflected in the

price, the Government should be at risk of paying higher prices

simply because of a change in ownership of the supplier.

Accordingly, the Councils will consider comments from interested

parties regarding approaches the Councils might employ in dealing

with this issue.

HARRY ROSINSKI
Acting Director, Office of Federal

Acquisition and Regulatory Policy
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FOR FURTHER INFORMATION CONTACT: Ms. Margaret A. Willis, FAR

Secretariat, telephone (202) 523-4755.

SUPPLEMENTARY INFORMATION:

A. Background

The Defense Acquisition Regulatory and Civilian Agency

Acquisition Councils have been reviewing the subject of business

combinations, and particularly the allowability of costs resulting

from such combinations. This review has been occasioned by the
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HARRY ROSINSKI
Acting Director, Office of Federal

Acquisition and Regulatory Policy
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(Billing Code 6620-6l-M)

DEPARTMENT OF DEFENSE

GENERAL SERVICES ADMINISTRATION

NATIONAL AERONAUTICS AND
SPACE ADMINISTRATION

48 CFR Parts 30 and 31

Federal Acquisition Regulation (FAR);
Mergers and Other Business Combinations

AGENCIES: Department of Defense (DoD), General Services
Administration (GSA), and National Aeronautics and Space
Administration (NASA)

ACTION: Notice of intent to develop a proposed rule pertaining
to the allocability and allowability of costs stemming from
mergers and other business combinations.

SUMMARY: The Civilian Agency Acquisition Council and the Defense

Acquisition Regulatory Council invite public comment concerning

the development of coverage proposed for FAR Parts 30 and 31 on

the allowability of costs incident to mergers and other business

combinations.

COMMENTS: Comments should be submitted to the FAR Secretariat at

the address shown below on or before (60 days from date of

publication), to be considered in the formulation of a proposed

rule. Please reference FAR Case 87-19 in all correspondence

relating to this issue.

ADDRESS: Interested parties should submit written comments to:

General Services Administration, FAR Secretariat (VRS), 18th & F

Streets, NW, Room 4041, Washington, DC 20405.

FOR FURTHER INFORMATION CONTACT: Ms. Margaret A. Willis, FAR

Secretariat, telephone (202) 523-4755.



SUPPLEMENTARY INFORMATION:

A. Background

The Defense Acquisition Regulatory and Civilian Agency

Acquisition Councils have been reviewing the subject of business

combinations, and particularly the allowability of costs resulting

from such combinations. This review has been occasioned by the

Councils' concern that existing regulations on certain aspects of

this subject may not be adequate as evidenced by recent

litigation. Specifically, the Councils are considering whether,

in most circumstances, the Government should or should not

recognize depreciation or cost of money expense flowing from

asset write-ups that result from the "purchase" method of

accounting for business combinations. ~ Government
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Accordingly, the Councils will consider comments from interested

parties regarding approaches the Councils might employ in dealing

with this issue.

HARRY ROSINSKI
Acting Director, Office of Federal

Acquisition and Regulatory Policy
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DAR Case 84-18

July 28, 1987

Reference DAR Case 84-18, CAS Policy Group Committee Report

dated July 20, 1987:

Remove page 11, Tab A-3, and replace with

the attached page 11.
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1ab A, Part 3

of Cost Principles

Committee Report,

DAR Case 84-18

31.205-10 Cost of Money.

(a)(l) - Unchanged.

(2) Allowability. Whether or not the contract is otherwise

subject to CAS, facilities capital cost of money is allowable if-­

(i) The contractor's capital investment is measured, allo­

cated to contracts, and costed in accordance with CAS 414~

(ii) The contractor maintains adequate records to demonstrate

compliance with this standard~ aRe

(iii) The estimated facilities capital cost of money is spe­

cifically identified or proposed in cost proposals relating to the

contract under which this cost is to be claimedr[~ and

(iv) The requirements of 31.205-49, which may limit the

allowability of facilities capital cost of money, are observed.J

(3) and (4) - Unchanged.

(5) The cost of money resulting from including goodwill'

(however represented) in the facilities capital employed base is

unallowable.[(see 31.205-49).J

(b)(l) - Unchanged.

(2) Allowability[.] Whether or not the cont[rJact is other­

wise subject to CAS, and except as specified in sUbdivision (ii)

below, the cost of money for capital assets under construction,

fabrication, or development is allowable if--

(A) The cost of money is calculated, allocated to

contracts, and costed in accordance with CAS 417~

Key:

[bracket] = new

~~R€-~fi£~ = deletion

11 T~ ~3
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General Services Administration
Office of Acquisition Policy

Washington, DC 20405

MAR 18 1988

Mr. Duncan A. Holaday
Director, Defense Acquisition
Regulatory Council
ASD(P&L)DASD(P)DARS
c/o 3D139, The pentagon
Washington, DC 20301-3062

Dear Mr. Holaday:

Additional comments received concerning the subject FAR Case are
forwarded for your appropriate action:

FAR Case: 87-43, Merge-rs and Other Business Combinations

Federal Register Notice: 52 FR 41474, october 28, 1987

Letter to Industry: November 19, 1987

The Department of Defense is the lead agency on this case,
therefore, the enclosed comments are to be reconciled by the DAR
Council and recommendation for concurrence forwarded to the CAAC
Chairman for approval prior to publication of a final rule.

Sincerely,
/"\ r., "rI.
\/- /' r, J ;1 /,

: i-l !.' ! y . // 1/ .
/ I '_ .' • \../ (. /-:.:::A....\:. --'--<:J

MARGARET A. WILLIS
FAR Secretariat

Enclosures

cc: Chairman, Civilian Agency Acquisition Council
ATTN: Jim Ermerins, Chairman, Cost principles Committee



FA~'Ca~e t 87-43 Cornrne 5

Subject: Mergers arid Other Business Combinations

To: Defense Acquisition Regulatory Council

Date: 3/15/88

Due: 12/28/8.7

Response
Number

87-43-29

87-43-30

Date
Received

3/4/88

3/4/88

Date of
Letter

2/29/88

3/2/88

Commenter

General Accounting Office,
Office of General Counsel

Office of GSA Acquisition
policy and Regulations

Comments



'GAO
:J-f 3

United Sta~s

Gene-ral Accounting Office
Washington, D.C. 20548

Office of the General Counsel

B-224782~7

Feb~ua~y 29, 1988

Ms. Margaret A~ Willis
FAR Secretariat
General Services Administration

Dear Ms. Willis:

This responds to your letter of November 19, 1987,
requesting our comments concerning the allowability of costs
incident to mergers and other business combinations. This
is Federal Acquisition Regulation (FAR) case No. 87-43.

Generally accepted accounting principles (GAAP) and the
Cost Accounting Standards recognize two methods of
accounting for the costs of tangible capital assets
following a merger or other business combination: the
purchase method and the poolin4 of interests method.
Accounting Principles Board Opinion No. 16, August 1970; FAR
§ 30.404-50{d), (e) (Federal Acquisition Circular No. 84-30,
Sept. 30, 1987). Under the purchase method, a business
combination is viewed as the acquisition of one company by
another, and the acquiring company records the acquired
assets at its cost. Under the pooling of interests method,
on the other hand, the transaction is viewed as an exchange
of equity securities that unites the ownership interests of
two or more previously independent companies; the historical
cost (acquisition cost less accumulated depreciation) of
assets is carried forward from the constituent companies to
the combined c~rporation. Under GAAP, the pooling of
interests method should be used if specified conditions are
met. Otherwise, the purchase method is used.

When the book value of an asset used in performing
government contracts is increased, or "stepped up," under
the purchase method of accounting in connection with a
business combination, the total depreciation that may be
charged with respect to that asset also is increased. Thus,
having reimbursed one contractor for some or all of the cost
of an asset through annual depreciation allowances, the
government may be required to reimburse the acquiring
company for the same asset through further depreciation
allowances based on the stepped-up value. In addition, a
step-up in the value of assets increases the base for

MAR 4 1988



measuring the return on investment, or profit, of the
acquiring company for purposes of future contract
negotiations. In both cases, the incentive for the
acquiring company to hold down acquisition costs is reduced.
Moreover, both depreciation allowances and contractor profit
may increase even though there may be no benefit to the
government resulting from the business combination.

Although GAAP would require a stepped-up book value for
financial accounting purposes, we believe that as a general
rule the book value of an asset subsequent to a business
combination should be limited to the book value of the asset
when first devoted to government contracting, less
accumulated depreciation. Revaluations of assets should be
permitted on a case-by-case basis only where it can be shown
that a business combination will result in increased
benefits to the government, for example, lower unit costs.

Sincerely yours,

2 B-224782.7



HEMORANDUM FOR

FROM:

SUBJECT:

General Services Administratiol
Office of Acquisition Policy

Washington, DC 20405

MM 2 1988

HARRY ROSINSKI
ACTING DIRECTOR
OFFICE OF FEDERAL ACQUISITION
AND REGULATORY POLICY (VR)

IDA M~USA, ~/
DIREC . t1 / ,
OFFICE F SA lSI
POLICY AND REGULATIONS (VP)

Allowability of Costs Incident to Mergers and
Other Business Combinations thru the Purchase
Method (FAR parts 30 ~nd 31, FAR Case 87-43)

The General Services Administration recommends a decision on the
allowability of asset write-ups and its effect on depreciation
and the cost of money on government contracts be decided on a
case by case basis,- if the purchase method is used to account for
the business combination. The decision regarding government
acceptance or disallowance of asset write-ups should be decided
on equity considerations of the parties. In each case one of two
results would be the outcome:

1. NO asset write-ups allowed.

2. Asset write-ups are allowed provided a credit is given
to the government for any depreciation or cost of money that
previously flowed from these assets.

4 /988
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General Services Administratiol.
Office of Acquisition Policy

Washington, DC 20405

(

Mr. Duncan A. Holaday
Director, Defense Acquisition
Regulatory Council
ASD(P&L)DASD(P)DARS
c/o 3D139, The pentagon
Washington, DC 20301-3062

Dear Mr. Holaday:

An additional comment received concerning the subject FAR Case is
forwarded for your appropriate action:

FAR Case: 87-43, Mergers and other Business Combinations

Federal Register Notice: 52 FR 41474, October 28, 1987

Letter to Industry: November 19, 1987

The Department of Defense is the lead agency on this case,
therefore, the enclosed comments are to be reconciled by the DAR
Council and recommendation for concurrence forwarded to the CAAC
Chairman for approval prior to publication of a final rule.

Sincerely,

sr.C lJ-~..;
MARGARET A. WILLIS
FAR Secretariat

Enclosures

cc: Chairman, Civilian Agency Acquisition Council
ATTN: Jim Ermerins, Chairman, Cost Principles Committee



FAR Case # 87-43 Comments

Subject: Mergers and Other Business Combinations

To: Defense Acquisition Regulatory Council

Date: 2/10/88

Due: 12/28/87

Response
Number

87-43-28

Date
Received

2/2/88

Date of
Letter

1/25/88

Commenter

Equal Employment Opportunity
Commission

Comments

87-37-26
87-42-22
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EQUAL EMPLOYMENT OPPORTUNITY COMMISSION

WASHINGTON, D.C. 20507

January 25. 1988

OFFICE OF
THE CHAIRMAN

Ms. Margaret A. willis
FAR Secretariat [VRS]
General Services Administration
18th and F Streets, N.W.
Washington, D.C. 20405

Dear Ms. willis:

This responds to the request from the Civilian Acquisition
Council and the Federal Acquisition Regulatory Council that the
Equal Employment Opportunity Commission (EEOC) provide comments
on the following proposed changes to the Federal Acquisition
Regulations (FAR):

... '2.\,
o FAR Case 87-37;~~SimPlificati~n Program;

o FAR Case 87-42, Serv1ces Sought Synops1s for Research
and Development; and

o FAR Case 87-43, Mergers and Other Business Combinations.
'i.'\,~

The proposed Contracts Simplification Program, FAR Case 87-37,
will provide a simplified contract format for the acquisition of
supplies and services under firm-fixed price or fixed-priced with
economic price adjustment contracts. The Contracting Officer
could use the proposed simplified format or the courrent uniform
contract format as circumstances dictate.

The requirement that an offeror submit annual representations and
certifications would reduce the paperwork and result in admini­
strative cost savings in the case of those contractors who bid on
a number of contracts in the course of a year. EEOC concurs with
the proposed revisions contained in FAR 87-37. .", <;()U~Ce-S

The proposed revision in FAR Case 87-42, ~ght Synopsis
for Research and Development, would clari y the purpose of ad­
vance notices and allow the pUblic to comment on synopsized soli­
citations. EEOC currently uses a similar system to obtain names

RECEIVED
FEB 2 - /988
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of experts for our expert witness solicitations. However, the
experts are requested to submit their resumes. EEOC's expert
witness mailing list is developed based on those submissions.
EEOC concurs with the proposed revisions contained in FAR Case
87-42.

EEOC has no comments on the proposed revision in FAR 87-43,
Mergers and Other Business Combinations.

If you have any questions concerning this response, please let
me know.



-~~- .-.Case Management Record ~~ _

7

AOA~?~ijtc
CAAC No. Original Date I

Updated X /!o feb. W
Title {Yl&r1er5 IQ-nD OJ4~D 5 '-'s I Vl es-s ~ btvt ~~(D!U.S

Reference ~ ,() f ' Sc:< Pif -y/',//,t/ GJd ~F: /9 Ift-d" ~Sl LS r- £J t c.. e : ./ ./

(Ir-t'-~ CfiBtF Y7-~3)
/

Synopsis 7JJIf;t;:;,. ~.'~"l i .• JA7
.....

Priority Submitted By Originator Code Case Manager

Keywords

Case References

FAR Cites

DFARS Cites

Cognizant Committees

Recommendation
,

Notes



General Services Administration
Office of Acquisition Policy

Washington, DC 20405

FEB 1 1988

Mr. Duncan A. Holaday
Director, Defense Acquisition
Regulatory Council
ASD(P&L)DASD(P)DARS
c/o 3D139, The pentagon
Washington, DC 20301-3062

Dear Mr. Holaday:

Additional comments received concerning the subject FAR Case are
forwarded for your appropriate action:

FAR Case: 87-43, Mergers and other Business Combinations

Federal Register Notice: 52 FR 41474, October 28, 1987

Letter to Industry: November 19, 1987

The Department of Defense is the lead agency on this case,
therefore, the enclosed comments are to be reconciled by the DAR
Council and recommendation for concurrence forwarded to the CAAC
Chairman for approval prior to publication of a final rule.

Sincerely,

»C~~~t.~
--~

MARGARET A. WILLIS
FAR Secretariat

Enclosures

cc: Chairman, Civilian Agency Acquisition Council
ATTN: Jim Ermerins, Chairman, Cost principles Committee



FAR Case i 87-43 Comments

Subject: Mergers and other Business Combinations

To: Defense Acquisition Regulatory Council

Date: 1/29/88

Due: 12/28/87

Response Date Date of
Number Received Letter Commenter Comments

87-43-26 1/20/88 1/14/88 Council of Defense and Space
Industry Associations (CODSIA)

87-43-27 1/26/88 1/26/88 American Bar Association
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'i?-43-d&
COUNCIL OF DEFENSE AND SPACE INDUSTRY ASSOCIATIONS (CODSIA)

1620 Eye Street. N.W., Suite 1000
WASHINGTON, D.C. 20006

•
(202) 659·5013

January 14, 1988
COOSIA Case No. 24-87

Ms. Margaret A~ Willis
FAR Secretariat (VRS)
General Services Administration
18th &F Streets, N.W., Room 4041
Washington, D.C. 20405

Dear Ms. Willis:

The undersigned member associations of the Council of Defense and
Space Industry Associations (COOSIA) appreciate the opportunity to
provide comments on the appropriate approaches for handling
administrative, contract and cost related issues arising from business
combinations, and the possible development of changes to FAR parts 30 and
31 that address the a110wabi1ity of costs incident to mergers and other
business combinations. FAR Case 87-43 has been assigned to this action...... )

Industry has a serious concern that, unless current guidance and
regulations clarify the a110wabi1ity of depreciation and cost of money
resulting from the recognition of fair market value of assets acquired in
mergers and business combinations, there will be far-reaching
consequences. Industry should be allowed to recover investment costs in
property, plant and equipment, whether purchased separately or acquired
through a merger or business acquisition. The government should be
concerned that the incentive for such business transactions, which help
stabilize and avoid significant reductions in the defense industrial
base, may be lost if the regulations are not clarified.

Cost and price increases that could result from business combinations
would be controlled through the competitive forces of the marketplace.
No business entity can price its product at unacceptable, noncompetitive
levels and expect to stay in business. If a company chooses to include
increased depreciation and amortized expenses in the price of its
product, it still faces the test of competition and intrinsic value
judgments by its customers who mayor may not choose to acquire its
products. In a free market-,system the pri ce of a product should be
governed by competition and th~ buyer's desire to purchase goods and
services at a particular price. Both competition and the government's
prerogative to purchase or not purchase products from a specific company
limit the government's risk in absorbing increased costs. Prices will be
a reflection of value in the economic marketplace if the forces of
competition and buyer's prerogative are left to have their effect.



Margaret A. Willis
January 14, 1988
Page 2

The subject of business combinations is complex and the Defense
Acquisition Regulatory and Civilian Agency Acquisition Councils need to
recognize the magnitude of the matter being addressed. Business
combinations can be separated a number of ways and we suggest the
following. First, there are distinct issues impacting the responsibility
of the buyer and the seller, dependent on the type of business
combination that transpired. The three major types of transactions are:
(1) direct purchase of assets and liabilities; (2) purchase of stock
through a tender offer; and (3) purchase of stock from a parent company.
The last two transactions are further complicated depending on whether
the purchased legal entity is dissolved or retained, and if there has
been any prior involvement in government contracting. Regulations would
need to be drafted in a manner that promotes a fundamental responsibility
of accounting for the total investment by the new company in this
business transaction. Accounting for the total investment is critical
when operating in a market where cost is a major consideration. Because
this issue is so complex, it would be administratively easier if the
accounting treatment was the same whether or not government contracting
was involved.

The current regulations and approach to handling business
combinations are described in and guided by Accounting Principles
Bulletin 16 (APB16), which provides for revaluing assets based on the
current fair market value on the books of the acquiring company. APB16
was in existence and analyzed when the developers of Cost Accounting
Standard (CAS) 404 (Capitalization of Tangible Assets) and CAS 409
(Depreciation) addressed the subject of business combinations. The
studied opinion of the CAS Board was that the provisions of APB16 were
equitable and sufficient to govern business combinations. Thus, the
applicable standards were adopted consistent with the principles of APB16.

Application of the "purchase accounting" method for use on business
combinations is backed by significant historical accounting precedent.
"Purchase accounting" is based on sound accounting philosophy and
represents a perspective of good common sense business and the most
equitable solution for both buyer and seller.

The government is already protected from absorbing increased costs on
existing contracts by FAR and the novation process. Therefore, the cost
of depreciation resulting from revalued assets would be absorbed only on
a prospective contracting basis. The marketplace offers the government
every opportunity to review and ~egotiate such costs. If resultant
prices are unreasonable, competition and negotiation would work to bring
prices back to an acceptable level.



Margaret A. Willis
January 14, 1988
Page 3

Business combinations can also provide economies that would offset
increased costs due to revaluation of assets. A business combination can
create a larger base over which to spread fixed costs, provide for the
elimination of management levels and effect a teaming of resources that
can lead to faster technological development with more efficient use of
property, plant and equipment. All of these offset increased
depreciation and amortization.

Because of the current divergence of interpretations concerning
mergers and business combinations, there is a need to clarify the
regulations on this subject. However, no changes should be made at this
time. Due to the complexity of the subject, a thorough research and
compilation of a comprehensive issue identification paper is in order
prior to making any changes. The research should include consideration
of existing accounting practices and the need for changes to such
practices for the appropriate recognition of gain in the value of
assets. Support from industry is available to help with such an effort.

ean A. Caf
Senior Vice President
Electronic Industries Association

allace H. Robinson, Jr.
President
National Security Industrial Assn.

)-~cj~~~~

John Stocker
President
Shipbuilders Council of America
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Dear Ms. Willis:

Thank you for your consideration.

1575 Eye Street, N.W.
Washington, DC 20005
(202) 789-7559

Hand Delivered,~/~~

1?-13-rz.1)

Re: Mergers and Other Business Combinations
FAR Case 87-43;

AMERICAN BAR ASSOCIATION Section of Public Contract Law
Writer's Address and Telephone

S1lJl(f)2f}
David A. ChurChill, Chairman
Regulatory Coordinating Committee

cc: All Officers and Council Members
The Hon. Robert P. Bedell, Esq.
The Hon. Austin G. Roe
Kathleen C. Barger, Esq.
Gregory A. Smith, Esq.
William L. Walsh, Jr., Esq.
John T. Sant, Esq.
Joe Wiener, Esq.
Thomas A. Lemmer, Esq.
Alex Brittin, Esq.
John Ordway, Esq.

Ms. Margaret A. Willis
FAR Secretariat (VRS)
General Services Administration
18th & F Streets, N.W.
Room 4041
Washington, DC 20405

Pursuant to my conversation with your Office today,
enclosed are the comments of the ABA Public Contract Law
Section on the above-referenced notice. We understand
that these somewhat belated comments will be considered,
despite their late submission, in the formulation of a
proposed rule.
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January 25, 1988

General Services Administration
FAR Secretariat (VRS)
18th and F Streets, N.W.
Room 4041
Washington, D.C. 20405

Re: FAR Case 87-43; Mergers and Other Business
Combinations, 52 F.R. 41474, October 28, 1987

Dear Sir or Madam:

This letter is written on behalf of the Section of Public
Contract Law of the American Bar Association pursuant to special
authority extended by the Association's Board of Governors for
comments by the Section on acquisition regulations. The views
expressed are those of the Section and have not been considered
or adopted by the Association's Board of Governors or its House
of Delegates.

On October 28, 1987, the Civilian Agency Acquisition
Council (CAAC) and the Defense Acquisition Regulatory Council
(DARC) issued a notice in the Federal Register soliciting
comments regarding the development of changes to FAR Parts 30 and
31 concerning the allowability of costs incident to mergers and
other business combinations. Changes to the subject regulations
may be appropriate in light of the uncertainty surrounding those
regulations in their current form and as currently implemented by
the procuring agencies. It is felt, however, that such changes
should be implemented only after careful study and analysis. The
comments set forth below identify some of the reasons such an
analysis should be undertaken, but are not meant to be a
definitive statement of all such reasons. The Section of Public
Contract Law is prepared to offer additional comments as any such
study may progress.
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I. The Current Regulations Reflect Reliance On The
"Purchase Method" Of Accounting For Business
Combinations, An Accounting Practice That Has
Been Widely Accepted By The Accounting Profession.

The purchase method of accounting has been relied upon for
many years in the financial accounting community as a Generally
Accepted Accounting Principle (GAAP). Accounting Principles
Board (APB) Opinion No. 16 recognizes the purchase method of
accounting as acceptable and, in fact, mandates its use for the
most common types of business combinations. Similarly, Cost
Accounting Standard (CAS) 404, Capitalization of Tangible Capital
Assets, specifically recognizes the purchase method as
appropriate to certain business combinations (CAS 404.50(d»).

Case law has generally accepted and followed the purchase
method of accounting as we11.~/ In Gould Defense Systems, Inc.
ASBCA No. 24881, 83-2 BCA, 16,676 the Armed Services Board of
Contract Appeals favorably discussed the purchase method of
accounting and the "step-up" of assets in mergers and
acquisitions (at 82,960):

Purchase accounting is widely used in
Government contract accounting and is
accepted by the Government. In general, the
Government allows the step-up of tangible
capital assets to fair value at the time of
business acquisitions properly accounted for
under the purchase method, and accepts
depreciation on a stepped-up value of the
tangible capital assets as an allowable cost
for Government contract pricing purposes.

In light of its longstanding acceptance and use in
Government contract accounting, any change contemplated by the

~/ In the more recent case of The Marquardt Company, ASBCA
No. 29888, 85-3 BCA f 18,245, aff'd on reconsideration, 86-3 BCA
f 19,100, aff'd 822 F.2d 1573 (FedCir. 1987), the proper­
application of the purchase method was at issue. Appellant
argued that the purchase method permits the acquired company to
"step-up" its assets. The Government did not dispute the
validity of the purchase method of accounting, but argued it
should not apply to an acquired entity. The Court, in holding
the purchase method does not apply to the acquired entity, noted
its application to the purchasing entity.
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CAAC and DARC should not modify or eliminate the purchase method
of accounting without careful study.

II. The Problem Perceived By The CAAC And DARC May Not
Warrant Changes To The Current Regulations.

The only basis for a change to the current regulations
stated in the Federal Register notice is the perceived problem
that "in circumstances when a contract price will be based upon
the contractor's cost, the Government [is] at risk of paying
higher prices simply because of a change in ownership of the
supplier". This statement assumes that it is inappropriate to
revalue assets as part of or incident to a business combination,
if such a revaluation will increase the price to be paid by the
Government.

The purchase method of accounting, however, provides that
acquisitions and mergers are an appropriate time to determine
whether an asset's book value is below or above its fair market
value and make the necessary adjustment. Thus, the Government is
not paying a higher price just because there has been a change in
ownership, but because a business combination represents an
appropriate point at which to gauge an asset's current value.
When an asset is sold or transferred as part of a business
combination, its current fair market value can readily be
determined.

In those cases in which a revaluation occurs, the
Government is clearly protected from incurring increased costs
due to such a business combination by the requirement that the
new owner and the seller enter into a novation agreement. Under
the terms of the standard novation agreement (found at FAR
42.1204(e)(b)(7):

The Transferor and the Transferee agree
that the Government is not obligated to pay
or reimburse either of them for, or
otherwise give effect to, any costs, taxes,
or other expenses, or any related increases,
directly or indirectly arising out of or
resulting from the transfer of this
Agreement, other than those that the
Government in the absence of this transfer
or Agreement would have been obligated to
payor reimburse under the terms of the
contracts.
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This provlslon has been held to prohibit the write-up of
assets on ongoing contracts. See Sundstrand Turbo Division
v. United States, 182 Ct. Cl. 31, 389 F.2d 406 (1968); LTV
Aerospace v. United States, 192 Ct. Cl. 191, 425 F.2d 1237
(1970).

To the extent the CAAC and DARC may contemplate
extending the current protection afforded by novation
agreements by permanently precluding a contractor from
recovering depreciation and other asset-related costs based
upon the stepped-up fair market value, they would, in
effect, be altering or rejecting the purchase method af
accounting for Government contractors. The Government would
thus be demanding treatment more favorable than the
acquiring or surviving corporation's commercial customers.
Furthermore, the acquiring contractor would be precluded
from recouping its costs of acquisition through the price it
would otherwise charge its customers. Any such contemplated
change to the current regulations could prevent a contractor
from recovering its investment costs and may have the
unforeseen and deleterious effect of discouraging business
combinations involving Government contractors. Companies
would be dissuaded from investing in Government contractors
if the acquiring or surviving corporation cannot depreciate
the assets on their books at their purchase price or fair
market value. In such a case, the Government's interests
would be harmed by not being able to take advantage of the
economies of scale, the increased efficiency and the other
benefits that can flow from business combinations.

III. A CAAC And DARC Study Of The Current Regulations
Is Appropriate In Light Of The Current Practice Of The
Department Of Defense Requiring Contractors Who Are
Party To Business Combinations To Agree To Conditions
Of Recognition That Go Beyond The Current Regulations.

In a number of recent combinations involving defense
contractors, the Department of Defense has insisted upon
novation agreements (in some cases called "advance"
agreements) that preclude the acquiring company from ever
charging the Government for asset-related costs that are
based upon stepped-up values. The current regulations do
not provide for, much less require, such agreements. Such
agreements substantially alter the effect of the purchase
method of accounting.

The practice of insisting upon such terms and
conditions as the Government's price of recognition of the
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acquiring company is inappropriate for a number of reasons.
First, it is a practice that arose without benefit of normal
CAAC or DARC consideration and analysis. Accounting policy
and cost allowability issues should be decided on a
Government or department-wide basis and only after careful
review. The practice at issue arose on an ad hoc basis,
without any opportunity for public scrutiny.

Second, the practice induces confusion and
uncertainty in the implementation of business combinations.
If the terms of the Government's recognition of a successor
contractor are not resolved until after the combination has
occurred (as part of the "novation" process), the parties to
the combination do not know what to expect when considering
the terms and condition of the combination itself.
Published. clear Government regulations on the subject will
avoid this unnecessary uncertainty.

Conclusion

The purchase method of accounting for business
combinations has been utilized and accepted for many years
by both the financial and governmental accounting
communities. Pursuant to that method, the acquiring or
surviving corporation in a business combination has been
permitted to charge the Government for its investment in
assets that the contractor will use on future Government
contracts. The development of additional rules concerning
accounting for business combinations should recognize the
considerable reliance already placed upon the purchase
method of accounting already part of the current regulations
and case law. Any such changes should be implemented only
after careful study and analysis that would include an
opportunity for public comment.

Sln~~,f)fJ
David A. Churchill, Chairman
Regulatory Coordinating Committee
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Davey Compressor Company

11060 Kenwood Road / Cincinnati, Ohio 45242

Tel 513 7939400/ Telex 21-4372 / FAX 5137934119

November 17, 1987

General Services Administration
FAR Secretariat (VRS)
18th and F Street N.W.
Room 4041
Washington, D. C. 20405

Reference: Allowability of Costs of Business Combinations

Dear Ms. Willis:

We are very interested in the continued reviewing of the
allowability of costs resulting from business combinations.
Davey Compressor Company is a prime contractor for the Department
of the Defense.

The capital stock of Davey Compressor Company (a privately
held corporation) was purchased, in its entirety, by another
party. The purchase price exceeded the book value of the
corporation and through a merger with the acquisition company
resulted in the "write-up" of certain fixed assets. The
"purchase method" was used to record the increase in value
of those assets. The "write-up" is a genuine cost, because
cash changed hands for the additional value.

Generally Accepted Accounting principles (G.A.A.P.) requires
that this additional value be depreciated. Now, we have
to prepare two sets of financial statements, one according
to G.A.A.P., the other according to F.A.R.

While the preparation of the two sets of financial statements
presents some confusion, the reality of the matter is that
the depreciation of increased value of fixed assets, is a
real and true cost. Therefore, we feel it should be recognized
as a cost by the Government.

NOV 24 1987

RECEIVED
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We hope and trust that the reviewing agencies will hear our
comments and take them into consideration. We have continued
interest in this matter and request that we be placed on
a mailing list.

Sincerely,

DAVEY COMPRESSOR COMPANY

c~~
Vice President Finance

CJW/mw

cc: T. V. Purvin
T. C. Purvin
W. L. Graham
Boyd Colglazier, Arthur Young & Company

lJ4l1El'••• the WCII'kPs
2nd greatest AIR FORCE..
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Government procurement.

Dated: October 22,1987.

Councils' concern that existing regulations
on certain aspects of this subject may not be
adequate, as evidenced by recent litigation.
Specifically, the Councils are considering
whether, in circumstances where a Govern­
ment contractor is acquired, the Govern­
ment should recognize depreciation or cost
of money flowing from asset write-ups that
result if the "purchase method" is used to
account for the business combination. Gov­
ernment representatives have expressed con­
cern whether, in the circUmstances when a
contract price will be negotiated based upon
the contractor's cost, the Government
should be at risk of paying higher prices
simply because of a change in ownership of
the supplier. Accordingly, the Councils will
consider comments from interested parties
regarding approaches the Councils might
employ in dealing with this issue.

List of Subjects in 48 CFR Parts 30,
and31

N_ Development.875 11-11-87

costs incident to mergers and other business
combinations.

DATE: Comments should be submitted to
the FAR Secretariat at the address shown
below on or before December 28, 1987, to be
considered in the formulation of a proposed
rule. Please cite FAR Case 87-43 in all corre­
spondence related to this issue.

ADDRESS: Interested parties should submit
written comments to: General Services Ad­
ministration, FAR Secretariat (VRS), 18th
& F Street NW., Room 4041, Washington
DC 20405.

FOR FURTHER INFORMATION CONTACT: Ms.
Margaret A. Willis, FAR Secretariat. Tele­
phone (202) 523-4755.

SUPPLEMENTARY INFORMATION:

Background
The Defense Acquisition Regulatory and

Civilian Agency Acquisition Councils have
been reviewing the subject of business com­
binations, and particularly the allowability
of costs resulting from such .combinations.
This review has been occasioned by the
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William J. Ryan, Jr.
3896 Carriage Gate Drive
Duluth, Georgia, 30136
Home Phone: 404-497-1347
Office: 404-497-5451

18 November 1987

General Services Administration
FAR Secretariat (VRS),
18th and F Streets, N.W.,
Room 4041, Washington, D.C., 20405

REFERENCE:

Sirs,

Proposed Change to the FAR Relative to the
Allowability of Costs Arising from the Assessed
Value of Assets Following Corporate Mergers or
Acquisitions (52 Fed. Reg. 41474; 10/28/87)

The question of the allowability of the cost of
depreciation expense or the cost of money where those costs
have been generated solely by the accounting machinations
which arise as the result of corporate mergers and acquisitions
is indeed ~nteresting and complex. This issue came to my
attention several years ago, when I worked as a Contract
Specialist at the Defense Contract Administration Region
(DCASR) New York. In 1982, I submitted a suggestion for a FAR
change, but the suggestion was rejected by the DCASR Chief of
Financial Services. In 1986, I submitted another suggestion
for a FAR change, and this time my suggestion was rejected
because the Defense AcqUisition Regulatory (DAR) Council was
considering the issue. I am pleased to see (Federal Contracts
Report, BNA, 11-16-87, p. 767) that the Civilian Agency
Acquisition Council and the DAR Council have finally
approached the problem and have requested comments from the
public.

The problem, as I understand it, is that by current
accounting rules, assets subject to depreciation when acqUired
are revalued at their assessed market value for the purpose of
(1) establishing a new depreciation schedule and (2)
determining the amount, if any, paid in excesS of the asset's
market value that should be charged to Goodwill. Where
Government contracts and contractors are concerned, this
practice of revalUing assets creates opportunities for profit
generation at the Government's expense and from which the
Government acquires nothing of value. Take, for example, the ~

case of two businesses primarily engaged in Government f\~()

contracting, one an acquiroing entity (call it "Predator") ~~\3J~
and one an acquiroed entity (call it "Prey") which merge Cd· 1\
a fashion other than "pooling." By current accounting r~ ,
the assets of the Prey corporation will be revalued and \8S~

depreciation schedules will be reestabliShed. I t may well be '0t.\; 'j ,
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however, that the Government has over several years
effectively paid for the assets of Prey corporation through
indirect cost billings on the contracts let to Prey. The
revaluation of those assets does nothing except allow Predator
to express the market value of the assets on its financial
statements, compute its cost of Goodwill, and reduce its
taxes by deducting the attendant depreciation expense and
Goodwill amortization from its income. The Government has no
need to buy those assets again, and should not be made to pay
for them in the form of the depreciation costs embedded in the
contractor's overhead charges.

It may be argued that (1) merger or acquisition costs are
legitimate business costs incurred as the result of managerial
decisions to expand the business base; (2) that this type of
activity enables the company to acquire badly needed assets at
bargain prices; (3) that mergers and acquisitions permit the
company to procure systems or to gain new technical
competencies and capabilities; (4) that mergers and
acquisitions allow the company to experience the ·synergistic·
effects of the mating of new and different managerial and
technical skills; (5) that these transactions are
prudently undertaken in an effort to protect markets and
ensure future profitability; and (6) that these business
acquisition actions are in the best interests of the
Government because they will contribute to the overall
productivity and efficiency of the defense industrial base and
provide other benefits in the form of expanded industrial
technological capabilities.

All of these arguments may be true, but even if they are
true they do not justify a subsidy in the form of higher
overhead or cost of money charges on Government contracts.
The reasonS why can be readily seen if a commercial business
analogy is applied. A commercial business in a competitive
environment will not be able to raise its prices just because
it has newly merged with another firm. If it does so, its
market share will decline, its profits will founder, and its
competitors would fill the market gap. When Predator acts to
acquire Prey, it should do so confident that the cost of the
acquisition will be accommodated not by its customers but by
all of those things that made the action a prudent business
decision: hightened efficiencies, new technologies and
capabilities, and the ·synergistic· effects of business
combinations. If Predator makes the acqUisition with the
thought that it will now be able to dominate a market and
charge higher prices (which is the only way it can charge
higher prices and survive in busfness), then the acquisition
is in restraint of trade and as sUch is patently illegal.
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What is true for the commercial marketplace should also
be true for the Government. The Government as customer should
not be made to absorb the cost of the merger or acquisition,
just as in the commercial marketplace the customer cannot be
made to absorb those costs. If the merger is made with the
idea that the Government is a captive customer and can be made
to subsidize the transaction under the rules for cost
allowability, then the reason for merging is clearly
determined not by the intrinsic economic value of the
acquisition but by the special market conditions that endow
that acquisition with value, i.e., the Government subsidy
earned. A merger or acquisition whose economic viability is
contingent upon the special conditions that prevail when the
Government is the customer is, therefore, viable only in
terms of its cost to the Government. Such a transaction
burdens the Government with being forced to pay something
(presumably a great deal) for nothing. The acquisition
regulations should have been changed years ago to disallow
such costs.

The first problem in attempting to amend the regulations
is to define terms. I would recommend the following:

REDEPRECIATION: The depreciation expense generated from
capital assets procured as the result of the acquisition of an
Asset-Owning Entity by another Asset-Owning Entity, or as the
result of the merger of Asset-Owning Entities, where the
depreciation schedule is based on the fair market value of
those assets as set shortly before, at the time or, or
following the acquisition of the Asset-Owning Entity by
another or of the merger of the Asset-Owning Entities.

ASSET-OWNING ENTITY: A corporation, partnership, or
proprietorship, or any subdivision thereof which is organized
for the purpose of conducting business and which owns or has
owned capital assets or capitalizable leases.

NEW ASSET: An asset that is manufactured, fabricated,
engineered or developed by the asset-owning entity, or an
asset that is purchased directly or indirectly (i.e. through
the agency of manufacturer's representatives, equipment
brokers or dealers, or other middlemen who act as
intermediates between the original source and its customers)
from the original Source of manufacture, fabrication, assembly
or development, or any combination of assets purchased from
the Original Source and work performed with or on those assets
by the purchaser that is caPital~zable.

•OR~ DEPRECIATION: Depreciation expense calculated on
the basis of the price of the asset as a New Asset, or in the
event of the acquisition ofa Previously·Owned asset, on the
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basis of whichever is lower: the fair market value of the
asset or the price paid for the asset at the time of its
most recent acquisition.

PREVIOUSLY-OWNED ASSET: An asset acquired from an Asset­
Owning Entity where the selling Entity is not the original
source of manufacture, fabrication, development, or
engineering of the asset, nor is the selling Entity a
manufacturer's representative, dealer, broker, or other
middleman who acts as an intermediate between the Original
Source of the asset and its customers.

I would recommend the FAR be changed to include the
following:

The costs of Redep~eciation. as defined above, are
disallowed as either direct or indirect costs to the
Government on all negotiated contracts for goods or services.
Depreciation expense will be allowed to the extent that it
entails charges for No~mal Dep~eciation, as defined above, and
to the extent that the method of depreciation expense
calculation conforms to all the other rules and regulations
governing depreciation. Depreciation based on the revaluation
of assets, where that revaluation has been generated solely as
the consequence of the merger of Asset-Owning Entities, or as
the consequence of the acquisition of one Asset-Owning Entity
by another Asset-Owning Entity or Entities or as the result of
any other form of business combination is not allowed.

Depreciation expense calculated on the basis of the
purchase price or fair market value of Previously-Owned assets
will be allowed to the extent that the assets were not
acquired as the result of an acquisition of an Asset-Owning
Entity by another Asset-Owning Entity, or as the result of the
merger of Asset-Owning Entities. The Normal Depreciation
expense of Previously-Owned assets will be allowed only if
those Previously-Owned assets were acquired as the result of
the acquisition of one or more individual items, but they will
not be allowed if those individual items collectively could
constitute the bulk of the assets of a business entity, i.e.,
an independent company, a division of a company, or a
manufacturing plant. One test of whether or not the
acquisition of a set of assets would, in effect, constitute the
acquisition of a business entity would be found in whether or
not that acquisition generated a change in the acquiring
entity's Goodwill account. Any, acquisition which generates a
change in Goodwill, whether tha~, change is positive or

\

negative, will be considered sUbJect to Redepreciation and the
costs of its depreciation expens~ will be allowed only to the
extent that the costs of depreciation expense ariSing from the
merger of Asset-Owning Entities or the acquisition of an Asset
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Owning Entity (or Entities) by another Asset-Owning Entity (or
Entities) is allowable.

The depreciation expense of assets acquired through the
acquisition of an Asset-Owning Entity (or Entities) by another
Asset-Owning Entity (or Entities) or through the merger of
Asset-Owning Entities will be allowable only to the extent
that it is based on the un-revalued book value of the assets
at the time of the merger or acquisition unless that book
value is greater than the assessed market price of the assets.
in which event it will be based on market value. The book
value utilized for the calculation of depreciation expense
must be the book value of the assets when they were owned by
an Asset-Owning Entity which was not associated in ownership
with the acquiring Asset-Owning Entity. This association in
ownership would include but not be limited to holding
companies, businesses created by the acquiring entity,
businesses in which the acquiring entity owns any equity, or
businesses which are in debt to the acquiring entity.

The Cost of Money, as defined in CAS 414, will be allowed
to be charged on the basis of the value of assets only to the
extent that the value of those assets is calculated under this
regulation for the purpose of determining allowable
depreciation expense. That is, the Same value for assets will
prevail for the calculation of Cost of Money as for the
calculation of allowable depreciation expense.

The acquisition of assets will be monitored at least
annually by the Defense Contract Audit Agency (DCAA) for the
purpose of determining whether or not assets have been
acquired which burden the acquiring Entity with
unallowable depreciation expenses. In the event that the
contractor disputes the determination of the DCAA Auditor
regarding the extent of the allowability of an asset's
depreciation expense, the Auditor will remand the case to the
Administrative Contracting Officer (ACO) for a decision
regarding the status of the asset. The ACO will render a
decision in writing indicating that he/she has conSidered the
advisements of the DCAA Auditor, and other recommendations and
advisements as he/she requires. The ACO may sustain all or
any part of the DCAA recommendation, or may act on the basis
of other recommendations or his/her own independent evaluation
of the Contractor's position. The contractor may appeal the
ACO's decision and ask for a final consideration of facts in
the matter, if such appeal is made within 30 days of the
issuance of the ACO's written de,cision. Should the ACO's
final decision still be the sUbj~ct of dispute, the Contractor
may appeal the decision to the A~med Services Board of
Contract Appeals, if such appeal is made within 60 days of the
ACO's final decision. Alternatively, the contractor may
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appeal the ACO's final decision to the Court of Claims, if
such an appeal is made within 60 days of the ACO's final
decision.

* * * * * * * * * * * * * * * * * * * * * * * * *

Thank you for considering my comments on the change to
the FAR. I hope these thoughts will be somewhat useful to
you. In any event, I thought you might be interested in the
ideas of a working Contracting Officer.

Sincerely Yours,



OCCUPATIONAL SAFETY AND HEALTH REVIEW COMMISSION
1825 K STREET, NW. Ljr? Q\ '1

4TH FLOOR .... () - ,.) - D
WASHINGTON, D.C. 20006-1246 ~ / '

UNITED STATES OF AMERICA 87 340

December 1, 1987

Miss Margaret A. Willis
FAR Secretariat (VRS)
General Services Administration
Room 4041
18th &F Streets, N.W.
Washington, D.C. 20405

Dear Miss Willis,
Dt\r- o'\,- 0 ,~

In response to your recen~ request for comments on
identified as FAR Cases 87-37, 87-42/and 87-43; please
the Review Commission offers no opinion.

proposed rules
be advised that

Being a small independent Federal agency, we utilize the services
of GSA to handle our contracting and procurement processing.

Thank you for the opportunity to provide input to proposed rules
and rule changes.

Sincerely,

~'"M.~
Paul M. Lyons
E~e~utive Director

DE CE l \f --:- r~t\ __ f 0. t, LJ

DEC 10 1987
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Andrew P. Heaton
Controller and
Chief Financial Officer

Avco Research Laboratory, Inc.!
SUbsidiary of Textron Inc.

December 2, 1987

General Services Administration
FAR Secretariat (VRS)
18th and F Sts., NW
Room 4041
Washington, D.C. 20405

Dear Sir:

2385 Revere Beach Parkway
Everett, Massachusetts 02149
617/381-4554

I do not feel that the government would ever pay a higher price simply
because of a change in ownership of a supplier.

True economic value must be recoverable in the marketplace or a company
being acquired can no longer deliver to that market. Conversely that
true value will not be more than the market is willing to pay.

The price paid by an acquiring company for the company being acquired,
regardless of the type of business transaction, reflects earnings power
or potential earnings power and/or the true economic value of the assets
of the acquired company.

The value assigned to depreciable assets by an acqu1r1ng company mayor
may not result in higher prices. Several other factors effect price:
volume, cost savings, etc. Also, the recovery of a higher depreciable
cost at any point in time never offsets the lower bargain value previously
recoverable.

Competition in performance and price should determine the price paid by
the government not the supplier's structure or ownership history.

c~
Andrew P. Heaton

RECEIVED
DEC" 8 1987
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(213) 887-8000

HERBERT L. FENSTER

DIAlr.CT DIAL (ZOZ) 78a·

LAW OF"F"lCES

MC;KENNA, CONNER & CUNEO
1575 EYE STREET, N.W.

WASHINGTON, O. C. 20005

(202) 769-7500

C.S... I[ AOO"1[99: ~CKlr.NCONN WASHDC

Tlr.Llr.lC (TWlC) 710-ezz-o'''G

TELlr.COPII[" (202) 78G-79G4

December 7, 1987

SAN FAA-He'SCC

TW~NTY".~"'~NTH ,. ...OOA

aT~UAAT STAlr.lr.T TOWER

ONE "'AAli\lr.T PI..AZA

SAN ~RANCISCo,CAL1,.OANIA G""OS

(.-IS) 1543-020'"

ORANOE COUNTY

NINTH "1..00,.

811 ANTON eOULI[VAAD

COSTA Mlr.SA, CALIFOANIA Qzeze
(7.4) 7!l1'3800

Mr. Frank Lierde
Acting Director
Office of Federal Acquisition

and Regulatory Policy
c/o General Services Administration
FAR Secretariat (VRS)
18th and F Streets, N.W.
Room 4041
Washington, D.C. 20405

Re: FAR Case No. 87-43

Dear Mr. Lierde:

This will refer to the Federal Register notice of October 28,
1987 titled "Mergers and other Business Combinations." The
subject notice indicated an intent to develop rules limiting
allowability of costs where increases in costs may be incident to
mergers or other business combinations. The notice invited com­
ments.

We are setting forth below our comments and statement of
position on this subject. It should be understood that the com­
ments and position reflect the views of this firm and not neces­
sarily the views of any particular client of the firm. As you
will note, it is our position that the subject presents signifi­
cant legal, business and economic issues which should be addressed
before any substantive regulatory or rulemaking language is con­
sidered.

Neither the Federal Acquisition Regulations nor any of its
predecessor regulations has addressed this subject other than in
the form of novation agreement, which is prescribed for use in the
case of acquisitions of assets. Nor do the Cost Accounting
Standards directly address this subject. RegUlation of this
SUbject, therefore, would be entirely new and it is appropriate to
consider not only the immediate impact of such regulation, but
also the larger and potentially more important business, economic
and political issues.

DEC I 5 1987
r ... t-· ( . r~

:'\' t·.·- , . r···.
, - \. ! I .., t-
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MCKENNA, CONNER &. CUNEO

Mr. Frank Lierde
December 7, 1987
Page Two

The limited historical treatment of this subject in the form
of novation agreement prescribed by the regulations made unallow­
able increases in costs of contracts in the hands of a transferee
over and above those which would have been incurred by the govern­
ment had a transfer not taken place. Two distinct limitations
existed even as to this provision. First, the provision was
limited to increases in costs resulting from changes in business
combinations other than by operation of law. Thus, while sales of
assets were (and are) covered by the provision, mergers were (and
are) not.

Second, the provision importantly related only to contracts
in being. This limitation, while seemingly very obvious, appears
not to have been considered in more current thinking: While it
may be that the government is entitled not to pay more for goods
and services than the amount it bargained for when a contract was
entered into, the government has no such entitlement as to con­
tracts not yet in being. In the latter case the government, like
any other customer, should expect to deal with the seller just as
it finds him.

We are aware of no business, economic or political reason for
the government to place itself in a position as a buyer which is
distinctly more favorable than that of any other buyer. Indeed,
there are important business and economic reasons why the govern­
ment should forbear from such conduct. Among these reasons is the
fact that many mergers and other business combinations in today's
unsettled economy have as their objective the strengthening of the
business base.

The government, like any other customer, derives an important
advantage from such strengthening, including the ability of the
emerging seller to finance the ever increasing costs of sustaining
the defense mobilization base. While these benefits may not
necessarily be translated immediately into dollar terms, it is
hardly deniable that they are significant to the government's
interests.

In this context, it would appear that the objections which
are presently being raised, particularly by DCk~, to a stepped up
basis for assets passed in connection with mergers and other
business combinations is that the government might "pay for these
assets twice." The seeming initial attractiveness of this argu­
ment is belied by a more careful analysis.
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One of the significant objectives of many mergers and other
business combinations is, in fact, to generate capital and the
ability to acquire capital by stepping up asset values. In
today's marketplace, this process is frequently far more feasible
than borrowing or the issuance of additional equity paper.

Mergers and other business combinations are crucial means
available to the aerospace and defense industry for the generation
of capital. Step up in asset values and business combinations
provide both direct additional capital and the improved ability to
borrow. These means are critical, since severe limitations con­
tinue to exist on the extent to which the government will directly
recognize cost of capital in the pricing of government contracts.
Similarly, the ability of defense contractors to borrow at reason­
able rates in the open marketplace is becoming increasingly
limited, particularly by the uncertainty which attaches to initia­
tion and continuation of major programs from which revenues may be
derived.

On the other hand, the Department of Defense is calling upon
defense contractors to finance far more of the costs of weapons
programs. This, for example, has led to the initiation of RDT&E
cost sharing contracts which at this time project a financing
burden on the defense industry in excess of $6 billion.

The imposition of limitations on revaluation of assets and
other step ups through mergers and other business combinations
would, in our view, severely depress the attractiveness of aero­
space and defense oriented companies in the marketplace. This is
particularly true since no projected time limitation would be
placed on such restrictions. For companies whose principal mar­
kets are in the aerospace and defense business, the limitations
would make them extremely poor acquisition and lending candidates,
since the limitations would cause rather dramatic underrecoveries
of indirect costs.

We believe that business and economic considerations such as
those just discussed strongly suggest that it is in the interest
of the national defense to continue the present regulatory pattern
which clearly permits the stepping up of asset bases resulting
from mergers and other business combinations. In this context,
the government is not paying twice for these assets. To the
contrary, it is, like every other customer, sharing the enormously
increased capital burden of sustaining production which includes
the maintenance and replacement of capital, plant and equipment.
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To the foregoing should be added our view that regulatory
attempts to curtail the right to a stepped up basis would (with
the exception of contracts subject to novation agreements) not be
legal.

It is our view that any regulations on this subject could
legally apply only to contracts in being which are of a cost reim­
bursement variety or to the incentive portion of FPI contracts.
In our opinion, an attempt to interpose limitations on recovery
based on growth in basis or other cost resulting from mergers and
acquisitions for firm fixed price contracts or future contracts
would be illegal as regulation in excess of statutory authority.

In fact, it is our view that such regulations would interpose
an unconstitutional condition upon future contracting. Perry v.
Sindermann, 408 u.s. 593, 597 (1972); Parks v. Watson, 716 F.2d
646 (9th Cir. 1983). This would be particularly true where con­
tracts subject to such a limitation could be unilaterally imposed
under provisions of the Defense Production Act of 1950, even if
authority under this statute were not directly asserted. In this
particular connection, the application of such regulations might
well constitute a compensable taking.

We believe that this subject deserves most careful and delib­
erate attention, particularly as to the business, economic and
legal considerations which it raises. We stress that the proposed
regulation is not merely an additional limitation in cost allowa­
bility, but has far larger and broader implications. In this
connection, we believe that the subject should be aired in hear­
ings which would enable the councils to elicit publicly the views
of interested and expert parties.

Respectfully submitted,

MCKENNA, CONNER & CUNEO

HLF/gt
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U.S. DEPARTMENT OF HOUSING AND URBAN DEVELOPMENT
WASHINGTON. DC. 20410-3000

December 9, 1987
OFFICE OF THE ASSISTANT SECRETARY
FOR ADMINISTRATION

Ms. Margaret A. Willis
FAR Secretariat (VRS)
General Services Administration
18th and F Streets. NW. Room 4041
Washington. DC 20405

Dear Ms. Willis:

The Department of Housing and Urban Development has reviewed
Federal Acquisition Regulation (FAR) Case 87-43 concerning mergers
and other business combinations. We have no comment.

We appreciate the opportunity to review the proposed FAR
rule.

sincerely yours.

Roosevelt
Director
Office of Procurement and Contracts

/L-( / '.
I '.. ',

RECEIVEn'



Federal Home Loan Bank Board
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o

o

DEC 1 0 1987

Margaret A. willis
FAR Secretariat (VRS)
General Services Administration
18th and F Streets, N.W.
Room 4041
Washington, D.C. 20405

Dear Ms. Willis:

The Federal Home Loan Bank Board has reviewed the GSA letter of
November 19, 1987, wherein a notice of intent to develop a proposed
rule and a copy of two proposed rules were included.

Upon review of the proposed form identified as "Solicitation/Contract
Form" in Case 87-37, we would like to know the purpose/intent of
Block 9, since there are no identifying titles.

The Agency has no problem with the intent of the proposed language of
the Federal Acquisition Regulation (FAR) Cases identified as:

. '''-
FAR Case 87-37;'Contract Simplification Program;

...0"FAR Case 87-43, Mergers and Other Business Combinations;
and

FAR Case 87-42,' ~~irces Sought Synopsis for Research and
Developnent.

Sincerely,

I
Ri ard
Director
Administration Office

RECE/\/ED ':-F I 7 ",
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Armed Forces Communications

and Electronics Association
AFCEA International Headquarters

4400 Fair Lakes Court. Fairfax. Virginia 22033-3899. USA
Telephone (U.S.) 703-631-6100 • Onternational) 001-703-631-6100
Facsimile (U.S.) 703·631·4693 • (International) 001-703-631·4693

Telex 90 1114 AFCEA FFX

December 10, 1987

Ms. Margaret A. Willis
FAR Secretariat (VRS)
General Services Administration
18th and F Streets, N.W.
Room 4041
Washington, DC 20405

Dear Ms. Willis:

Reference your letter of November 19, 1987. The Armed Forces
Communications and Electronics Association appreciates the
opportunity to provide, when appropriate, comments on FAR
proposals. Concerning FAR CAses 87-37, 87-43 and 87-42, we
have no comment to propose. Il, 01 ~j ':;

Sincerely,

/':::.' '0 s ph F. Denniston
~ Colonel, USAF (Ret.)

Director of Finance

/mmd

'I'hoJm.~tio""A.~;.tio"ofC·[. Pu......nofSIG~r:..~ I liED DEC r 7 /987
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AGENCY FOR INTERNATIONAL DEVELOPMENT
WASHINGTON. D.C. 20!l23

DEC 4 /987

j (lV- 0 '1
, / --

FAR Cases 87-37, 42, and 43Reference:

Ms. Margaret A. Willis
FAR Secretariat (VRS)
General Services Administration
18th and F Streets, N.W., Room 4041
Washington, D.C. 20405

Dear Ms. Willis:

Thank you for your letter of November 19, 1987 concerning
proposed FAR revisions for:

a. Contract simplification program;

b. Sources-sought synopsis for research and
development; and

c. Mergers and other business combinations.

The Agency for International Development has no objections to
or comments on the proposed changes.

Sincerely,

John F. Owens
Procurement Executive

UEe \ 5 1987



NATIONAL ENDOWMENT FOR THE HUMANITIES

WASHINGTON. D.C. 20110.

jr

87-37~ Contract

December 7, 1987

Ms. Margaret A. Willis
FAR Secretariat (VRS)
General Services Administration
18th & F Streets, N.W.
Washington, DC 20405

Dear Ms. Willis:

I am writing in regards to FAR Case
Simplification progra~ proposed rule;

FAR Case 87-42,~'ources Sought Synopsis
Development, proposed rule;

for Research and

The National Endowment for the Humanities (NEH) has no objection
to the above cases as drafted in the Federal Register.

Far Case 87-43r~!ergers and other Business combina~ions, NEH
declines to comment as there are few applications in which the NEH
is likely to be involved.

Sincerely,

Ro ert P. Stock
Contracting Officer
National Endowment for the Humanities

DEC I 5 1987
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UNITED STAllS ARMS CONTROL AND DISARMAMENT AGENCY
Washington, D.C 20451

Ref: (1) FAC 84-31
(2) FAR Case 87-37

FAR Case 87-43
FAR Case 87-42

December 18, 1987

FAR Secretariat (VRS)
General Services Administration
Room 4041
18th and F Streets, NW.
Washington, D.C. 20405

Attention: Margaret A. Willis

Gentlemen:

Reference is made to Ms. Willis' letters of October 20, 1987, and
November 19, 1987, which requested comments on Federal Acquisition
Circular 84-31 and FAR Cases 87-37, 87-43 and 87-42.

'IS '1'1 ,/I
This Agency appreciates the opportunity to review the proposed and
interim rules, but has no comment on any of the rules at this time.

S~:~~$ci~
Evalyn w. Dex~ .
Chief,
Contract Division

RECEIVED DEC 24 1987



NATIONAL LABOR RELATIONS BOARD

Washington, D.C. 20570

15 DEC 1987

Margaret A. Willis
FAR Secretariat (VRS)
General Services Administration
18th and F Street. NW - Room 4041
Washington. DC 20405

Dear Ms. Willis:

We have reviewed the proposed revisions to tpe Federal Acquisition
Regulations with respect to FAR Case 87-43:'~ergers and Other Business
Combinations. and FAR Case 87-42{ ~ources Sought Synopsis for Research
and Development. and we have no sti~stantive comments to offer.

Thank you for the opportunity to. comment.

Sincerely,

~
Ernest Russell
Director of Administration



U.S. SMALL BUSINESS ADMINISTRATION

W....SHINGTON, D.C. 204\6

DEC I 6 1987

Ms. Margaret A. Willis
FAR Secretariat (VRS)
General Services Administration
18th & F Streets, N.W.
Room 4041
Washington, D.C. 20405

Dear Ms. Willis:

, I~
October 28, 1987, FAR Case 87-43, Notice of intent to develop a
proposed rul e, Mergers and Other Business Combinati ons.

This is in response to your letter furnishing a copy of a proposed
rule and a notice of intent to develop a proposed rule with request
for comment as provided in the Federal Register and published as
follows: ,~

November 5, 1987, FAR Case 87-42; Sources Sought Synopsis for
Research and Development.

The Small Business Administration, Office of Procurement
Assistance, interposes no objection at this time to the issuance of
the proposed amendment to the FAR contained in FAR Case 87-42 as a
final rule. Further, it has no comment with respect to the notice
of intent to develop a proposed rule regarding mergers and other
business combinations (FAR Case 87-43).

Si ncerely,

~o~
Monika Edwards Harrison
Associate Administrator

for Procurement Assistance

<?EC <0
RECEIVED ~{s~?;



UNITED STATES
COMMISSION ON
CIVIL RIGHTS

1121 Vermont Avenue, NW.
Washington, D.C. 20425

December 18, 1987

Ms. Margaret A. Willis
FAR Secretariat (VRS)
General Services Administration
18th & F Streets, NW, Room 4041
Washington, D.C. 20405

Dear Ms. Willis:

Re: FAR Case 87-43

This responds to your request for comments on the notice of
intent to develop a proposed rule noted above. The Commission
has not administered a contract involving a merger or
acquisition of the contractor; therefore, we have no comments
to offer on this subject.

Thank you for providing us the opportunity to contribute to
the development of this proposed rule.

Sincerely,

~'-?I~
WILLIAM H. GILLERS
Solicitor

RECEiVED



Vincent T. Noone
Management Consulting
Government Contract Costing
and Accounting

1eneral Services Administration
FARSec~etariat (VRS)
Itlth and F Streets, N. ".1.
Room 4041
Washington, D. C. 20405

Gentlemen:

December 21, 19~7

SUbject: FhR Case ~7-43

934 Pinecraft Road
Berwyn, PA 19312
(215) 647-7306

1J? -43 - /t:t

Thank you for this oportunity to comment on the subject rhR Case. I
understand this Case has been established to examine whether the Jovernment
should recognize depreciation and cost of money resulting from asset writeups
under the purchase methoa of accounting for a business comb1nation, and
Hhether existing regulatiuns for t:1is SUbject are adequate.

I believe the following general principle should apply concerning the
allowability of the costs:

Depreciation and cost of money should be allowable
on contracts entered into after the effective date
of the business combination, but should be unallowable
on contracts entered into on or before the effective
date of the business combination.

Before explaining my rationale for the above, or commentin~ on the adequacy
of existing re~ulations, I feel it would be instructive to review the events
involved in the Marquardt case, which brought this subject to the fore.

The first event was the sale of the Harquardt subsidiary by one parent (CCI)
company to another parent (ISC) company. In effect, Marquardt remained a legal
entity, but in the process one business combination (Marquardt and CCI) was dis­
placed by a new and different business combination (Marquardt and ISC). I am
emphasizing this point (a change in the business combination) because existing
regulations covering the use of novation agreements do not address this situation
adequately. This may be seen from the next event.

The next event was the decision not to require novation agreements for the
contracts then being performed by Marquardt. This was based on the idea that
Marquardt was the same legal entity before and after the change in parents, and
that there was no need to novate the contracts. This was correct from a narrow
legalistic viewpoint, but it indicates a weakness in the use of novation agree­
ments under current regulations. Had the novation a~reements been executed, the
Marquardt appeal and subsequent litigation would probably have been avoided.

- 1 -



Vincent T. Noone
FAR Case U7-43
Jecember 21, 19U7

Using the Harquardt case as an example, the point can be made that something
si~ificant occurs, when a new business combination is formed, that can affect
and add to the costs of the subsidiary segment of the combination. Under Cost
Accounting Standard 40) (Allocation of Home O~fice Expenses to Segments), the new
parent is permitted to allocate costs from the parent company to the subsidiary.
Sxamples of these costs are central accruals, central payments, staff management
costs, and residual costs.

The ~overnment should have some positive means to protect itself from
increased costs on the subsidiary's contracts arisinG from such allocations.
This protection should extend to the entire ~amut of home office expenses, not
just depreciation and costs of money.

One way this protection might be provided would be to require novation
agreements for the contracts being performed by the subsidiary segment of a new
business combinGtion. If, in the Marquardt case, novations had transferred the
contracts from l1arquardt, a subsidiary of CCI, to Marquardt, a subsidiary of
ISC, the increased costs flowing from the asset writeups would have been
nonreimbursable under Paragraph (b) (7) of the agreements.

Skipping past the i.CO's disallowance of the increased depreciation costs,
and the Marquardt appeal, the next event was the Board of Contract Appeal's
decision to deny the appeal. The Board's decision, in my opinion, was correct,
even though the Board's explanation of the decision was strained and unconvincing.
It included the statement: liAs a result of the transaction, ISCE incurred the
cost, not ~arquardt, and if ISCE is to recover the purchase costs of acquiring
~arquardt, it can only do so under its own Government and commercial contracts."
This statement is unrealistic because any attempt by ISC to recover the purchase
costs of Marquardt against its own contracts would violate the principle of cost
allocability. The 30vernment, for one, would reject such costs under ISC's own
contracts for t~e simple reason that the depreciation of !1arquardt's assets are
not applicable nor allocable to ISC's own contracts.

Here the Board overlooked important facts - that ISC is a home office of
Marquardt and that CAS 403 would come into play. Even if the depreciation of
the stepped up assets were to be recorded on ISC's books, CAS 403 reqUires
these costs to be allocated on a beneficial or causal relationship to Marquardt.

To support its decision, the Board also stated: "i-farquardt remains a
separate legal entity, obli~ated to perform its contracts, and these costs
cannot be burdened 101i th costs incurred by a third party." The first part of
the statement (legal entity obligated to perform) is true, but the second part
(cannot be burdened with costs incurred by a third party) is patently incorrect.
The Cost Accounting Standards in several places recognize burdenin~ by a third
party. One example is CAS 4U3 whereby central accruals, central payments, staff
management costs, and residual costs of a home office (third party) are charged
to segments for burdening to their contracts. Another example is CAS 420 (Account­
ing for IR&D and B&P Costs) where it is recognized that IR&D costs incurred by

- 2 -



Vincent T. Noone
FJ..R Case 87-43
December 21, 1987

the home office (a third party) may be transferred to a benefitting segment for
bUrdening to its contracts. In like manner, Cas 4u4 (Capitalization of
Tangible Assets) can be construed to set the sta~e for transferring the deprecia­
tion costs of stepped up assets from the third party parent corporation to the
acquired subsidiary, in compliance with the allocation procedures set forth in
CAS 4u3.

Contrary to what the Board said in its original decision, it is evident
that depreciation on the stepped up asset values was and is allocable to the
Marquardt segment. However, allocability is but one of several factors bearing
on allowability. The next two events established the unallowability of the
increased depreciation costs, at least for the contracts then under performance
by Marquardt as of the date of the Marquardt/rSC business combination.

rhe next event was the Board's rejection of Marquardt's request for recon­
sideration. Here the Board acknowledged some errors in its earlier opinion, but
decided that Harquardt had not satisfied the requirement of llcost incurrence" ­
that Marquardt had incurred no cost with respect to performance of its Government
contracts as the result of the purchase of its stock by rsc.

The final event was the decision of the U. S. Court of Appeals rejecting
Marquardt's attempt to recover the increased costs, holding that the Board
correctly disallowed the writeup of the assets for the purpose of charging
depreciation thereon to the Government as part of overhead.

The Marquardt case serves to establish the principle that a parent corpora­
tion may not burden the existin~ contracts of its subsidiary with the increased
cost of depreciation (and by extension - cost of money) arising from the use of
the purchase method of accounting for a business combination. In my opinion,
equity demands that the contracts should continue to be performed without any
obligation on thelovernment's part to pay for increased costs simply because
some other company decides to acquire the contractor. The Government has the
right to expect performance and completion of the contracts in accordance with
the bargains reached originally with the contractor.

Conversely, the Government cannot expect that this compact continues and
applies to negotiations of new contracts following the formation of the new
business combination. For proposals and negotiations after this happening,
wholly new circumstances apply. Typically, these are:

1) The parent company has paid out good money for the acquisition of
the subsidiary.

2) The purchase method of accounting recognizes that part or all of
the investment pertains to physical things, whose current values
are to be determined and used for financial accounting purposes.

3) The new asset values are recognized for Federal income tax purposes.
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'lincent T. Noone
FAR. Case t37-43
December 21, 1987

4) Depreciation, based on the new asset values, is recognized both
for financial accounting and ?ederal incoMe tax purposes.

5) The new asset values, less depreciation, represent a fair
measure of facilities capital employed by the contractor.

6) The DOD profit policy is based largely on facilities capital
employed, and the profit policies of other agencies give
consideration to facility investments.

7) The new business combination will be expecting to realize a
fair return on its investment.

For new contracts, negotiations cannot be structured around old and no
longer applicable cost data. Accordingly, depreciation and cost of money
should be calculated and allowed on trle basis of the revised values of the
assets. It should be recognized that the revised asset values are not
necessarily increased under the purchase method of accounting. Instances may
occur where the revised asset v01ues are lower than the asset values previously
on record. Whether higher, lower, or the same as before, the asset values
established under the purcl~se method should form the basis for depreciation and
cost of money used in negotiation or contract prices and determinations of
allowable costs on contracts entered into after the date of the new business
combination.

Turning to the subject of the adequacy of current Government regulations,
I have the followin~ suggestions and comments:

a. Consideration should be given to revising FAR Subpart 42.12 to
require contractors, that are acquired and take on a sUbsidiary relationship
within a business combination, to seek novation agreements in order to recognize
the business combination as the successor in interest. Such novation agreements
would protect the 30verrrment contracts from any increased costs (not just depreci­
ation and cost of money) that may be allocated to the performing subsidiary by
the home office.

b. Ordinarily, one should expect that the regular Cost Account~ng

Standard clauses (FAR 52.230-3 and 52.230-5) would prevent additional costs to
be paid oy the Government due to changes to cost accounting practices which
increase depreciation and cost of money allocations to contracts. However, it
can also be argued that such increases flow from changes in asset values required
by CAS 404.50 (d) when the purchase method of accounting applies to a b~s1nesB

comb~nation. CAS 404 is the impediment, and consideration should be given to
eliminating it entirely. CAS 404 is a financial accounting standard, not a true
cost accounting standard. Its issuance by the CAS Board was probably an ultra
vires act on their part. The SUbject of capitalization of tangible assets should
be left to the Financial Accounting Standards Board of the hICPA.

- 4 -



Vincent T. Noone
FAR Case t37-43
December 21, 1987

c. Probably the most efficacious thing that could be done to improve
Government regUlations covering this subject would be to include a provision in
FAR 31.205-27 (Organization Costs) and/or in FAR 31.205-11 (Depreciation) and
FAR 31.205-10 (Cost of Money) to the effect that depreciation and cost of money,
flowing from revised asset values under the purchase method of accounting, are
allowable, except that any increases in these costs are not allowable for
contracts entered into on or before the effective date of the business combina­
tion.

I hope the above comments will be helpful in your considerations of the
subject under FAR Case ~7-43.

Sincerely,

~-;;Yf~
Vincent T. Noone

- 5 -
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American Institute of Certified Public Accountants

----~~------_.-----_.-_..

1455 Pennsyl vania Avenue, N W ... as· • ~ton, DC 20004 ·1007. Telephone '202 ~37 -: '300

General Services AdIT-inistration
Margaret Willis, FAR Secretariat (VRS)
18th & F Street, N.W.
Room 4041
~ashington, DC 20405

RE: FAR Case 87-43

Dear Ms. Willis:

The American Institute of Certified Public Accountants (AICPA)
is the national professional organization which represents approxi­
mately 250,000 CPAs in public practice, indus~ry, government
and education.

The AICPA's Defense Contractors Committee (the Committee) has
recently reviewed the notice of intent to develop a proposed
rule regarding "Mergers and Other Business CO::1binations" (FAR
Case 87-43). Because of the complexity and importance of the
issues involved in the proposed rule, the Co~~ittee believes
that a discussion of the issues with the Defense Acquisition
Regulatory (DAR) Council Subcommittee will be more beneficial
to the government than submitting a comment letter at this time.
Accordingly, the Committee requests a meeting with the DAR Council
Subcommittee to dicuss this matter.

Please contact me at Arthur Andersen & Co., 1666 K Street, N.W.,
Washington, D.C. 20006, (202) 862-6726 or Bob Moran, at the AICPA's
Washington office to arrange a mutually convenient date.

Sincerely,

W~~.v--.---""1, k. QJu.J~

William T. Keevan
Chairman
AICPA Defense Contractors Committee

cc: Defense Contractors Committee

WTK:aks

o c (' C I \ I r n n~(' ') (l ." i
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December 18, 1987

Ms. ~argaret A. Willis
F~R Secretariat (VRS)
General Services Adminis~ration

Roo~ 4041, 18th & F Streets, NW
Was~ington, DC 20405

Dear Ms. willis:

This is in response to your request for comments on proposed
rules concerning simplification of contract forms (Case 87-37)
and clarification of requirements for svnopses of research and
development solicitations (Case 87-42~~and notice of intent to
develop a proposed rule concerning increased contract costs after
sale and merger of Government contractors (Case 87-43)~20

Attached are brief comments concerning the three cases. We
ap~reciate the opportunity to review and comment on the proposed
rules. Please send us a copy of the draft rule resulting from
Case 87-43 when it is ready for further review.

William E. Eicher
Major General, US Army (Ret.)
Vice President and Director
Advisory Service

WEE:meh

DEC 30 1987



COMMENTS O? AMERICAN DEFENSE P~EPAREDNESS ASSOCIATIOK

Case 87-37

The purpcse of the changes proposed in this case is to include
as an au:.hcrized form of solicitation and contract a :1e'.,· "simplified"
contract format in place of the current "uniform" con:ract format.
We have reviewed the FAR changes needed to accomplish tje stated
purpose and find them to be appropriate. In using the "simplified"
format a(SF 14XX), contracting officers should find t~e preparation
and orga~ization of the new format to be an easier task to accomplish.

Likewise, the submission by offerors of annual rep~esentations

and certifications instead of repetitive individual rep~esentations

and certifications should simplify and expedite their preparation
of bids and proposals and contracting officers' prepara:ion of
contract a\vards.

Case 87-42

FAR 5.205(a) is proposed to be revised to change from mandatory
to discretionary the publication of Commerce Business Daily advance
notices of the interest of contracting officers "in potential
R&D programs whenever existing solicitation mailing lists do not
include a sufficient number of concerns to obtain adequate competition".
While the change is more than merely "clarification", we agree
that the change is desirable in that it authorizes publication
of CBD notices when necessary to fill out R&D solicitation mailing
lists.

Case 87-43

The problem in this case is whether the Government should
be at risk for increased cost where ownership of a Government
contractor is changed during the life of a contract. It seems
to us that, where a segment of a business unit is performing an
existing Government contract, there should be no change in the
contractor's cost or price merely as a result of a change in ownership
of the contractor. If any change in costs results from a change
in ownership, the increased cost should be absorbed by the contractor
and should not be charged to the Government. The financial position
of the contractor as to cost and profit should not be changed
because of a change in ownership. The contractor's position should
be no different than it would be if only its name were changed
by "novation", without changing cost or price.

The Cost Accounting Standards published in Federal Acquisition
Circular 87-30 include a provision to the effect that an unallowable
cost remains unallowable as a Government cost notwithstanding
the sale of the Government contractor to another entity, the "purchase
method," even though the unallowable cost is absorbed by the contractor.
This is an indication to us that the position we have expressed
is sound.



PANAMA CANAL COMMISSION
2000 L STREET, NW.

SUITE SSO

WASHINGTON, DC 20036

OFFICE OF
THE SECRETARY

December 28, 1987

Ms. Margaret A. willis
FAR Secretariat (VRS)
General Services Administration
18th &'y streets, N.W., Room 4041
Washington, D. C. 20405

Dear Ms. Willis:

This is in response to your request of November 19 for comments on a
proposed rule and a notice of intent to develop a proposed rule that
revises the Federal Acquisition Regulation (FAR) with respect to FAR
Case 87-37 and FAR Case 87-43 ..... 2 /

"1
We have reviewed both proposals and offer no comments.

Sincerely,

Barbara A. Fuller
Assistant to the Secretary
for Commission Affairs

RECEIVED
DEC 3 '10C) I
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PROFESSIONAL SERVICES MANAGEMENT ASSOCIATION

1213 Prince Street Alexanclrla, VlI'glnia 22314

703/684-3993

December 23~ 1987

FAR Secretariat (VRS)
General Services Administration
18th and F .Streets, N.W.
Washington,D;C. 20405

Gentlemen:

Reference is made to your letter of November 19, 1987, concerning your notice
of intent to develop a proposed rule on Mergers and Other Business
Combinations, FAR Case 87-43.

Our comments on the subject of July 9, 1987, related to FAR Case 87-19, are
enclosed.

Very truly yours,

PROFESSIONAL SERVICES MANAGEMENT
ASSOCIATION

By t.l.k
Edwin P. James

dja

Reply to: c/o Arthur Andersen & Co.
33 West Monroe Street
Chicago, Illinois 60603

r ~..-. ::IVEn
l . • '--- (,..,

DEC 3 I /987
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PROFESSIONAL SERVICES MANA..gE~IATION
1213 Prlnce Street Alexandria. Virginia 22314

703/684-3993

July 9, 1987

FAR Secretariat (VRS)
General Services Administration
18th and F:Streets, Northwest
Room 4041 .
Washington, D.C. 20405

Gentlemen:

Reference is made to your May 29, 1987, letter concerning proposed revisions
to the FAR on two subjects. Our comments are as follows:

1. FAR CASE 87-l8--TRADE, BUSINESS, TECHNICAL AND PROFESSIONAL ACTIVITY
COSTS, FAR 31.205-43

--i 2.

This Association commends you on proposing a reV1S1on which is not
detrimental to industry and clarifies the kinds of costs that are
allowable. It is a welcome relief from your many recent revisions beamed
at cutting the Defense Department budget at the unfair expense of
industry.

FAR CASE 87-l9--EXTRAORDINARY COMPENSATION AND CERTAIN ORGANIZATION COSTS
IN CONNECTION WITH MERGERS AND OTHER BUSINESS COMBINATIONS, FAR 31.205-6
AND 31.205-27

These costs are costs associated with doing business in today's
atmosphere. We believe that all organization and reorganization costs
sho~ld be allowed on Government contracts as they benefit the Government
in the long run. We realize organization costs have been unallowable for
a long time. We recommend that FAR 31.205-27 be deleted in its
entirety. Why should the Government benefit from such activities and pay
nothing for them? It is another example of your "one-way street,"
similar to Contribution and Donations.

In regard to golden parachutes and golden handcuffs, DCAA has questioned them
in the past based on reasonableness and allocability. The proposed revisions



...

FAR Secretariat (VRS) -2- July 9, 1987

put teeth in the DCAA approach. This Association believes a reasonable
portion of such costs should be allowed on Government contracts as a neoessary
cost of doing business in today's business merger atmosphere (condoned by
Congress).

Very truly yours,

PROFESSIONAL SERVICES
MANAGEMENT ASSOCIATION

~~I~~By 0- .. ~

Edwin P. James, Consultant
Arthur Andersen & Co.

JJB

Blind copy to: Mr. Lowell V. Getz, Certified Public Accountant
Mr. Daniel R. Shevchik, Malcolm Pirnie, Inc.
Mr. Thomas M. Swoyer, Roy F. Weston, Inc.
Mr. Herbert A. Hoyles, Hoyles Associates, Inc.
Mr. Kerry Harding, PSMA

Gary E. Holdren, Chicago
GCC-002
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General Services Administration
Office of Acquisition Policy •

. ·Washington, DC 20405

NOV 19 1981 I
~ If ju!i,

Enclosed is a copy of a notice of intent to develop a proposed
rule and a copy of two proposed rules. All three proposals
request. c9mment to revise the Federal Acquisition Regulation
(FAR) as· provided to and published by the Federal Register as
follows: .

a. FAR Case 87-37, Contract Simplification program,
comments due December 7, 1987.

b. FAR Case 87-43, Mergers and Other Business Combinations,
comments due December 28, 1987.

c. FAR Case 87-42, Sources Sought Synopsis for Research and
Development, comments due January 4, 1987.

Please cite the apprapr tate .FAR case (s) and send your comme"nts
. to the FAR secretariat (VRS), General Services Administration,
·18th , F Sts., NW'o Room· 4041, Washington, DC 20405.

~~c~
MARGARET A. WILLIS
FAR Secretariat

Enclosures



"

~ Veterans
.~ Administration

Ut t; ;, 0 1987

•
Ms. Margaret A. willis
FAR secretariat (VRS)
General services Administration
18th & F Streets, NW., Rocm 4041
Washington, DC 20405

Office of the
Administrator
of Veterans Affairs

/-r
Washington DC 20420

c; II / /0 r7 ?
o / -",,-) - U~"")

In Reply Refer To:

Dear Ms. willis:
, / 1.~ /V

I appreciate the opportunity to cament on FAR Cases 87-43 and 87-37.
The Veterans Administration takes no objection to the proposed rules to
arrend the FAR.

we do, hCMever, offer the following additional caments concerning
FAR Case 87-37, Contract Sinplification:

a. 14...201...9 (e) (4) - In large part, this material restates proposed
FAR subpart 14.201-1(c). Eliminate the redundancy. ~le proposed
FAR subpart 14.201-9 as a whole strives to sinplify the solicitation
structure, it appears that it has only eliminated the valuable indexing
aid offered on the SF 33. All of the content elenEl1ts of the Unifonn
Contract Format (OCF) appear here, except that they are not identified as
individual sections. SUbpart 14.201-9(c) requires a Contracting Officer
to "include the clauses required by law or by this regulation," and to
incorporate additional clauses when necessary to the acquisition. The
proposed FAR revision, therefore, does not appear to offer regulatory
relief, but instead seems to provide cosrretic rather than substantive
Changes.

b. 14.213 (b) - The VA is not highly centralized at this ti.rre. The
requirenEl1t for "centrally requesting, receiving, storing, verifying, and
updating offeror's annual submissions" may be difficult to inplenEl1t
given our limited access to ADP data bases. '!bus, the annual
certifications would initially be of limited value to VA Contracting
Officers.

c. 15.406...1 (b) - Revise the proposed w::>rding. The intent of the
sinplified contract fonn is to eliminate use of the OCF. Therefore,
paragraph (b) should not state "or SF 14XX, incorporates section K by
reference in the resultant contract." SF 14XX does not contain a
section K.

d. 15.406...2(a) (1) - 8arre caments as above, SF 14XX does not have a
section A.

e. 15.406...2 (a) (3) - The grarrmar is incorrect. The Contracting
Officer shall select a single SF 33, SF 18, or SF 14XX. The statenEl1t
should correctly read, "When neither the SF 33, SF 18, nor SF 14XX is
used.... "

"America is #I-Thanks to our Veterans"
J.L\i~ - l 1988
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Ms. Margaret A. willis

f. 14.213,15.407,.and15.416 - Recommend stating guidance
concerning annual representations and certifications will be outlined in
the i.nplementing agency procedures. Otherwise, wording such as the
Contracting Officer "may use the sirrplified contract format" or "shall
insert" the FAR provision "if annual representations and certifications
are utilized," does not offer clear guidance.

g. 52.214-20 and 52.215.35 - Delete the reference to paragraph (a)
since there is no paragraph (b) in the provisions.

h. 53.215..-1(g) - Is the reference to 15.414(a) correct? It appears
it was intended to reference 15.414(c).

we also have the following camrnents on the prq:>osed SF 14XX:

a. Review the· format - It is awkwardly designed; for exarrple, there
is no reason for the contract mnnber and award date to appear as blocks 2
and 3 when the actual award action is oriented toward blocks 23-28.
SUggest that blocks 12 and 14 be rroved toward the bottan of the page.
'lli.ere is no block identified for due date for receipt of offers. Block 9
does not reflect an identifying heading as to the nature of the
information to be reflected there. Block 10 restates block 18. Block 12
does not require the arrount of space allocated. Block 13, contractor
offeror, would rrore suitably appear with block 27 and its unnumbered,
related block, "Narre and Title of Signer." It is not clear why the last
four blocks on the page were not numbered. Block 22 may not offer
sufficient space for large dollar arrounts. SUggest adding a reference to
block 8 to the page on which the set-aside notices may be located. Also,
review the tenninology, "canbined small business & labor surplus area
concerns?" Why "canbined" and not the standard "joint" reference? What
happened to FOB point or delivery requirements?

b. Block .11 - Would allON the offeror to insert a ti.Ee Period other
than the identified in Block 9 within which the Government can accept its
offer. As noted in the parenthetical, this ti.rre Period will be "60
calendar days unless offeror inserts a different Period...• " With regard
to similar provisions found on current standard fonns, if an offeror
should insert a ti.rre period less than the 60 days ordinarily contemplated
by the Government for acceptance of offers (which is possible, based on
the wording of this provision), its bid would be declared nonresponsive
(see General Elevator Co., Inc., B-226976, April 7, 1987, 87-1 CpD,
paragraph 385). 'lli.erefore, we recommend that this issue be raised with
the Civilian Agency Acquisition COUncil in an effort to avoid the
confusion, and nonresponsive offers, that ensue as a result of i.nproperly
canpleting this block.
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Ms. Margaret A. Willis

fOI[:

c. "No· Response. for Reasons·Checked" - It is not clear 'Whether this
is the reverse of SF l4XX or if this is a separate doctnrent to be
returned if the offeror elects not to suhnit pricing. If this is a
separate docurrent, add the solicitation number sare'Where.

Sincerely,

A.~
SUSAN L~S'roNE

Associate Deputy Administrator
for Logistics



Audit policy
and Oversight

INSPECTOR GENERAL
DEPARTMENT OF DEFENSE

400 ARMY NAVY DRIVE
ARLINGTON, VJRGINIA 22202

DEC 2 9 1981

MEMORANDUM FOR FEDERAL ACQUISITION REGULATORY SECRETARIAT,
GENERAL SERVICES ADMINISTRATION

SUBJECT: Federal Acquisition Regulation Case No. 87-43,
Mergers and Other Business Combinations

This memorandum is in response to your request for
comments related to the allowability of costs incident to
mergers and other business combinations.

Below is a summary of our recommendations. The enclosure
to this memorandum provides the rationale upon which our
recommendations are based. The sections to the enclosure are
listed after each summary.

1. The Government should not recognize on its
contracts any increased depreciation or cost of money costs
which result from the write-up of asset values sUbsequent to a
business merger/acquisition. (Section 1)

2. Any Federal Acquisition Regulation (FAR) changes
with respect to the allowability of business combination costs
should include the requirement to adhere to FAR Subpart 42.12,
Novation and Change-of-Name Agreements. (Section 2)

3. Any increased costs resulting from a business
acquisition involving the purchase or exchange of stock should
be explicitly disallowed. (Section 3)

4. Since Cost Accounting Standards (CAS) take
precedence over FAR with regard to cost allocability, we
recommend that any stepped up values only be recognized when
the Government has shared in the seller's gain. (Section 4)

5. Any regulatory changes should incorporate specific
criteria which must be met by contractors to ensure that a
change in the "new" contractor's identity does in fact occur.
(Section 5)

JAN -7 1988
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6. Specific criteria should be included in the
procurement regulations to address both the requirements for
independent appraisals of assets and the treatment and
definition of long-term contracts as an intangible asset.
(Section 6)

7. Changes to FAR should include comprehensive
definitions of all terms relating to mergers/acquisitions.
(Section 7)

We appreciate the opportunity to comment on this proposed
revision. Should you have any questions regarding our
comments, please contact Mr. Charles L. Cipolla, Deputy
Assistant Inspector General for Audit Policy and Oversight, on
693-0002.

~~~.~a;e;H. Curry
Assistant Inspector Gen ral

for Audit Policy and Oversight

Enclosure



Federal Acquisition Regulation Case No. 87-43,
Mergers and Other Business Combinations

The central question to be addressed is whether or not
there are any circumstances under which the Government should
recognize increased contract costs flowing from the write-up of
asset values as the result of a business merger or acquisition.
In recent appeals cases (Marquardt ASBCA 29888 and Marquardt
Co. v. U.S., CA FC No. 86-1546), the decisions which have been
rendered strongly indicate the need for additional government
regulatory action regarding business combinations. Among these
indications are:

o The apparent lack of direct benefit to government
contracts in accordance with FAR 31.201-4 (DAR 15-201.4).

o The necessity for generally accepted accounting
principles (GAAP) to be consistent with government procurement
rules and regulations.

o The determination that full acquisition cost
treatment in accordance with Internal Revenue Service (IRS)
Section 338(a) (1) and Securities and Exchange Commission
requirements is not binding on the Department of Defense.

o The need for emphasizing prudence on the part of
contractors in their dealings with the Government and the
public at large.

o The conclusion that acqu1r1ng entities cannot
accomplish through a stock purchase what could not be
accomplished through a purchase of assets.

Specifically, we believe that any Federal Acquisition
Regulation (FAR) changes which affect the allowability of costs
arising from mergers and other business combinations should
address the following topics:

1. Recognition of Gain by Sellers. Although
FAR 31.205-16 does not specifically mention business mergers
and acquisitions, we think that a case can be made for
identifying the excess of the selling price received over the
stated net book values as a gain to the sellers in which the
Government should share. The FAR 31.205-16 (e) states that
gains from mass or extraordinary sales, retirements, or other
disposition shall be considered on a case-by-case basis.
However, we are aware that under current conditions, once the
merger/acquisition has taken place, the sellers or stockholders
no longer form an identifiable entity to which gains can be
assigned for purposes of crediting the Government. Therefore,

Enclosure
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it may be appropriate for the regulations to require the
sellers in a business merger/acquisition be assigned
proportionate shares of the transaction's total gain in order
to enable the Government to partake of the gain as it would
under the disposition of individual assets. Perhaps, the
sellers could be required to make a cash payment to the
Government for the Government's allocable share of any gain.
It may also be desirable to achieve some measure of consistency
with the IRS tax treatment accorded to the sellers with respect
to gains.

2. Novation Agreements. Although FAR Subpart 42.12
clearly sets forth the responsibilities and requirements for
executing novation agreements, we have observed in at least
three recent business acquisitions that novation agreements
were not executed. As a result, increased depreciation costs
based on stepped-up asset values were charged to government
contracts in force at the time of the acquisitions. In two of
these cases, the contractors' attorneys argued that novations
were unnecessary since the anew" contractors (post-acquisition)
continued to perform as contractually required. Consequently,
in accord with the established legal principle, "operation of
law," obligations under existing government contracts were
automatically assumed by the "new" contractor. The contractors
further claimed that since novations had not been executed,
increased depreciation costs based on stepped-up asset values
were permitted on government contracts in force prior to the
acquisition. However, had the Government insisted on executing
the proper novation agreements, increased costs could have been
avoided. Therefore, we recommend that any FAR changes with
respect to the allowability of business combination costs
include the requirement to adhere to FAR Subpart 42.12. It may
be most appropriate to insert this requirement in the
appropriate subpart of FAR Part 15.

3. Purchase of Assets Versus Purchase of Stock. The
primary rationale employed by contractors to step up asset
values subsequent to a business merger/acquisition is that such
a measure is required by Accounting Principles Board Opinion
No. 16 under the "purchase method" of accounting. In several
recent acquisitions, the medium of exchange has been stock.
This is especially prevalent with regard to leveraged buy-outs.
In the Marquardt case ASBCA 29888, the Board ruled that the
purchase method of accounting was inappropriate since only
stock had been exchanged and that the acquired company
(Marquardt) had not in fact changed its identity. The U.S.
Court of Appeals (CA FC No. 86-1546) upheld the ASBCA's
decision and specifically concluded that a company acquired in
a pure stock transaction cannot increase the value of its
assets under the purchase method for government contracts. The
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Court of Appeals added that any reliance upon generally
accepted accounting principles must be consistent with
applicable procurement regulations. We recommend that any
increased costs resulting from a business acquisition involving
the purchase or exchange of stock be explicitly disallowed.

4. Cost Accounting Standards. Cost Accounting
Standards (CAS) 404.50(d) states that under the purchase method
of accounting for business combinations, tangible capital
assets shall be assigned a portion of the cost of the acquired
business, not to exceed their fair values as of the date of
acquisition. We see a potential problem in disallowing all
increased costs as a result of asset reevaluation since CAS
recognizes the purchase method of accounting for purposes of
allocating costs. A contractor might argue that if it properly
used the purchase method of accounting in conjunction with an
acquisition, CAS would then permit the write-up of its assets.
As a result, it would be entitled to pass along increased
depreciation and cost of money costs on its government
contracts. As long as the selling company shares the gain with
the Government, based on the Government's prior participation
in previously allocated depreciation expense, the write up of
assets for depreciation and cost of money would be acceptable.
See our comments on Recognition of Gain by Seller.

5. Nature of a Contractor's Identity After a Business
Combination. In the Marquardt ASBCA Case 29888, the Board
ruled that Marquardt, the acquired company, had not, in fact,
changed its identity vis a vis the Government as a result of
its purchase. The Board stated that Marquardt had (i)
continued to perform on its contracts with the Government, (ii)
not novated any of its existing contracts, (iii) not changed
its officers, and (iv) remained, in essence, independent and
autonomous with respect to its new owner. We recommend that
any regulatory changes incorporate specific criteria which must
be met by contractors to ensure that such a change in identity
does actually take place.

6. Independent Appraisals of Fair Value. In certain
recent mergers/acquisitions, there has been disagreement
concerning the extent, accuracy, and objectivity of independent
appraisals of purchased assets. In one instance, the Govenment
employed its own appraiser to determine fair asset values, and
the resulting appraisal differed significantly from the two
appraisals which had been obtained by the contractor in
question. There was also a dispute concerning the contractor's
attempt, based on one of its appraisals, to write up existing
long-term government contracts as intangible assets to be
amortized. From the Government's point of view, this action
appeared to be tantamount to recognizing the recovery of
goodwill which is prohibited by FAR 31.205-49. We recommend
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that specific criteria be included in the procurement
regulations to address both the requirements for appraisals and
the treatment and definition of long-term contracts as an
intangible asset.

7. Definition of Terms. We recommend that any
contemplated FAR changes regarding the allowability of stepped­
up asset evaluations include definitions of appropriate terms,
such as mergers, acquisitions, leveraged buy-outs, the purchase
method of accounting, and pooling of interests.
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EMERSON

ELECTRONICS & SPACE DIVISION
EMERSON ELECTRIC CO.

December 28, 1987

General Services Administration
Ms. Margaret A. Willis
FAR Secretariat (VRS)
18th &F Street NW
Room 4941
Washington, D.C. 20405

Subject: FAR Case 87-43

Dear Ms. Willis:

We appreciate the opportunity to provide comments on the Civilian Agency
Acquisition and Defense Acquisition Regulatory Councils' intent to develop
a proposed rule addressing the allowability of costs incident to mergers
and other business combinations. Specifically, we would like to address
the subject of whether costs associated with an asset write-up under the
purchase method of accounting should be treated as allowable. It is our
opinion that such costs should be allowed.

As an initial point, generally accepted accounting principles (Accounting
Principles Board (APB) Opinion No. 16, Accounting for Business Combinations)
require that the step-up of assets be included in the depreciable
cost base. Moreover, it is apparent that the authors of Cost Accounting
Standard (CAS) 404, Capitalization of Tangible Assets, clearly intended
for the costs associated with a step-up in the value of assets as the
result of a business combination accounted for under the purchase method
(whether an asset acquisition or a stock acquisition) to be allocable to
Government contracts entered into after a business combination occurs.

We recognize that one of the most difficult·concepts regarding the cost
allowability of an asset write-up hinges upon the fairness of charging
the Government a higher cost on a "post-acquisition" basis for the same
assets which had been used in contract performance at a lower cost on a
"preacquisition" basis.

It is, however, proper and "fair" to allow the costs associated with a
step-up of assets in an asset aCquisition transaction for the following
reasons:

EMERSON ELECTRIC CO..
8100 W. FLORISSANT
ST. LOUIS. MISSOURI 63136

Mailing Station

Telephone: (314) 553-

SO 1880

3131
3131



• December 28,.1987 Page 2
,-----------------------------------------------------------------~~~-~

o To do otherwise would be patently inequitable to the seller.
In other words, to di sa 11 ow the write-up woul d be to destroy
the value of the property.

o In dtsallowing a step-up, the Government is implying it has
some sort of property interest in the assets of a contractor.
This, however, is not the case. The Government, in paying a
cost for depreciation, does not thereby purchase a contractor's
assets. Rather, the Government is purchasing a contractor's
products. The Government is tasked with purchasing these
products at a fair and reasonable price. In negotiated procure­
ments, a fair and reasonable price is determined on the basis
of a contractor's product cost, and the depreciation associated
with the fair value of the underlying assets acquired is clearly
an actual and reasonable product cost to be considered in
contract pricing.

~'oreover, it is proper and "fair ll to allow the costs associated with a
step-up in the value of underlying assets represented by a stock aCquisition
for the following additional reasons:

o Although the acquired contractor may legally be a separate
entity, the substance of the transaction, and not the legal
form of the transaction, dictates. In substance, the
contracting entity is not an independent entity, but rather
is clearly controlled by another company. (The concept of
II substance over form" is, in fact, used by the Government in
many areas of government contract accounting. For instance,
at FAR Subpart 30.2, the Government imposes the CAS Disclosure
Statement requirements to a company and its segments. Similary,
at FAR 31.205-26(e), the Government treats companies under
common control as one entity in imposing restrictions on
material transfers.)

o Since a change in ownership has indeed occurred, the Government
is, in substance, contracting with a new enti ty. The new
owners have an altogether different basis in the value of the
underlying assets acquired and are operating at a different
level of cost than the previous owners. Accordingly, it is
appropriate for the new owners to recover their cost base.

o In accounting for a business combination under the purchase
method of accounting, APB No. 16 and CAS 404 make no functional
distinctions between an acquiring company vs. an acguired
company, or a stock aCquisition vs. and asset acquisition.
From an accounting standpoint, although the legal form of the
transaction may be structured to acquire the stock of the
company, the economic substance of the transaction is to
acquire the underlying assets of the company.

o The underlying assets acquired are clearly used in contract
performance, and accordingly, the costs associated with these
assets plainly benefit the Government.
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whether an asset acquisition or a stock acquisition, be allowed on
contract actions entered into on or after the effective acquisition date.

Si ncere ly,

tr;M:C~~
Director, Financial Controls

JTM/KMM/ck



3en~ral· Services Administrat~on

.Office of. ·Acquisitiori Poiicy
Washin.gton, D~ 2.0405 .

SEP I I i987' ..

ML Duncan A. Holaday
Director, Defense Acquisition
Regulatory Council
ASD(P&L)DASD(P)DARS
c/o 3D139, The penta90n
Washington,. Db 20301-3062

Dear Mr. Hol~day:

An additional comment received concerning the subject FAR Case is
forwarded for your appropriate action:

FAR Case: 87-19, (Golden parachutes & Golden Handcuffs)
Extraordinary compensation and certain
organization costs in connection with mergers
and other business combinations.

Federal Register Notice: 52 FR 18158, May 13, 1987

Letter to Industry: May 29, 1987

sincerely,

9JrC&-~
MARGARET A. WILLIS
FAR Secretariat

Enclosures

cc: Chairman, Civilian Agency Acquisition Council
ATTN: Frank Van Lierde, Contract Cost, price & Finance



. ·PA'R ~ase .87-19 ·commen·ts· .'

. Subj ect:" Golden par a:chu tesan.d Golden Handcuffs

To:' DARC

Date: 9/10/87

Response
Number .

87-19-21

'Date
Received

8/17/87

Date of
Letter

8/6/87

Commenter Comments

U.S. General Accounting Office 87-18-22

\
\
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tInited States
General Accounting Office
WaShington, D~C.20548·

omce of Ute General Counsel.

~

B-.224182. 5·

August 6, 1987

Ms.· Margaret A. Willis
FAR Secretariat
General Services Administration

Dear Ms. Willis:

This responds to your letter of May 29, 1987, requesting our
comments on two proposed changes to the contract cost prin­
ciples contained in Federal Acquisition Regulation (FAR)
§ 31.205. These are FAR case Nos. 87-18 and 87-19.-
FAR case No. 87-18 is a proposal to revise paragraph (c) of
FAR § 31.205~43 to clarify the circumstances under which
costs incurred in connection with meetings, conferences,
seminars, and the like are allowable. Our only comment is
that the revised cost principle could be improved if it were
to contain examples of the classes of individuals, such as
speakers or technical experts, that the term "noncontractor
personnel" is intended to encompass.------
FAR case No. 87-19 is a proposal to amend FAR § 31.205-6 by
adding paragraph (l) to provide coverage on special compen­
sation paid to a contractor's employees in connection with
changes in management or control of the contractor or lts
assets. Costs incurred pursuant to such compensation
agreements, known as "golden parachutes" or "golden hand­
cuffs," would be unallowable. Also proposed is a revision
of paragraph (a) of FAR § 31.205-27 that would state that
costs incurred in resisting a corporate takeover are
unallowable. We have no objection to these proposed
changes.

Sincerely yours,

~an~
General Counsel

\~EGt.\VCLJ
AUG J 7 1,-,,..· -.!::t: ,
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PENNSYLVANIA AVENUE DEVELOPMENT CORPORATION

Suite 1220 North
1331 Pennsylvania Avenue, N.W.
Washington, D.C. 20004-1703
202/724-9091

Henry A. Berliner, Jr.
Chairman

M. J. Brodie
&ecufive Director

December 15, 1987

-~ o~ \1.-
\ , /

FAR Cases 87-37; 42, 43Re:

FAR Secretariat (VRS)
Attn: Margaret A. Willis
General services Administration
18th & F Streets, NW
Room 4041
Washington, DC 20405

Dear Ms. Willis:

The pennsylvania Avenue Development Corporation
SUbstantially supports the proposed rules cited above. We
consider Case 87-37 an appropriate way to save time and money in
the preparation of solicitations. Case 87-42 is another
appropriate way to reduce unnecessary regulation of preliminary
contractual matters. Case 87-43 is another money-saving measure
in which we concur.

sincerely,

MJB:TJN:ky



UNITED STATES OF AMERICA

RAILROAD RETIREMENT BOARD

844 RUSH STREET

CHICAGO, ILLINOIS 6061.1

BUREAU OF SUPPLY AND SERVICE

December 16, 1987

Ms. Margaret A. willis
FAR Secretariat (VRS)
General Services Administration
Room 4041
18th and F Streets, NW
Washington, DC 20405

IY 1° ,\~
Reference: Far Cases 87-37~ 87-42: and 87-43

Dear Ms. Willis:

As requested in your memorandum dated November 19, 1987, we have

reviewed the referenced FAR Case proposals. We have no comment to

make at this time.

Very truly yours,

v;1 ~ .7J21: .
~nrYiM Valiulis

of Supply and Service
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General Services Administration
Office of Acquisition Policy

Was~!irigtoi~, DC 20405

AUG -4 1987

Mr. Duncan A. Holaday
Director, Defense Acquisition
Regulatory Council
ASD(P&L)DASD(P)DARS
c/o 3D139, The pentagon
washington, DC 20301-3062

Dear Mr. Holaday:

Comments received concerning the subject FAR Case are forwarded
for your appropriate action:

FAR Case: 87-18, Trade, business, technical and professional
activity costs

Federal Register Notice: 52 FR 18158, May 13, 1987

Letter to Industry: May 29, 1987

MARGARET A. WILLIS
FAR Secretariat

Enclosures

cc: Chairman, Civilian Agency Acquisition Council
ATTN: Frank Van Lierde, Contract Cost, price & Finance



FAR Case 87-18 Comments Due: 7/13/87

Subject: Trade, business, technical and professional activity costs

To: DARC

Date: 7/31/87

Response
Number

87-18-01

Date
Received

6/16/87

Date of
Letter

6/9/87

Commenter

Federal Communications
Commission

Comments

85-63-04
87-12-03
87-19-01

87-18-02 6/22/87 6/10/87

87-18-03 6/29/87 6/23/87

87-18-04 6/29/87 6/23/87

87-18-05 6/25/87 6/17/87

87-18-06 6/25/87 6/17/87

87-18-07 7/7/87 6/29/87

U.S.A. Railroad Retirement 87-19-02
Board

U.S. Small Business 87-19-03
Administration

American Defense preparedness 87-19-04
Association

National Labor Relations Board 87-19-05

Agency for International 87-19-06
Development

Panama Canal Commission 85-63-16
85-12-23
87-19-08

87-18-08 7/6/87 6/26/87 National Endowment for the
Humanities

85-63-17
87-12-24
87-19-09

87-18-09 7/6/87 6/30/87

87-18-10 7/10/87 7/8/87

87-18-11 7/10/87 7/9/97

87-18-12 7/13/87 7/1/87

87-18-13 7/13/87 7/6/87

87-18-14 7/17/87 7/9/87

U.s. Department of Housing and
Urban Development

U.S. Department of Justice

Office of GSA Acquisition
policy and Regulations (GSA)

United States Information
Agency

Department of Defense,
Inspector General

Department of Transportation
(State of Georgia)

87-19-10

87-19-11

87-19-13



FAR Case 87-18 Comments Due: 7/13/87

Subject: Trade, business, technical and professional activity costs

To: DARC

Date: 7/31/87

Response Date Date of
Number Received Letter Commenter Comments

87-18-15 7/17/87 7/9/87 Aerospace Industries
Association of America, Inc.

87-18-16 7/22/87 7/15/87 Office of Federal Procurement
policy

87-18-17 7/17/87 7/9/87 professional Services 87-19-15
Management Association

87-18-18 7/17/87 7/10/87 pennsylvania Avenue Development 87-19-16
Corporation

87-18-19 7/17/87 7/1/87 united States Department of 87-19-17
Agriculture

87-18-20 7/22/87 7/10/87 veterans Administration 87-19-18

87-18-21 7/23/87 7/16/87 u.S. Nuclear Regulatory 87-19-20
Commission
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FEDERAL COMMUNICATIONS COMMISSION
WASHINGTON, D,C. Z0554

IN "["~L y IIU:F£" TO.

JUN 9i987

Ms. Margaret A. Willis
FAR Secretariat (VRS)
General Servres Administration
18th & F Streets, N.W. Room 4041
Washington, OC 20405

Dear Ms. Willis:

I am pleased to respond to your letters of May 19, 1987, am May 29, 1987,
in which you request the conunents of the Federal Cormun.ications COITUTlission
(FCC) concernins proposed rules to amend the Federal Acquisition
Regulation (FAR). TlJE'se requests for COHUllents are iOentifiro as FAR Case
85-63, FAR Case 87-12, FAR Case 87-18 and FAR Case 87-19.
I I I I

t-o( 0:; ·o{ -0/
With respect to FAR Case 85-63, Unallowable Cor,ts Urder FAR 31.205, the FCC
has no conunents to submit on this proposed change. \>Je erdorse thE' proposed
clar ifications relative to research and development contracts OUtlIDe:J in
FAR Case 87-12. The changes proposed in FAR Case 87-18, TrOCIe Business,
Technical and Professional Activity Costs as well as those contained in FAR
Case 87-19, Extraordinary Compensation and Certain Organization Costs ID
Connection with Mergers and Other Business Conbinations (GoJden Parcr:hutes
and Golden Handcuffs) accomplish the intent of provD ing clarif.bation as to
costs that might be unreasonable.

As always, the Commission appreciates the opportunity to conurent on proposed
changes to the FAR. If yoc haVE: any questions, please feel to contact ne at
(202) 634-1530.

Sincerely,

RECEIVE,D
~ 161987



UNITED STATES OF AMERICA

RAILROAD RETIREMENT BOARD

144 RUSH STREET

CHICAGO, ILLINOIS eOel1

BUREAU OF SUPPLY AND SERVICE

June 10, 1987

Ms. ~~rgaret A. Willis
FAR Secretariat (VRS)
General Services Administration
18th and F Streets, NW
Room 4041
Washington, DC 20405

Dear Ms. Willis:

Re: " "FAR Cases 87-18
and 87-19 _: ...

As requested, we have reviewed the proposed revisions to the Federal

Acquisition Regulation (FAR) concerning trade, business, technical

and professional activity costs and extraordinary compensation and

certain organization costs in connection with mergers and other busi-

ness combinations enclosed with your letter of May 29, 1987. We have.

no co~~ents to make at this time.

Very truly yours,

. J

/,
L~

-' i
'Henry M.I Valiulis
Directo~ of Supply

and :cS~rvice

RECEIVED
JUi~ 2 2 J987



U.S. SMALL BUSINESS ADMINISTRATION
WASHINGTON, D.C. 20416

J.!JN 2 3 1987

Ms. Margaret A. Willis
FAR Secretariat
General Services Administration
Office of Acquisition Policy
Washington, D.C. 20405

Dear Ms. Willis:

This is in response to your letter of May 29, 1987, in which you
request comments concerning FAR Case 87-l8;~~rade, Business,
Technical and Professional Activity Costs, and FAR Case 87-19, -03
Extraordinary Compensation and Certain Organization Costs in
Connection with mergers and Other Business Combination (Golden
Parachutes and Golden Handcuffs).

The Small Business Administration, Office of Procurement Assistance,
interposes no objection at this time to the issuance of these FAR
cases as final rules.

Sincerely,

Monika Edwards Harrison
Associate Administrator for
Procurement Assistance

RECEIVED
JUN 2 9 /987



AMERICAN DEFENSE PREPAREDNESS ASSOCIATION
IXDlCATED TO PEACE WITH SECURITY TIiROUGH DEFENSE PREPAREDNESS

ROSSLYN CENTER, SUITE 900, 1700 NORTIi MOORE STREET, ARUNGTON, VIRGINIA 22209

703-522-1820

Founded 1919
June 23, 1987

Ms. Margaret A. Wi I I is
FAR Secretariat (VRS)
General Services Administration
Room 4041, 18th & F Streets NW
Washington, DC 20405

Dear Ms. Wi I I is:

This responds to your letter dated May 29, 1987 requesting our comments
on FAR Cases 87-18 and 87-19, concerning, respectively, "trade, business,
technical, and professional activity costs" (31.205-43(c» and "extraordinary
compensation and certain organization costs in connection with mergers and
other business combinations" (31.205-6(1) and 32.205-27(a».

case87-18~b1

The proposed change of 31.205-43(c) reiterates the al lowabi lity of the
cost of l1organizing, setting-up, and sponsoring meetings, conferences, symposia,
and seminars" the principal purpose of which is to disseminate trade, business,
technical, or professional information or to stimulate production or improved
productivity. In addition, the cost of attendance of contractor employees
at such meetings, including travel costs, is allowable. Also allowable is
the cost of attendance of personnel other than the sponsoring contractor's
employees, if attendance is essential to achieve the purpose of the meeting
and if the cost of attendance is not paid by the individual's employer.

We find the proposed change to be unobjectionable. The Government can
be expected to benefit from the improvement of contract performance brought
about by such meetings. However, (c)(3) should be changed for clarity by
deleting the term, "noncontractor personnel," and sUbstituting "individuals
other than the sponsoring contractor's employees." We think that "noncontractor
per sonne I" cou Id be mis interpreted to mean that the i nd iv idua lis qua I if ied
to attend such a meeting only if not employed by a Government contractor.
The cost of attendance of such an individual should be al towable, whether
his emp Ioyer' is a Government contractor or not.

Case 87-19 -O~
The purpose of the proposed changes to 31.205-6(1) and 32.205-27(a) is

to make unallowable extraordinary and special costs of certain kinds, resulting

RECEIVED
JUN 2 9 /987
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from acquisitions and mergers, or resisting acquisitions and mergers, fol lowing
changes in "management control over, or ownership of, the contractor or a
substantial portion of its assets" including special compensation in the form
of "golden parachutes" and "golden handcuffs."

-The costs to a contractor, over and above ordinary and normal expenses,
resulting from acquisitions and mergers should not be charged to the Government
as an ordinary expense in performing a Government contract. On the other
hand, it should be made clear that expenses incurred in connection with novation
and change-of-name agreements (FAR 42.12) are allowable, even when resulting
from objectionable costs of takeovers and mergers. Such agreements are ordinary
administrative costs affecting performance of the Government contract and
therefore should be allowable.

We appreciate the opportunity to review and comment on the proposed changes
to FAR.

7f~~
Wi I I iam E. Eicher
Major General, US Army (Ret.)
Vice President and Director
Advisory Service

WEE:meh



NATIONAL L,~BOR RELATIONS BOARD

Washington, D.C. 20570

Dear Ms. Willis:

17 June 1987

Margaret A. Willis
FAR Secretariat (VRS)
General Services Administration
18th and F Street, NW - Room 4041
Washington, DC 20405

oS
We have reviewed the proposed revisions to/the Federal Acquisition
Regulations with respect to FAR Case 87-18, Trade, Business, Technical
and Professional Activity Costs, and FAR Case 87-19"Ext~ordinary

Compensation and Certain Organization Costs in Connectfotr With Mergers
and Other Business Combinations (Golden Parachutes and Golden
Handcuffs) and have no substantive comments to offer.

Thank you for the opportunity to comment.

RECEIVED
JUN 25 1987



AGENCY FOR INTERNATIONAL. DEVEL.OPMENT
WASHINGTON. D.C. 20523

JUN J 7 /987

,olJ ,O~
FAR Cases 87-18 and 87-19Reference:

Ms. Margaret A. Willis
FAR Secretariat (VRS)
General Services Administration
18th and F Streets, N.W., Room 4041
Washington, D.C. 20405

Dear Ms. Willis:

Thank you for your May 29, 1987, letter concerning FAR Cases
87-18 (Trade, Business, Technical and Professional Activity
costs) and 87-19 (Golden Parachutes and Golden Handcuffs).

The Agency for International Development supports the proposed
rules.

Since.rely,

John F. Owens
Procurement Executive

RECEIVED
JUN 25 1987



......__..__ ; ." - _..-._,

PANAMA CANAL COMMISSION
1000 L STREET. NW.

SUITE ISO

WASHINCTON. DC 100)1

OFFICE OF
"HE SECRETARY

June 29, 1987

Ms. Ha~a~et A. Willis
FAR Sec~eta~i.t (VRS)

Cene~.l Services Admlnist~ation

18th & F St~eets, ~.W.

ROOlD 40"1
V.shinston, D. C. 20405

Dea~ Hs. Villis:

This is in ~esponse to you~ ~equest fo~ comments on p~oposed ~les

that WQuld ~evise the Fede~al Acquisition Re&ulation (FAR) with
~espect to FAR Case 85-63; FAR Case 87-12; FAR Case 87-18; and FAR
Cue 87-19 ....at '/t, ... \ z.:=, .... 0 ?
Ve have ~evie~od the p~oposed ~les and offe~ no comment~.

Slnce~ely,

Ba~ba~a A. Fulle~

Assistant to the Sec~eta~y

fo~ Commission Affai~s



NATIONAL ENO<?WMENT FOR
" '"~ ~f

THE' HuMANITIES

" -..

?-(,

- ............_-- ..

and Certain Organization
Business Combinations
proposed rule.

... June 26, 1987

Hs. Hargaret A. Willis
FAR Secretariat (VRS)
General Services Administration
18th & F Streets NW
Room 4041
Washington, DC 20405

Dear Hs. Willis:

r am ~riting in regards to Federal Register Articles dated April 30,
Hay 6, and Hay 13, 1987, FAR Case 85-63, .Unallowable Costs Under FAR
31. 205, proposed rule. \ ,1
FAR Case 87-l2,ljsearch and Development Contracting Procedures,
proposed rule. q

,0
FAR Case 87-18. Trade, Business, Technical and Proressional Activity
Cost, proposed rule.

FAR Case 87-19:0~xtraordinaryCompensation
Costs in Connection ~ith Hergers and Other
(Golden Parachutes and Golden Hand Curfs),

Please be advised that the National Endowment for the Humanities
(NEH) has no objection to the above cases as drafted.

Sincerely,

~~
.obert P. Stock
:ontracting orr icer
'ational Endo~ment for the Humanities



U.S. DEPARTMENT OF HOUSING AND URBAN DEVELOPMENT
WASHINGTON. D.C. 20410-3000

June 30, 1987

'}- 7

OFFICE OF THE ASSISTANT SECRETARY
FOR ADMINISTRATION

Ms. Margaret A. Willis
FAR Secretariat (VRS)
General Services Administration
18th and F Streets, NW, Room 4041
Washi ngton, DC 20405

Dear Ms. Willis:

The Department of Housing and Urban Development has reviewed
FAR Case 87-18 concerning trade, business, technical and
professional activity costs. In response to your request, we
offer the following comments:

a. The stated objectives of the proposed revision are to:
(1) control/reduce costs; (2) clearly state the
Government's policy; and (3) describe more specifically
the nature of costs which are allowable. The proposed
revision accomplishes the second and third objectives but
does not appear to address the first objective. In our
opinion, the best way to control or reduce the costs of
meetings and conferences is to place a ceiling on such
expenditures as a percentage of the total indirect cost
pool. Expenses above the ceiling would not be allocable
to Government contracts.

b. The phrase " ... subsistence and incidental and directly
associated costs," as used in paragraph 31.205.43(c)(1)
needs to be more clearly defined.

We appreciate the opportunity to comment on the proposed
FAR change.

Ve r,~ sicere 1y
;'

!:-asevelt
Director
Office of

r1c·rr, \/ r n
• •• I - I

JUL - 6 /98/..jv



JUL 8 /987

Ms. Margaret A. Willis
FAR Secretariat (VRS)
General Services Administration
18th and F Streets, N.W.
Washington, D.C. 20405

Dear Ms. Willis:

u.s. Department ofJustice 7 -'1..2...

~1-/~/!Or;

Washington, D.C. 20530

J() ,,10,
Ref FAR Cases 87-18 and 87-19

This is in response to your request of May 13, 1987 for
comments on the proposed rules to amend the Federal Acquisition
Regulation. We have reviewed the proposed rules and have no
objection to their enactment.

Thank you for the opportunity to review the rules.

Sincerely,

{:%,;( C~,~~~~
W. L. Vann
Procurement Executive
Justice Management Division

RECEIVE.D
JUL I 0 1987



MEMORANDUM FOR

FROM:

SUBJECT:

General SC'.rvices Administration
Office of Acquisition Policy

Washington, DC 20405

July 9, 1987

LARRY J. RIZZI
DIRECTOR
OFFICE OF FEDERAL ACQUISITION
AND REGULATORY POLICY (VR)

~!~~g~Alf1i"to:
POLICY ~~EGULATIONS (VP)

~ " , IIFAR Cases 87-18 and 87-19

The proposed change to FAR Part 31, concerning trade,
business, technical and professional activity cost, that are
intended to clarify allowability policy; and clarifying the
allowability of extraordinary compensation and certain
organization costs incurred in connection with mergers and other
business combinations, has been reviewed by GSA services/offices.
GSA has no objections to the proposed changes.

RECEfVE.D

J! Ii I 0987



.............. ':.'.:.,-::

'United States
, Information
Agency

Washington. 0 C. 20547

July 1, 1987

Dear Ms. Willis: Re: FAR Case Nos. 87-18 and 87-19
,

We have revi ewed and concur in the proposed rules to amend the Federal
Acquistion (FAR) Part 31 with regard to Sections 31.205.6, 31-205-27 and
31.205-43.

Thank you for submitting this material for our comment.

Sincerely

;U~~/(u:r~
Phi lip R. Rogers
Director
Office of Contracts

Ms. Margaret A. Willis
FAR Secret ari at (VRS)
General Services Administration
18th and F Sts., N.W. Room 4041
Washington, D.C. 20405



Audit Policy
and Oversight

INSPECTOR GENERAL
DEPARTMENT OF DEFENSE

400 ARMY NAVY DRIVE
ARLINGTON. VIRGINIA 22202

JUL 6 198"(

MEMORANDUM FOR FEDERAL ACQUISITION REGULATORY SECRETARIAT,
GENERAL SERVICES ADMINISTRATION

SUBJECT: Federal Acquisition Regulation Case Number 87-18,
Trade, Business, Technical and Professional
Activity Cost

We have reviewed the proposed changes to Federal
Acquisition Regulation Subpart 31.205-43, Trade, Business,
Technical and Professional Activity Costs. The proposed
changes do not reflect or result from a change in allowability
policy but are intended to clarify the existing policy.

Based on our review, we concur with the proposed changes.
We appreciate the opportunity to comment.

"". ~~.~H. Curry
Assistant Inspector Ge ral

for Audit Policy and Oversight

RECEIVE.D II ~ I /3



'& 7- J~ _IL./
7-

HAL RIVES
COMMISSIONER

ALVA R. BYROM
STATE HIGHWAY ENGINEER

~epnrtmeltt of '<Irrnltsportntiolt
~tllte of (ieorgill
~o. 2 ~llpitol ~qullre

!'tlllntll, (ieorgill 30334-1002
July 9, 1987

JAMES 0, McGEE
DEPUTY COMMISSIONER

ARTHUR A. VAUGHN
TREASURER

Ms. Margaret A. Willis
FAR Secretariat
General Services Administration
FAR Secretariat (VRS)
18th & F Streets N.W.
Room' 4041
Washington, DC 20405

RE: FAR Case 87-18

Dear Ms. Willis:

In response to your request for comments concerning 48 CFR Part
31, I would like to suggest an addendum to 31.205-43 "Trade,
business, technical and professional activity cost" with respect
to allowable cost. I think prior approval of the contracting agency
should be required as a condition of allowability of cost associated
with non-Federal Government sponsored symposia that are to be charged
against Government contracts. This requirement will enable the
contracting agency to better control cost as well as make them
directly responsible for evaluating the effectiveness of said
expenditures.

I apologize for my late response and respectfully request that
an exception to the deadline for responding be granted should this
letter not arrive by July 13, 1987.

Sincerely,

J ifnI '
Ci1~~!/I !J'. i/ ~jJL-:'J~.. -hL
James. Bryant I ,
Tran, ortation Accounts Administrator

JLB:LJM:hcc

JIJI 17 1987 ~~



~?"/~"IS-
~rospace Industries Association of America, Inc.

Don Fuqua
President

Ms. Margaret A. Willis
FAR Secretariat (VRS)
General Services Administration
18th and F Streets, N.W., Room 4041
Washington, D.C. 20405

Dear Ms. Willis:

July 9, 1987

The Aerospace Industries Association (AlA) appreciates the
opportunity to review and comment upon the proposed revision of FAR
31.205-43, Trade, Business, Technical and Professional Activity Costs.
FAR Case 87-18 has been assigned to this action.

The proposed change is intended to clarify allowability policy and we
believe that it has accomplished that purpose. However, in the proposed
change to 31.205-43(c)(3)(ii), the use of the term "essential" is too
restrictive for the purpose intended. Substantial benefits may accrue to
the contractor as well as his government customers from attendance of
non-contractor personnel at such a meeting, even though said attendance
may not, strictly speaking, have been absolutely essential to the purpose
of the meeting. Accordingly, we suggest the use of the term "rel eva nt"
to the purpose of the meeting. We recommend that 31.205-43(c)(3)(ii) be
revised to read as follows:

(ii) The individual's attendance is relevant to the
purpose of the conference, meeting, symposium, etc.

Your favorable consideration of the foregoing will be appreciated.

l11Y

~
Don Fuq

RECEIVEr]
1725 DeSales Street, N.W. Washington, D.C. 20036 • (202)429-4600 JUL I 7 1987 ~S



EXECUTIVE OFFICE OF THE PRESIDENT
OFFICE OF MANAGEMENT AND BUDGET

WASHINGTON, D.C. 20503

OFFICE OF FEDERAL
PROCUREMENT POLICY

Ms. Margaret A. Willis
FAR Secretariat (VRS)
General Services Administration
18th and F Streets, N. W.
Room 4041
Washington, D.C. 20405

Dear Ms. Willis:

JUL 15 1987

This responds to paragraph 1. of your May 29, 1987 letter and to the May 13, 1987
Federal Register notice of proposed rulemaking pertaining to trade, business,
technical and professional activity costs (FAR Case 87-18).

We have no comments on, or objections to the proposed rule.

Sincerely,

~~
DaVidZr
Associate Administrator

for Management Controls

RECEIVED
n. 22 1987



PROFESS,ONAL SERVICES MANAGEMENT ASSOCIATION

1213 PrInce Street Alexandria. Virginia 22314

703/684-3993

July 9. 1987

FAR Secretariat (VRS)
General Services Administration
18th and F Streets. Northwest
Room 4041
Washington. D.C. 20405

Gentlemen:

Reference is made to your May 29. 1987. letter concerning proposed revisions
to the FAR on two subjects. Our comments are as follows:

~... "1. FAR CASE 87-l8--TRADE. BUSINESS. TECHNICAL AND PROFESSIONAL ACTIVITY
COSTS. FAR 31.205-43

This Association commends you on proposing a reV1S10n which is not
detrimental to industry and clarifies the kinds of costs that are
allowable. It is a welcome relief from your many recent revisions beamed
at cutting the Defense Department budget at the unfair expense of
industry.

IS
2. FAR CASE 87-l9~-EXTRAORDINARY COMPENSATION AND CERTAIN ORGANIZATION COSTS

IN CONNECTION WITH MERGERS AND OTHER BUSINESS COMBINATIONS. FAR 31.205-6
AND 31. 205-27

These costs are costs associated with doing business in today's
atmosphere. We believe that all organization and reorganization costs
should be allowed on Government contracts as they benefit the Government
in the long run. We realize organization costs have been unallowable for
a long time. We recommend that FAR 31.205-27 be deleted in its
entirety. Why should the Government benefit from such activities and pay
nothing for them? It is another example of your "one-way street."
similar to- Contribution and Donations.

In regard to golden parachutes and golden handcuffs. DCAA has questioned them
in the past based on reasonableness and allocability. The proposed revisions

RECEIVED
JUL I 7 19B! ~flt~



. FAR Secretariat (VRS) -2- July 9, 1987

put teeth in the nCAA approach. This Association believes a reasonable
portion of such costs should be allowed on Government contracts as a necessary
cost of doing business in today's business merger atmosphere (condoned by
Congress).

Very truly yours,

PROFESSIONAL SERVICES
MANAGEMENT ASSOCIATION

.L d ~'\~'l~/~
By U

Edwin P. James, Consultant
Arthur Andersen & Co.

JJB



I,,"

PENNSYLVANIA AVENUE DEVELOPMENT CORPORATION

Suite 1220 North
1331 Pennsylvania Avenue, N.W.
Washington. D.C. 20004-1703
202/724·9091

Henry A. Berliner. Jr.
Chairman

M. J. Brodie
Eruutivt DincttJr

July 10, 1987

~\' ,,/b
FAR Cases 87-18 and 87-19Re:

FAR Secretariat (VRS)
General Services Administration
18th & F Streets, NW
Room 4041
Washington, DC 20405

Dear Ms. Willis:

The Pennsylvania Avenue Development Corporation supports the
proposed changes on Trade, Business, Technical and Professional
Activity Costs and on Extraordinary Compensation. We consider
the changes to be an appropriate way to prevent contractors from
charging for certain costs substantially unrelated to the
performance of government contracts.

Sincerely yours,

Brodie
utive Director

MJB:TJN:ky



United States
Department of
Agriculture

Office of
the Secretary

Office of
Operations

Washington, D.C.
20250

July 1, 1987

General Services Administration
FAR Secretariat (VRS-Room 4041)
18th &F Streets, NW
Washington, DC 20250

Gentlemen: .;
\ \,

This is a reply to your request for comments on FAR Cases 87-18 and
87-19. - \ 1
We recommend that the proposals to amend FAR Part 31 be finalized as
written.

Thank you for the opportunity to comment.

/~~~~
/ , /

~wa F~ANK GEARDE, JR. (--... //
Dlrector ~

Rtr-'....... ~-
l..i ''-.. ,

JUL / 7 ,98T



Office of the
Administrator
of Veterans Affairs

Veterans
Administration

•
Ms. Margaret A. Willis
FAR Secretariat (VRS)
General Services Administration
18th & F Streets, N.W., Room 4041
Washington, DC 20405

Dear Ms. Willis:

7 -(p:J.....
Washington DC 20420

In Reply Refer To:

,.1u
I appreciate the opportunity to comment on FAR cases 87-18

and 87-19. The Veterans Administration has reviewed the
\ I~

proposed rules to amend the Federal Acquisition Regulation

and concurs.

Sincerely,

(th~ ~

i4~~I~~GSTONEAssociate Deputy Administrator
for Logistics

RECEIVED

"America is #l-Thanks to our Veterans" ..u. z2 iSa7



·UNITED STATES
NUCLEAR REGULATORY COMMISSION

WASHINGTON, D. C. 20555

JUL 16 1987

Dear Ms. Willis:

Ms. Margaret A. Willis
FAR Secretariat (VRS)
General Services Mninistration
18th and F Streets, N.W., Room 4041
Washington, D.C. 20405

--z-l
/

This responds to your May 29, 1987 letter regarding FAR Cases 87-18 and
/87-19, "Trade, Business, Technical and Professional Activity Costs", and

10 Extraordinary Canpensation and Certain Organization Ccsts in Connection
with Mergers and Other Business Canbinations (Golden Parachutes and Golden
Handcuffs) ," respectively.

We have no ccmnents regarding the proposed rules.

Sincerely,

~"')JJ}J 0-1 AVf'v1¥1'I1"v
-, ~rd L~~J.:i01IDJ D1rector

M;-----Division of Contracts
IJ Office of Adninistration and

Resources Management

ncCEtVEO ~ 23 19fIl



FAR Case 87-19 Comments Due: 7/13/87

Subject: Golden Parachutes and Golden Handcuffs

To: DARC

Date: 7/31/87

Response
Number

87-19-01

Date
Received

6/16/87

Date of
Letter

6/9/87

Commenter

Federal Communications
commission

Comments

85-63-04
87-12-03
87-18-01

National Labor Relations Board 87-18-05

American Defense preparedness 87-18-04
Association

U.S. Small Business 87-18-03
Administration

U.S.A. Railroad Retirement 87-18-02
Board

85-63-16
87-12-23
87-18-07

U.S. Department of Housing and
Urban Development

Panama Canal Commission

Agency for International 87-18-06
Development

87-19-02 6/22/87 6/10/87

87-19-03 6/29/87 6/23/87

87-19-04 6/29/87 6/23/87

87-19-05 6/25/87 6/17/87

87-19-06 6/25/87 6/17/87

87-19-07 6/29/87 6/24/87

87-19-08 7/7/87 6/29/87

87-19-09 7/6/87 6/26/87 National Endowment for the
Humanities

85-63-17
87-12-24
87-18-08

87-19-10

87-19-11

7/10/87

7/10/87

7/8/87

7/9/87

U.S. Department of Justice

Office of GSA Acquisition
Policy and Regulations (GSA)

87-18-10

87-18-11

87-19-12 7/6/87 6/29/87 Department of Defense,
Inspector General

87-19-13 7/13/87 7/1/87 United States Information
Agency

87-18-12

87-19-14 7/13/87 7/9/87 Council of Defense and Space
Industry Associations (CODSIA)



FAR Case 87-19 Comments

Subject: Golden parachutes and Golden Handcuffs

To: DARC

Date: 7/31/87

Due: 7/13/87

Response
Number

Date
Received

Date of
Letter Commenter Comments

87-19-15 7/17/87 7/9/87 Professional Services 87-18-17
Management Association

87-19-16 7/17/87 7/10/87 pennsylvania Avenue Development 87-18-18
Corporation

87-19-17 7/17/87 7/1/87 united States Department of 87-18-19
Agriculture

87-19-18 7/22/87 7/10/87 veterans Administration 87-18-20

87-19-19 7/22/87 7/15/87 Office of Federal Procurement
policy

87-19-20 7/23/87 7/16/87 u.S. Nuclear Regulatory 87-18-21
Commission



, .
FEDERAL COMMUNICATIONS COMMISSION

WASHINGTON. D.C. 10S5.

IN tU:I'"LY '111:,.1:11 TO·

9 ",987JUN

Ms. Marg aret A. Willis
FAR Sec retar iat (VRS)
General Serv£es Mrninistration
18th & F Streets, N.W. Room 4041
Washington, OC 20405

Dear Ms. Willis:

I am pleased to respond to your letters of May 19,1987, an:] May 29,1987,
in which you request the conunents of the Federal Conmm£ations Commission
(FCC) concern inS proposed rules to amend the Federal Acqu is it ion
Regulation (FAR). Tbese requests for comments are identified as FAR Case
85-63, FAR Case 87-12, FAR Case 87-18 an:] FAR Case 87-19.
, I I I

t-t( 03 . 0 I - DI
With respect to FAR Case 85-63, Unallowable Costs Urder FAR 31.205, the FCC
has no conunen ts to submit on tbis proposed change. We erdorse the proposed
clar ifications relative to research and development contracts outlined in
FAR Case 87-12. The changes proposed in FAR Case 87-18, Trooe Business,
Technical and Professional Activity Costs as well as those contained in FAR
Case 87-19, Extraord inary Compensation and Certain Organization Costs in
Connee t ion with Mergers and Other Bus iness Corcbinations (GoJden Parcchutes
and Golden Handcuffs) acconplish the intent of provDing clarif£ation as to
costs that rni:Jht be unreasonable.

As always, the Commission appreciates the opportunity to corment on proposed
changes to the FAR. If you have any questior.s, please feel to contact JTY2 ~t

(202) 634-1530.

Sincerely,

6- 'j

RECEIVE.D
J...N I 6 1987



UNITED STATES OF AMERICA

RAILROAD RETIREMENT BOARD
.44 RUSH STREET

CHICAGO. ILLINOIS 60611

BUREAU OF SUPPLY AND SERVICE

June 10, 1987

Ms. Margaret A. Willis
FAR Secretariat (VRS)
General Services Administration
18th and F Streets, NW
Room 4041
Washington, DC 20405

Dear Ms. Willis:

Re:
,. -

FAR Cases 87-18
and 87-19_ .

I

.
~,

As requested, we have reviewed the proposed revisions to the Federal

Acquisition Regulation (FAR) concerning trade, business, technical

and professional activity costs and extraordinary compensation and

certain organization costs in connection with mergers and other busi-

ness combinations enclosed with your letter of ~~y 29, 1987. We have.

no comments to make at this time.

Very truly yours,

/,
L.,

1ie~rY~.' Valiulis
Directo of Supply

and! ervice

RECEIVED
JU\\j 2 2 1987



u.s. SMALL BUSINESS ADMINISTRATiON

WASHINGTON, D.C. 20416, '

Dear Ms. Willis:

JUN 231987

Ms. Margaret A. Willis
FAR Secretariat
General Services Administration
Office of Acquisition Policy
Washington, D.C. 20405

,0
This is in response to your letter of May 19,~1987, in which you
requested comments concerning FAR Case 85-63, Unallowable Costs
Under FAR 31.205, and FAR Case 87-12, Research and Development
Contract Procedures. 'O~

The Small Business Administration, Office of Procurement Assistance,
interposes no objection at this time to the issuance of these FAR
cases as final rules.

Sincerely,

. (/~~
Monika Edwards Harrison
Associate Administrator for
Procurement Assistance

RECEIVED
M - 6 1987



AMERICAN DEFENSE PREPAREDNESS ASSOCIATION
DEDICATED TO PEACE WITH SECURITY THROUGH DEFENSE PREPAREDNESS

ROSSLYN CENTER, SUITE 900,1700 NORTH MOORE STREET, ARUNGTON, VIRGINIA 22209

703-522-1820

Founded 1919
June 23, 1987

Ms. Margaret A. Wi I lis
FAR Secretariat (VRS)
General Services Administration
Room 4041, 18th & F Streets NW
Washington, DC 20405

Dea r Ms. Wi I lis:

This responds to your letter dated May 29, 1987 requesting our comments
on FAR Cases 87-18 and 87-19, concerning, respectively, "trade, business,
technical, and professional activity costs" (31.205-43(c» and "extraordinary
compensation and certain organization costs in connection with mergers and
other business combinations" <31.205-6(1) and 32.205-27(a».

Case 87-18 - 01
The proposed change of 31.205-43(c) reiterates the al lowabi I ity of the

cost of "organizing, setting-up, and sponsoring meetings, conferences, symposia,
and seminars" the principal purpose of which is to disseminate trade, business,
technical, or professional information or to stimulate production or improved
productivity. In addition, the cost of attendance of contractor employees
at such meetings, including travel costs, is allowable. Also allowable is
the cost of attendance of personnel other than the sponsoring contractor's
employees, if attendance is essential to achieve the purpose of the meeting
and if the cost of attendance is not paid by the individual's employer.

We find the proposed change to be unobjectionable. The Government can
be expected to benefit from the improvement of contract performance brought
about by such meetings. However, (c)(3) should be changed for clarity by
deleting the term, "noncontractor personnel," and SUbstituting "individuals
other than the sponsoring contractor's employees." We think that "noncontractor
personnel" could be misinterpreted to mean that the individual is qualified
to attend such a meeting only if not employed by a Government contractor.
The cost of attendance of such an individual should be allowable. whether
his emp Ioyer, is a Government contractor or not.

Case 87-19 -0~
The purpose of the proposed changes to 31.205-6(1) and 32.205-27(a) is

to make unallowable extraordinary and special costs of certain kinds, resulting

RECEIVED
JUN 291gB?



AGENCY FOR INTERNATIONAL DEVELOPMENT
WASHINGTON. D.C 20!523

JUN J 7 /987

,Oll ,u~
FAR Cases 87-18 and 87-19Reference:

Ms. Margaret A. Willis
FAR Secretariat (VRS)
General Services Administration
18th and F Streets, N.W., Room 4041
Washington, D.C. 20405

Dear Ms. Willis:

Thank you for your May 29, 1987, letter concerning FAR Cases
87-18 (Trade, Business, Technical and Professional Activity
Costs) and 87-19 (Golden Parachutes and Golden Handcuffs).

The Agency for International Development supports the proposed
rules.

Sincerely,

John F. Owens
Procurement Executive

RECEIVED
JUN 25 /987



U.S. DEPARTMENT Or. HOUSIf'JG AND URBAN DEVELOPMENT
WASHINGTON. D.C. 20410-3000

JUH 2 4 1987

G-fl

OFFICE OF THE ASSISTANT SECRETA~
FOR ADMINISTRATION

Ms. Margaret A. Willis
FAR Secretariat (VRS)
General Services Administration
18th and F Streets, NW, Room 4041
Washington, DC 20405

Dear Ms. Willis:

The Department of Housing and Urban Development has
reviewed FAR Case 87-19 pertaining to extraordinary contract
compensation costs and certain costs incurred in connection with
mergers and other business combinations. We have no comments on
the proposed changes.

Thank you for the opportunity to review the revisions.

incerely yours,

oosevelt
Director
Office of Procurement and Contracts

RECEIVED
JUN 2 9 /987
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PANAMA CANAL COMMISSION
Zooo L STREET. NW.

SUITE .50

WASHINGTON. DC ZOO"

OFFICE OF
THE SECRETARY

June 29. 1987

Ms. Hat"tat"et A.. willis
FAR Soct"otat"iat (VRS)
Cenet"al Services Administration
18th & F Stt"oets. ~.W.

Room ..o·n
Washin&ton, D. C. 20 ..05

Deat" Ms. Wlllls:

This is in t"esponse to yout" request for comments on proposed rules
that would t"evise the Federal Acquisition Re~ulation (FAR) with
t"espect to FAR Case 85-63; FAR Case 87-12; FAR Case 87-18; and FAR
Case 87-19 ....ot \.[(, ... \ Z::, .'0 ?
We have t"eviewed the pt"oposed rules and offet" no comments.

Sincet"ely.

~t1.fikM
Bat"bara A. Fullet"
Assistant to the Secretary

fot" Commission Affait"s
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and Certain Organization
Business Combinations
proposed rule.

"' June 26, 1987

Ms. Margaret A. Willis
FAR Secretariat (VRS)
General Services Administration
18th & F Streets NW
Room 4041
Washington, OC 20405

Dear Ms. Willis:

I am ~riting in regards to Federal Register Articles dated April 30,
Hay 6, and May 13, 1987, FAR Case 85-63, .Unallo~able Costs Under FAR
31. 205, proposed rule. \ ,1
FAR Case 87-12'1~search and Development Contracting Procedures,
proposed rule. q

,.0
FAR Case 87-18. Trade, Business, Technical and Professional Activity
Cost, proposed rule.

FAR Case 87-19;O~xtraordinaryCompensation
Costs in Connection ~ith Mergers and Other
(Golden Parachutes and Golden Hand Cuffs),

Please be advised that the National Endowment for the Humanities
(NEH) has no objection to the above cases as drafted.

SIncerely,

~~~
Contracting Officer
NatIonal Endowment for the Humanities
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u.s. Department ofJustice

Wilshintton, D.C. 20530

(

~1fIC! ~(D

?-If:L-

Ms. Margaret A. Willis
FAR Secretariat (VRS)
General Services Administration
18th and F Streets, N.W.
Washington, D.C. 20405

Dear Ms. Willis:

)() ,10
,-

Ref FAR Cases 87-18 and 87-19

This is in response to your request of May 13, 1987 for
comments on the proposed rules to amend the Federal Acquisition
Regulation. We have reviewed the proposed rules and have no
objection to their enactment.

Thank you for the opportunity to review the rules.

Sincerely,

r% / Crz., < ~.--
W. L~ Vann
Procurement Executive
Justice Management Division

RECEIVE.D
Jl.1I r () 1()()"7
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MEMORANDUM

FROM:

SUBJECT:

General Services Administration
Office of 'Acquisition Policy

Washington, DC 20405

July 9, 1987

FOR LARRY J. RIZZI
DIRECTOR
OFFICE OF FEDERAL ACQUISITION
AND REGULATORY POLICY (VR)

~~;~g~~A>tiQt/t!it;
POLICY ~GULATIONS (VP)

~ " , IIFAR Cases 87-18 and 87-19

The proposed change to FAR Part 31, concerning trade,
business, technical and professional activity cost, that are
intended to clarify allowability policy; and clarifying the
allowability of extraordinary compensation and certain
organization costs incurred in connection with mergers and other
business combinations, has been reviewed by GSA services/offices.
GSA has no objections to the proposed changes.

RECE/VE.O

.J! I' I 0 1987



INSPEC:rOR GENERAL
DEPARTMENT OF DEFENSE

400 ARMY NAVY DRIVE
ARLINGTON, VIRGINIA 22202

Audit Policy
and Oversight

Ms. Margaret A. Willis
Federal Acquisition Regulation

Secretariat (VRS)
General Services Administration
Washington, D.C. 20405

Dear Ms. Willis:

JUN 29 1981

We have reviewed the proposed changes to Federal
Acquisition Regulations (FAR) 31.205-6 and 31.205-27
(FAR Case 87-19). This case proposes to clarify the
allowability of extraordinary compensation and certain
organization costs incurred in connection with mergers and
other business combinations. Based on our review, we concur
with the proposed changes.

We appreciate the opportunity to comment on these proposed
revisions.

Sincerly,

~_~.c +
James H. Curry

Assistant Inspector General
for Audit Policy and Oversight

RECE1\.lFD
JUL - 6 1987~



· <: .

United States
. Information
Agency

Washmgton. D. C. 20547

July 1, 1987

Dear Ms. Willis: Re: FAR Case Nos. 87-18 and 87-19

We have reviewed and concur in the proposed rules to amend the Federal
Acquistion (FAR) Part 31 with regard to Sections 31.205.6, 31-205-27 and
31.205-43.

Thank you for submitting this material for our comment.

Sincerely

U c~~ /t7~ /?~
/
Phi lip R. Rogers
Di rector
Office of Contracts

Ms. Margaret A. Willis
FAR Secretariat (VRS)
General Services Administration
18th and F Sts., N.W. Room 4041
Washi ngton, D. C. 20405



COUNCIL OF DEFENSE AND SPAC,E INDUSTRY ASSOCIATIONS (CODSIA)
1620 Eye Street, N.W., Suite 1000

WASHINGTON, D.C. 20006
•

(202) 659·5013

July 9, 1987
Ref: COOSIA Case 13-87

Ms. Margaret A. Willis
FAR Secretariat (VRS)
General Services Administration
18th &F Streets, N.W., Room 4041
Washington, D.C. 20405

Dear Ms. Will is:

The undersigned member associations of the Council of Defense and Space
Industry Associations (COOSIA) appreciate the opportunity to review and submit
comments on the proposed revision of FAR 31.205-6, Compensation for Personal
Services, and FAR 31.205-27, Organization Costs. FAR Case 87-19 has been
assigned to this action.

We have no specific comments to offer with regard to the proposed change to
31.2U5-6 (1)( 1), governi ng costs COOlmon1y known as "gol den parachutes."

It is the opinion of the undersigned associations that the proposed language
31.205-6 (1)(2), disallowing the cost of "golden handcuffs," is unnecessary
and, moreover, is inconsistent with the pol icy enunciated in the background
statement preceding the proposed new cost principle. While the background
statement defi nes "gol den handcuffs" as "extraordi nary payments above and
beyond ordinary, customary, and reasonable compensation payments to employees
for services rendered," the proposed cost principle would define any
compensation in excess of normal pay as "golden handcuffs," or per----se
unreasonable and extraordinary. COOSIA agrees that the government shourcf not
have to reimburse extraordinary and unreasonable compensation payments, and
thus agrees with the statement of policy offered as background to the proposed
cost principle. However, the language of the proposed cost principle is
inconsistent with this policy and would disallow payments which are neither
ex traordi na ry nor unreasonab1 e.

Since the ultimate resource of the acquired company is its employees, the
success of an acquired company is usually related to its ability to retain key
people, such as certain management, technical and administrative staff (e.g.,
tax staff personnel) for a specific period of time after the acquisition. To
disallow the reasonable cost of special compensation arrangements (i.e.,
completion bonuses) to retain such valuable resources of an acquired company
wou1 d be detrimental to the acqui ri ng company as well as its customers - in
thi s case, the U.S. Government.

We recommend that a110wabi1ity of such arrangements continue to be handled on
a case by case basis, employing the "reasonableness criteria" already provided
by FAR 31.201-3 and should not, out of hand, be deemed una110wab1~.

Therefore, it is recommended that 31.205-6(1 )(2) be revi sed to read as
follows:

RECEIVED JUL
13

1987



"(2) Payments to employees under plans introduced in connection with a
change (whether actual or prospective) in the management control over, or
ownership of, the contractor or a substantial portion of its assets in
which those employees receive unreasonable special compensation, in addi­
tion to their normal pay, provided that they remain with the contractor
for a specified period of time."

Mergers, Sales, and Reorganizations Benefit the Government

Business decisions regarding the need or desirability to compete for new
programs are based. in large part, upon the company's research and production
capacities, financial flexibility, and expertise in techno1gies which are
needed for the new system.

In a number of cases over the years, companies have concluded that their
competitive abilities would add to its skills, capacity, management or
technology, in a way which is crucial to its competive posture. In many of
these cases, a merger, acqui siti on, or reorgani zati on di rectly benefi ts the
government. These benefits are enhancing the scientific, managerial or
production capabil ity of a company which it can bring to bear on the
government's needs. The result is a better proposal, a better design and,
ultimately a better bargain for the government.

We suggest that in the judgment of the contracting officer, where the merger
or acquisition benefits the government, their costs be allowable where they
are otherwise reasonable and a1locab1~ Subparagraph (a) of section 31.205-27
shoul d be modi fi ed accordi ng1y.

In this connection, and applying the same reasonableness criteria as discussed
above, we recommend that the proposed revision to FAR 31.205-27 addressing the
allowability of expenditures incurred in resisting or planning to resist any
corporate reorganization or change in controll ing interest of a business be
addressed in a separate paragraph (b) as follows:

"(b) Costs in connection with resisting or planning to resist the
reorganization of the corporate structure of a business or a change in
the controlling interest in the ownership of a business are subject to
the reaso,nab1 eness criteria provided in 31.201-3."

Accordingly, the existing paragraph (b) should be renumbered as (c). Further,
the reference to paragraph (b) in the first sentence of paragraph (a) should
al so be changed to paragraph (c).

-2-



We appreciate the opportunity to provide you with these comments and request
that you revise the proposed revisions on reasonableness in the areas of
"golden handcuffs" and organization costs.

Si ncerely.

Council

.\

tries Association

Don Fuqua
Pres i dent
Aerospace I

Jean A. Ca fiaux
Senior Vice President
Electronic Industries Association

u\ -

-3-
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PROFESSI~NA::' SERVICES MANAGEMENT ASSOCIATION

1213 Prlnce Street Alexandria. Virginia 22314

703/684-3993

July 9, 1987

FAR Secretariat (VRS)
General Services Administration
18th and F Streets, Northwest
Room 4041
Washington. D.C. 20405

Gentlemen:

Reference is made to your May 29. 1987, letter concerning proposed revisions
to the FAR on two subjects. Our comments are as follows:

-:" "1. FAR CASE 87-l8--TRADE, BUSINESS. TECHNICAL AND PROFESSIONAL ACTIVITY
COSTS, FAR 31.205-43

This Association commends you on proposing a rev~s~on which is not
detrimental to industry and clarifies the kinds of costs that are
allowable. It is a welcome relief from your many recent revisions beamed
at cutting the Defense Department budget at the unfair expense of
industry.

,5
2. FAR CASE 87-l9~-EXTRAORDINARY COMPENSATION AND CERTAIN ORGANIZATION COSTS

IN CONNECTION WITH MERGERS AND OTHER BUSINESS COMBINATIONS, FAR 31.205-6
AND 31. 205-27

These costs are costs associated with doing business in today's
atmosphere. We believe that all organization and reorganization costs
should be allowed on Government contracts as they benefit the Government
in the long run. We realize organization costs have been unallowable for
a long time. We recommend that FAR 31.205-27 be deleted in its
entirety. Why should the Government benefit from such activities and pay
nothing for them? It is another example of your "one-way street,"
similar to. Contribution and Donations.

In regard to golden parachutes and golden handcuffs, DCAA has questioned them
~n the past based on reasonableness and allocability. The proposed revisions



FAR Secretariat (VRS) -2- July 9, 1987

put teeth in the DCAA approach. This Association believes a reasonable
portion of such costs should be allowed on Government contracts as a necessary
cost of doing business in today's business merger atmosphere (condoned by
Congress).

Very truly yours,

PROFESSIONAL SERVICES
MANAGEMENT ASSOCIATION

"J "> J
·Lt~ !fLOl~/~

By
Edwin P. James, Consultant
Arthur Andersen & Co.

JJB
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PENNSYLVANIA AVENUE DEVELOPMENT CORPORATION

Suite 1220 North
1331 Pennsylvania Avenue, N.W.
Washington, D.C. 20004-1703
202/724-9091

Henry A. Berliner, Jr.
Chairman

M. J. Brodie
Executive Dimtor

July 10, 1987

,\' , Ib
FAR Cases 87-18 and 87-19Re:

FAR Secretariat (VRS)
General Services Administration
18th & F Streets, NW
Room 4041
Washington, DC 20405

Dear Ms. Willis:

The Pennsylvania Avenue Development Corporation supports the
proposed changes on Trade, Business, Technical and Professional
Activity Costs and on Extraordinary Compensation. We consider
the changes to be an appropriate way to prevent contractors from
charging for certain costs sUbstantially unrelated to the
performance of government contracts.

Sincerely yours,

Brodie
utive Director

MJB:TJN:ky



United States
Department of
Agriculture

Office of
the Secretary

Office of
Operations

Washington, D.C.
20250

July 1, 1987

General Services Administration
FAR Secretariat (VRS-Room 4041)
18th &F Streets, NW
Washington, DC 20250

Gentlemen: ~
\ I,

This is a reply to your request for comments on FAR Cases 87-18 and
87-19. - \ 1
We recommend that the proposals to amend FAR Part 31 be finalized as
written.

Thank you for the opportunity to comment.

L~A&~q
/" ~i /"

\WB F~ANK GEARDE, JR. ,,____ /'/
Dlrector ~

RE O -..
Ul. .

JUL I 7 ~g
~,T u9'~



Office of the
A.dministrator
of Veterans Affairs

Veterans
Administration

•
Ms. Margaret A. willis
FAR Secretariat (VRS)
General Services Administration
18th & F Streets, N.W., Room 4041
Washington, DC 20405

Dear Ms. Willis:

7-~:J-
Washington DC 20420

In Reply Refer To:

.... '20
I appreciate the opportunity to comment on FAR cases 87-18

and 87-19. The Veterans Administration has reviewed the
\ 1<1

proposed rules to amend the Federal Acquisition Regulation

and concurs.

Sincerely,

~
\,,~~r}

S:..~

i-D)-.SUSl\ LIVINGSTONE
Associate Deputy Administrator
for Logistics

RECEIVED

"America is #l-Thanks to our Veterans" A 211987
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EXECUTIVE OFFICE OF THE PRESIDENT
OFFICE OF MANAGEMENT AND BUDGET

WASHINGTON, D.C. 20503

~7- J~ - /9

OFFICE OF FEDERAL
PROCUREMENT POLICY

Ms. Margaret A. Willis
FAR Secretariat (VRS)
General Services Administration
18th and F Streets, N. W.
Room 4041
Washington, D.C. 20405

Dear Ms. Willis:

JUL 15 1987

This responds to paragraph 2. of your May 29, 1987 letter and to the May 13, 1987
Federal Register notice of proposed rulemaking pertaining to golden parachutes
and golden handcuffs (FAR Case 87-19).

We have no comments on, or objections to the proposed rule.

Sincerely,

Davi • Baker
Associate Administrator

for Management Controls

RECEIVED
JUL 2 2 !~, .. ,

.;'j() I
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UNITED STATES
NUCLEAR REGULATORY COMMISSION

WASHINGTON. D. C. 20555

JUL 16 1987

Dear Ms. Willis:

Ms. Margaret A. Willis
FAR Secretariat (VRS)
General Services Mninistration
18th and F Streets, N.W., Room 4041
Washington, D.C. 20405

--z-f
/

This responds to your May 29, 1987 letter regarding FAR Cases 87-18 and
/87-19, "Trade, Business, Technical and Professional Activity Costs", and

1- 0 Extraordinary Canpensation and Certain Organization Costs in Connection
with Mergers and Other Business Canbinations (Golden Parachutes and Golden
Handcuffs)," respectively.

We have no carments regarding the proposed rules.

Sincerely,

f:?\;JJj}J 01)J;Vf'I1Ifff'Jf'V
-, l~rd L~aliTIlIDJ D1rector
!~;----Divisionof Contracts
IJ Office of Adninistration and

Resources Managerrent


