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alysis&Perspective

Accounting

Pension Costs

A May 27, 2004, decision by the U.S. Court of Federal Claims (COFC) regarding General
Electric Cb. (GE) could have major cost implications for government contractors with over-
funded pénsion plé'ms.'The COFC rﬁling on cross motions for partial summary judgment by

~ GE and the gove-rnmenf resolves one of the issues being pursued in the case, nﬁfﬁely, that
the pension surplus attributable to inactive participants is taken into account when deter-
mining the adjustment to previously determined pension costs under CAS 413-50(0) (12).
This ruling preserves over $1 billion in pending government claims against other defense
contractors as well as future government claims against defense contractors that divest a
segment covered under an overfunded pension plan.!

Given that the bulk of contract claims under CAS 413 relates to pension surplus attribut-
able to inactive participants, the COFC decision will have significant financial impact on
contractors that have overfunded pension plans. This article explains the potential financial
impact on such contractors. o

GE v. United States: Impact of Overfunded Pension Plans
On Contract Price/Cost Upon Divestiture of a Business Segment

By Patrick RiNG

E’s pension plan had a significant surplus (pen-
sion assets exceed pension liabilities) when it sold

its aerospace business to Martin Marietta Corp.
(MMC) in 1993. GE and the government signed an ad-
vance agreement on an amount of pension assets attrib-
utable to the active participants to be transferred to
MMC. GE claimed that the advance agreement resolved
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GE’s obligations under CAS 413-50(c) (12) because the
asset transfer included surplus pension funds. The gov-
ernment disagreed and issued a final decision claiming
a refund for a portion of the pension surplus attribut-
able to inactive participants retained in the GE pension
plan trust. GE and the government both requested a
summary judgment from the court on this issue.

In General Electric Co. (GE) v. United States,* Judge
Nancy B. Firestone ruled that the advance agreement
did not resolve GE’s obligations under CAS 413-
50(c)(12). She arrived at her decision after considering
various issues, one of which dealt with pension surplus
attributable to the inactive participants retained by GE.

Judge Firestone cited three cost accounting options
for measuring, allocating, and assigning pension costs:

! Although the GE case relates to a previous version of
CAS 413, the justification for the judge’s ruling appears to also
apply under the current version.

2 General Electric Co. v. United States, 60 Fed. Cl. 782
(2004) (81 FCR 766, June 22, 2004)
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(1) Composite accounting occurs when a corporate-
wide pension cost is calculated for all plan pamcnpa.nts
and then allocated on a pro rata basis to the various
business segments. There is no sepnratmn of assets
among segments, nor between active and inactive par-
ticipants.

(2) Pure segment accounting occurs when pension
costs are directly calculated for each segment based on
both active and inactive participants associated with the
segment. The pension assets for each segment are kept
separate and distinct via memorandum accounting.
There is no separation of assets within the segment be-
tween active and inactive participants.

(3) Hybrid segment accounting occurs when pension
costs are directly calculated for each segment based
solely on the segment’s population of active partici-
pants. The inactive participants of all segments are
pooled together into a separate segment for which a dis-
tinct pension cost is calculated. The pension cost of a
segment equals the sum of the cost calculated for the
active participants and a pro rata allocation of the pen-
sion cost attributable to the segment of inactive partici-
pants. Assets attributable to the inactive participants
are kept separate and distinct from the assets attribut-
able to the active participant segments via memoran-
dum accounting.

At the time of the sale GE was usis composlte ac-
counting, but it then claimed that- it switched to hybrid
segment accounting to calculate the CAS 413-50(c) (12)
amount.

Positions of the Parties

GE argued that the pension surplus attributable to
the inactive participants should be excluded from the
CAS 413-50(c)(12) calculation for any one of thé follow-
ing reasons:

(1) GE and the government had resolved the CAS
413-50(c)(12) adjustment via an advance agreement

dealing with active employees,

(2) the inactive segment was not part of the sale
transaction, or

(3) surplus funds attributable to the inactive partici-
pants will continue to eliminate or reduce pension costs
of GE’s remaining government work.

The government countered that the purpose of the
advance agreement was not to settle the CAS 413-
50(0)(12) issue, but rather to settle on an amount of
pension assets to be transferred to Martin Marietta. The
government supported its position by pointing out that
the advance agreement never referred to CAS 413-
50(c) (12) or the term “segment closing.”

The government then argued that the pension sur-
plus attributable to inactive icipants must be in-
cluded in the CAS 413-50(c)(12) calculation under hy-
brid segment accounting because:

(1) this will produce comparable results with com-
posite and pure segment accounting, and

(2) CAS 413-50(c) (9) requires that pension costs of a
segment composed solely of inactive participants be al-
located to the segments composed of active employees.

The court agreed that the advance agreement did not
resolve the segment closing issue; likewise, the court
agreed with the government’s interpretation of CAS
413-50(c) (9). Therefore, the court ruled that the pension
surplus attributable to a separate segment composed

solely of inactive participants must be included in the
calculation.

Impact of Decision

Most divestitures require the seller of a segment to
transfer pension liability and pension assets attribut-
-able to active participants to the buyer, and retain the
pension liability and pension assets attributable to the
inactive participants. This forces contractors to switch
from their current cost accounting methodology to hy-
brid segment accounting as a means to split the pension
assets and liabilities between active participants angd in-
active participants. The position taken by many practi-
tioners is that the pension surplus of the segment com-
posed of inactive participants is excluded from the CAS
413-50(c)(12) calculation because the segment of inac-
tive participants is not part of the sale.

However, the COFC’s decision in the GE case dis-
credits this position. In holding that GE’s pension sur-
plus attributable to inactive icipants must be in-
cluded in the CAS 413-50(c)(12) calculation of what is
owed the government upon divestiture of a segment,
the ruling will make it difficult for other similarly situ-
ated contractors to exclude the pension surplus attrib-
utable to inactive participants from the CAS 413-
50(c)(12) calculation upon divestiture of a segment.

The following hypothetical scenarios demonstrate
the cost impact of the COFC’s decision. The numbers
used are for illustrative purposes only.

Assume that a contractor’s pension plan covers two
business operations: Government Operations (Segment
G) and Commercial Operations (Segment C). The pen-
sion plan has $100 million assets and $50 million liabili-
ties, leaving a $50 million surplus. Of the $50 million li-
abilities, $28 million belongs to Segment G and $22 mil-
lion belongs to Segment C. The $28 million liability for
Segment G is broken down as follows: $15 million for
active participants and $13 million for inactive partici-
pants. The $22 million liability for Segment C is broken

down as follows: $10 million for active participants and_

$12 million for inactive participants. (See Diagram 1)
Diagram 1
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Suppose that the contractor sells Segment G and the
buyer agrees to assume the $15 million liability of the
active participants in exchange for receiving $30 mil-
lion of pension assets.

Composite Accounting

For CAS 413 purposes, assets must be identified to
Segment G. Suppose that the contractor and govern-
ment agree to allocate assets to Segment G in propor-
tion to liabilities. This produces a $56 million asset
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allocation ($100 million x 28/50) to Segment G before
the sale. (See Diagram 2)

Diagram 2 — Composite Accounting Before Sale
$100M Assets
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After the sale, the contractor has retained a $13 mil-
lion surplus attributable to Segment G: $26 million in
assets ($56 million-$30 million transfer to buyer) and
$13 million in liability attributable to inactive partici-
pants. (See Diagram 3)

Diagram 3 — Composite Accounting After Sale
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Pure Segment Accounting

The contractor adopted pure segment accounting
years ago and lists $54 million assets for Segment G be-
fore the sale. (See Diagram 4)

Diagram 4 — Pure Segment Accounting Before Sale
$100M Assets
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After the sale, the contractor has retained $11 million
surplus attributable to Segment G: $24 million assets
($54 million - $30 million transfer to buyer) and $13

million liabilities attributable to the inactive partici-
pants. (See Diagram 5)
Diagram 5 — Pure Segment Accounting After Sale
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Hybrid Segment Accounting

Before the sale, the contractor reconfigures Segment
G and Segment C to contain only assets and liabilities
attributable to active employees, and creates a separate
Segment I containing assets and liabilities attributable
to inactive participants. Assume that this accounting
procedure produces $30 million, $20 million and $50
million assets for the newly configured Segment G, Seg-
ment C and Segment I, respectively. (See Diagram 6)

Diagram 6
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After the sale, it appears no segment closing adjust-
ment is required for Segment G because all of its assets

11805
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and liabilities have been transferred to the buyer. (See $25 million"surplus in Segment I gives $15 million to
Diagram 7) Segment G ($25 million x 15/25). (See Diagram 8)

Diagram 7 — Hybrid Segment Accounting After Sale Disgram 8 — Hybrid Segment Accounting After Sale

Besides significantly increasing the likelihood that
the.pension surplus attributable to inactive participants
will be included in the CAS 413-50(c)(12) calculation,
the COFC decision in the GE case will eliminate a strat-

However, the court opined that a portion of the $25 egy used by contractors to minimize their potential CAS
million surplus attributable to the inactive participants 413-50(c) (12) liability—that is, switching to hybrid seg-
is allocable to Segment G. Based on the liabilities of ment accounting in advance of or in conjunction with
Segment G and Segment C, a pro rata allocation of the selling a segment.
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SASC to Address Acquisition Workforce Issues

The common thread that runs through all the problems in the procurement
system is the acquisition workforce, the minority counsel to the Senate Armed
Services Committee says. In the coming months, the panel will address work-
force issues from a human capital planning perspective. Page 35

Congress Mounts Opposition to Proposed Cuts in F/A-22, C-130)

Although the administration’s FY 2006 defense budget proposal is not due to
be sent to Congress until Feb. 7, members of Congress are already protesting
the planned cuts and/or termination of certain key weapon systems, including
the F/A-22 and the C-130J aircraft, Meanwhile, budget analysts say the $30 bil-
lion in proposed defense cuts will have little impact on the overall federal defi-
cit. Pages 36, 37

DOD Extends Unique Identification Mandate to Legacy and Depot ltems
DOD extends the requirement for unique identification (UID) that is already
included in all new solicitations and contracts to legacy items and to items
manufactured by DOD depots. Page 38

FCA Whistieblower Failed to Show Alleged Underbidding Was Misleading
The D.C. Circuit lets stand a lower court ruling that, where a defendant is al-
leged to have submitted a fraudulently understated bid in order to win a fed-
eral contract, there must be proof that at least one request for payment was
fraudulent in order for a False Claims Act action to succeed. Page 47

GAO Says FAR Part 12 Is No Bar to Bundling of Commercial ltems

The combining of professional accreditation services and proficiency testing
for Navy medical laboratories in a single solicitation does not violate require-
ments for either competition or commercial items procurement, GAO decides.

Page 47

8(a) Firm Can’t Challenge Sole-Source Award to Ancther 8(a) Firm

A small disadvantaged business participating in Section 8(a) set-aside pro-
gram lacks standing to challenge the award to another 8(a) firm of a sole-
source contract, the Court of Federal Claims rules. Page 48

Analysis & Perspective

ACCOUNTING: Patrick Ring of DCMA explores the implications for government
contractors that divest a segment covered under an overfunded pension plan
of the May 2004 decision by the Court of Federal Claims regarding General
Electric Co. The ruling—that the pension surplus attributable to inactive par-
ticipants must be taken into account when determining the pension cost ad-
justment under CAS 413-50(c) (12)—preserves over $1 billion in pending gov-
ernment claims against other contractors as well as future government claims.
50

ALSO IN THE NEWS

AAPPOINTMENTS: With Air Force
Secretary Roche and Assistant
Secretary of the Air Force for
Acquisition Sambur to leave
office Jan. 20, Roche names two
officials to act in these positions.
Page 41

ENVIRONMENT: Federal agencies
must give preference to products
derived from plants and other
renewable sources when procur-
ing a range of products from
fertilizers to ethanol, under

a new USDA rule. Page 40

AEROSPACE INDUSTRY: The
United States and the EU avert
an early all-out showdown at the
‘WTO over government subsi-
dies being provided to the com-
mercial aircraft sector—
specifically, Boeing and
Airbus—Dby agreeing to begin
negotiations aimed at eliminat-
ing that support. Page 43

AAEROSPACE INDUSTRY: EADS
North America, in the clearest
indication yet that it will
compete aggressively in the
upcoming Air Force competition
for aerial refueling aircraft, says
it is looking for a U.S. site for
the production of aerial refuel-
ing aircraft. Page 45

IT: A best practices guide pre-
pared by the International
Chamber of Commerce is
intended to help governments
improve their IT procure-
ment processes. Page 44
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