FEDERAL PRIVATIZATION THROUGH ESOPs* 
In the private sector, employees are taking over their businesses and providing competitive services at an ever increasing rate. Over the past ten years an innovative approach to the conversion of employees to owners, called an Employee Stock Ownership Plan (ESOP), has created new opportunities for employees to become full or partial owners of their companies, while protecting jobs and creating new pension opportunities. From relative obscurity in the early 1970's, there are over 10,000 employee ownership plans, involving 11 million workers--and the numbers are growing. According to the National Center for Employee Ownership, ESOPs control over $150 billion in corporate stock, excluding $140 billion owned through 401(k) plans. 


An equity-based, deferred compensation plan, ESOPs are IRS- recognized, tax qualified, defined contribution plans that invest primarily in the stock of the employer. There are several forms of employee stock ownership. This paper, however, provides a conceptual framework for the consideration of ESOPs, in the context of a possible conversion of work from in-house to contract performance. It describes the legal and financial structures necessary to establish ESOPs and the restrictions posed by the Federal Acquisition Regulations (FAR), ethics and conflict of interest statutes. The information should be useful to employees whose work is being considered for conversion to private sector performance and to those interested in submitting offers to perform such work. It should be particularly helpful to Federal employees involved in Base Closures, service termination decisions, OMB Circular A-76 cost comparisons or other privatization initiatives, permitted or required by law. 


The use of an ESOP facilitate the transition of federal employees to private sector performance, should address such issues as employment guarantees, pension portability, stock ownership, opportunities to share profits, and other incentives that may serve to mitigate the potential adverse employee impacts of an agency's conversion decision. 


Overview 


An employee-owned business is a voluntary association of individuals who incorporate themselves to do business for profit. The business is owned, in full or in part, and operated by the employees. To create an ESOP, the employees must form an association that is designed to work toward the creation of an ESOP. The association borrows money--often from the company itself--to purchase corporate stock, which is then placed in a trust for the employees. 


The trust, acting for the employees, buys an established number of shares of company stock at predetermined rates, until it owns the negotiated percentage. The sponsoring company invests in the ESOP by making defined contributions to the plan each year, which is then used by the trust to repay the loans taken out to buy the stock. The trust then allocates the shares to individual employee accounts in accordance with a pre-determined formula, which may include salary, seniority and other vesting considerations. 


The employees receive salaries, other fringe benefits, including pensions, as well as dividends or a share of profits. The shares entitle the employees to some control over the business through the stock held in trust and through direct ownership. Because the corporate contributions to the ESOP are fully tax deductible, both the principle and the interest payments on ESOP loans (to purchase stock) are indirectly tax deductible to the sponsoring corporation. Indeed ESOPs are unique in that lending institutions may deduct 50 percent of their interest income on loans to leveraged ESOPs if the ESOP owns more than 50 percent of the corporate sponsor's stock. 


When an employee leaves the firm, the company or the trust buys back the shares at an appraised value, if not otherwise publicly available. 

ESOPs may be considered by agencies as a part of their overall outsourcing strategy. Once a commercial requirement is identified for possible conversion to contract performance, federal employees may opt to form an association for the purposes of developing an ESOP bid. The government, in concert with existing ethics and conflict of interest statutes, may award a service contract to any firm bidding with ESOPs as a part of their overall approach and may opt to limit offers to those that include ESOP provisions. The Government may also include the ESOP provisions in their overall evaluation and selection of best offers. If an ESOP service contract is awarded, the employees would be performing essentially their same jobs--but as private contractors not as Federal employees. 


The government benefits from continuity of service, increases in productivity, cost efficiencies, and efforts to mitigate the adverse impacts on employees. The employees have continued employment, stock ownership, increased control over their lives, and the opportunity for increased financial rewards. 


ESOP-related service contracts may be awarded non-competitively or competitively using a variety of sole source, source selection, partnerships, and other procurement approaches. Equipment transfers could be made at no cost, minimal cost, on a leveraged buy-out basis or transferred at book value. Real property assets could be retained by the government and made available to the ESOP on a case-by-case basis. 


Another alternative would be to provide existing equipment and facilities as Government-Owned-Contractor-Operated (GOCO). Again, the service contractor could be owned in whole or in part by employees. The contract and the assets transferred or otherwise made available should be sufficient for the ESOP to obtain financing and perform required services. Indeed, the service contract could be structured to require offerors to provide a stated percentage of the initial capitalization necessary to fund the ESOP. 


The goal of the federal ESOP initiative is to change the workplace culture by creating incentives for cost-effective services and to mitigate the adverse impacts of an agency decision to convert to private sector performance. ESOPs can, however, also be expensive to set up and run. The legal, accounting, actuarial, and appraisal fees for a small or even mid-sized ESOP can total $50,000. Annual expenses in the administration of trust accounts and annual appraisals should be expected to exceed $10,000 per year. Thus, it is recommended that agencies and employees consider only activities with a minimum annual payroll of over $500,000 for an ESOP. 


Selecting Activities for an ESOP 


The agency, in conjunction with the employee association or unions, and the private sector, must identify a specific level of commercial work that is subject to conversion to contract performance, in accordance with the Office of Federal Procurement Policy's (OFPP) Policy Letter 92-1, dated September 23, 1992. The four criteria identified in Table 1 should also apply. 

Table 1. ESOP Selection Criteria ------------------------------------------------------------------------------------------------------------------ 

1. The business line should be one for which there is a continuing need in both the public and the private sectors. This will permit the ESOP to diversify and enter into non-Federal markets, thereby strengthening the ESOPs viability and the potential benefits to employees. 


2. The agency or association must have a reasonable expectation that the ESOP is a financially viable option. Revenue and cost, market, capitalization and even a merger and acquisition analysis may be required. Without a strong potential for earnings and reasonable profits, a company does not qualify for an ESOP. General feasibility studies may be conducted by the government and made available to the public, employees union, and/or the association. 


3. The activity or business line must be large enough to be financially viable as a business entity. By law, the ESOP may cover the lessor of 50 employees or 40 percent of all employees in the corporation. Activities that could involve less that 50 employees must be approved by the Department of Labor (see Internal Revenue Code (IRC) Sections 401 (a)(26)(d) and 410 (b)(3)(A)). . 


4. The agency must have the authority to contract out for commercial services. In recent years, certain legislative restrictions have restricted agencies' ability to contract out, or levied specific requirements affecting how conversions may be accomplished. In addition, the provisions of Section 5(g) of the Federal Workforce Restructuring Act (103-226) and OMB Circular A-76 may apply. An agency's General Counsel or A-76 Program Manager should be consulted to determine any limitations. 

------------------------------------------------------------------------------------------------------------------ 

Conflicts of Interest and Federal Ethics Limitations 


Employee participation in the development of an ESOP-related service contract is fundamental to the success of the process. However, to ensure compliance with conflict-of-interest laws (18 USC 201 et. seq.) and ethics considerations, and to protect employee interests, great care must be taken to insulate employees from the government's decision process. Great care must also be taken to ensure that employees do not represent the interests of potential or current contractors to the government, while still federal employees. 


Any employee that is directly involved in the development of the government's procurement documents is potentially at risk. The risk is that their involvement could qualify them as "procurement officials," and therefore make them ineligible for employment by the service contractor. For example, the Procurement Integrity Act and the FAR define a procurement official as any civilian or military official or employee who has participated "personally and substantially" in any of the following activities: drafting a specification or statement of work; review or approval of a specification or statement of work; preparation or development of a procurement or purchase request; preparation or issuance of a solicitation; evaluation of bids or proposals; source selection; and contract negotiation or the review and approval of a contract award or modification. If the award is contingent upon a cost comparison conducted pursuant to Section 5(g) of the Federal Workforce Restructuring Act or OMB Circular A-76, employees who are substantially involved in the development and approval of the Management Plan, Most Efficient Organization, and government in-house bid may be considered procurement officials. 


The Procurement Integrity Act, 41 USC 423, governs the relationships between federal officials and current or potential contractors. The conflict of interest statutes, which include 18 USC 210, 203, 205 and 208, generally prohibit any Federal employee from engaging in official activities that could conflict with personal interests. The "revolving door" or post-employment restrictions at 18 USC 207 may also apply. In some cases, Part 3.601 of the FAR may apply, which prohibits the award of a contract to a government employee or to a business concern or other organization owned or substantially owned or controlled by one or more government employees. As noted in the FAR, however, this restriction is intended to avoid any conflict of interest that might arise between the employee's interests and the employee's continuing government duties. Since the contract will not be awarded to federal employees, this is not seen as a major cause for concern. Other restrictions, such as those at 10 USC 2397 or Section 3.104 of the FAR, may apply to specific agency employees. 


As a practical matter, these restrictions do not materially affect the ESOP initiative or most of the employees involved in an ESOP, but they could! Employees should be consulted prior to making the actual decision to participate in an ESOP initiative, and they must be protected from violating conflict-of-interest laws. 


Employee Participation 


Within the limitations outlined above, federal employee participation in the formulation of any ESOP is required. This can be accomplished in two ways. First, employees may participate in the collection of data for feasibility studies and solicitation documents and the development of more efficient methods, through quality circles, performance standards, and Total Quality Management (TQM) techniques. 


These efforts will ensure that the full range of requirements are presented to offerors and will highlight opportunities for improved performance. For employees that are not subject to the restrictions noted above, the second way for federal employees to participate lies in the formation of a "ESOP Association" or "Liaison Committee." 


An ESOP Association is a voluntary association that is formed to explore the possibility of establishing an employee-owned company to compete for the service contract to be awarded by the agency. It is a private, non-federal and usually a non-profit organization, whose fundamental purpose is to obtain necessary legal and financial support and discuss options with prospective offerors in the development of an ESOP proposal. Thus, the employees--on their own time and on their own volition--can develop proposals that will reflect their unique needs and goals. The association may also seek to represent the employee's interests in the public review of a statement of work or any related activities. At no time, however, may an association activity or membership in the association conflict, interfere with or be conducted by Federal employees while on duty. In particular, procurement officials may not be members of such an association. Indeed, the association should be treated as a potential contractor, with financial interests and concerns. 


The Association may form a partnership with another management firm to bid on the agency service contract or may submit a bid on the work itself. While FAR 3.601 states that a contracting officer shall not knowingly award a contract to an organization owned or substantially owned or controlled by one or more government employees, this policy does not restrict an employee organization from competing for a contract. If the employees at the time of the award "own or substantially own" the likely awardee, the Association employees must resign, retire or be severed before the contract is awarded. If, however, the employees do not "own or substantially own" the firm, but will vest an interest in a pre-existing firm sometime after the award, the award may progress prior to the termination of employment and normal separation procedures may be applied. 


Government Participation 


Employees and employee groups are unlikely to have the resources or the incentives to commit their own financial resources to seek, form or negotiate for the development of ESOP alternatives. Experience in negotiating the financial transactions attendant with ESOPs and knowledge of the legal relationships that must exist between the ESOP trustee, the employees and the "firm" is required. Since the government also needs much of this information, the cost of retaining--at least in part--the legal, financial and valuation specialists necessary may be borne, in whole or in part, by the Association, prospective offerors and the government. 

Like re-training, relocation or other "good employer" expenses, the agency considering the conversion may award advisory and assistance service contracts to provide certain ESOP-related analyses and support to the government, association members, and other public and private sector interests. In any case, all potential interests must have equal access to the government information. Information can be made available as public information--even if related to a specific initiative, through retired and separated former federal employees, releases made pursuant to the Freedom of Information Act or, the "bidder's library." 


Issuing a Request for ESOP Proposals 


The decision to facilitate, assist or even restrict the award of work to an ESOP service contractor is a matter of agency discretion. There is no judicial or administrative appeal to this decision. The solicitation must encourage competition, yet it should give both the employees and the government the opportunity to negotiate in their own best interests. Detailed documentation is recommended. In some cases an independent evaluation process may be necessary. 


The government may award the ESOP contract and the ESOP may then hire any additional employees needed to perform the work and to fill vacancies created by employees who opt not to participate. If the agency determines that there are no satisfactory responses to an ESOP solicitation, the agency may cancel the solicitation and re-announce the work as an unrestricted solicitation. 


Within the context of an ESOP initiative, the awarding agency should prepare and issue a formal Request for Proposals, that includes the provisions recommended in Table 2. 


Appraisal of ESOP Shares 


As noted above, ESOP offerors must submit, as a part of the technical proposal, a certified assessment of the potential valuation of ESOP shares at conveyance. This means that the ESOP offeror must hire an independent appraiser or other accounting firm familiar with the requirements of both the related IRS rulings and ERISA (Employment Retirement Income Securities Act). 


Implementing the ESOP 


With award, the offeror incorporates the ESOP as described in the solicitation and capitalizes the employee stock into a trust fund. The capitalization is a matter of law, competitive assessment and evaluation. 


Within the solicitation's transition period, all employees are severed from Federal employment and transferred to the ESOP. While there is a Right-of-First-Refusal condition of employment, the wages and other benefits available will be determined by negotiations between the association/union and the ESOP firm. This is in addition to any severance received from the Federal Government. The contractor shall provide the agency's personnel office a listing of all job openings created by the award of the contract and minimum qualifications. The personnel office should be tasked to conduct interviews with all employees affected by the transfer. Preferences 


Table 2. Recommended ESOP Request for Proposal Provisions ------------------------------------------------------------------------------------------------------------------ 

Notification that award may be contingent upon: 

· The submission of an acceptable ESOP or other equity sharing arrangement. Equal access to stock, stock options, stock purchase discounts or other performance based programs, such as profit-sharing proposals, should be demonstrated. 

· The submission and acceptance of technical performance and transition plans, which include information on the number of employees required, and detailed schedules for the transition of shares to employees. 

· The provision of educational and training opportunities for employees. 

The solicitation should be for not less than one year plus three option years, nor exceed four option years. At a minimum, the agency's solicitation should require that any ESOP submitted by offerors will: 

· Meet the requirements of IRC Section 4975(e)(7), which establish that the ESOP is a qualified stock bonus plan with specific distribution requirements. 

· Ensure that former federal employees who are offered and accept employment with the ESOP firm become participants in the plan upon commencement of work under the contract. 

· Provide that former federal employees whose service with the ESOP firm terminates during the first year of the contract, other than by voluntary quitting or by firing for cause, shall receive the maximum annual additions to their accounts permitted by IRC Section 415. 

· Provide that the fair market value of employer securities acquired and not readily traded in an established securities market, shall be determined by an independent appraisal firm, shall be purchased by the employer when an employee leaves the firm (within stated conditions) and shall be made available to the association or trust for re-purchase. 

· Provide that the trustee or custodian of all ESOP assets under the plan is an independent trustee. 

· Provide that all employer securities acquired by the ESOP trust shall be allocated to the accounts of ESOP participants performing services for the commercial activity contracted. The securities shall be allocated at a rate not less rapid than would apply under 26 CFR Section 54.4975-7(b)(8) if the securities had been acquired with the proceeds of an exempt loan payable in equal annual installments over the duration of the contract awarded, including all optional extensions thereof. If allocation at such a rate is prohibited by Section 415 of the Internal Revenue Code, then allocation shall be made at the maximum permissible rate until all employer securities so acquired have been allocated to the participants. 

· . The ESOP and benefits provided under the ESOP during the period of the contract, including any optional extensions, shall conform to IRC Sections 401 (a)(4) and 401(a)(5). 

The agency must establish evaluation criteria for comparing alternative offers, ESOP proposals, past 

performance and transition plans. Preference would be given to equity partnerships in which employees would ultimately own more than 50 percent of the company at the outset, or options to buy controlling interest within the period of performance. 


The contractor must certify that they are and will be in compliance with national and local labor laws and regulations. 

At award or before the commencement of work, the ESOP trustee shall have acquired employer securities of a type described under offerors ESOP transition plan for allocation to ESOP employees upon the formula stated and in accordance with ESOP vesting plan. 


Employees shall be afforded the "Right of First Refusal" for any jobs for which they are qualified that are created in the ESOP by the award of the contract. 

------------------------------------------------------------------------------------------------------------------ 


and options for retirement or placement in federal, contractor or other employment should be identified, with their impact on possible each wages, pension, and other benefits, as provided under the contract. 


As a matter of law, the ESOP must create an account for each participating employee--a trust account (initially all 

employees are participating). Stock and stock values are calculated based upon the capitalization of the ESOP and placed--first in a suspense trust account for one year. For this period, employees may not trade or otherwise sell their stock, while still employed by the firm. In addition to their federal severance pay, employees terminated or who otherwise separate from the ESOP during the first year would be permitted the maximum allocation permitted under law of 25 percent of their total ESOP compensation package. 


Once terminated from Federal employment, ESOP employees receive their ESOP stock in trust and may: share in voting rights; share in the information regarding the company; share in dividend decisions and dividends; and retain the right to sell shares provided by the ESOP. 


Employees pay no tax at the time the trust acquires the shares nor do they pay when the shares are allocated to their individual accounts. They only pay tax when they leave the company and receive their ESOP distribution, e.g., at death, disability, retirement, quitting or firing. Other options also exist to cushion the tax liability, such as rollovers to IRAs, income averaging, etc. 


Federal employees become private sector owners and employees in a firm with a federal service contract. At the end of the initial contract period, the ESOP firm competes with other bidders on a firm, fixed-price basis for the performance of work. The existence of an ESOPs should not be a requirement in this re-competition. Additional savings or cost controls are expected to the government by this competition. Of course, with re-competition comes additional risks to the federal employees placed in the ESOP. If the ESOP looses the re-competition, the ESOP must dissolve or transfer employees and assets to other federal or private sector contracts. Employees would have any corporate severance plus the value of stock in the ESOP. In addition, ESOP employees would have the "Right of First Refusal" for jobs in the successor contract, as provided for by E.O. 12933, dated October 20, 1994. Pension portability is always a major issue. 


Upon separation from the federal service, FERS employees transfer much of their accrued pension value. Civil Service Retirement employees would begin to earn private sector pensions in addition to the value of their CSRS retirement. Because they are owned by employees, most ESOPs have pension plans in addition to stock values. 

Employment Guarantees 


Consistent with the government post-employment conflict-of-interest regulations, federal employees who are identified for release from their competitive level by an agency in accordance with 5 CFR Part 351 and Chapter 35 of Title 5 USC, as a direct result of a decision to convert a commercial activity to ESOP contract performance shall be afforded the Right-of-First-Refusal for jobs for which they are qualified, created by the award of the contract. 

Personnel officers shall coordinate with the contracting officer and employees to assure compliance with this provision. Offers of employment by the contractor shall be communicated to each former federal employee in writing, specifying at a minimum the following: 


1. Title, description and location of employment opening being offered; 


2. Pay and benefits of position; 


3. Hours of work; and 


4. Final date employee may accept job offer. 


At a minimum, employees shall be given five working days after receipt of an offer to accept or reject it. At the contractor's request, the government shall determine if an employee has waived his or her employment right by not responding to a job offer. 


Upon request, the contractor shall make available for examination by the Contracting Officer all pertinent records requested to determine compliance with these requirements. 


ESOP Placement Provisions 


All employees in the affected activity will have existing statutory and negotiated placement rights, which would include provisions for veterans preferences and seniority. Those who do not opt to work for the ESOP firm will be placed on a retention register for consideration in other jobs within the agency based upon four factors; type of appointment; veterans preference; length of service, and performance rating. Depending on their standing on the retention register, employees will be afforded normal bump and retreat rights to jobs in the competitive area. 


In addition, employees will have the right to be placed on the agency Reemployment Priority List, as well as be enrolled in the Interagency Placement Assistance Program and the Displaced Employee Program. 


Types of Securities 


The ESOP will normally be invested in parent company stock to ensure that the parent company will not bid against the subsidiary at the end of the initial contract period. Indeed, holding publicly traded stock benefits employees in several respects: 


1. Securities laws guarantee greater availability of information about publicly traded stock; 


2. There is no controversy about fair market value appraisal of publicly traded stock--the market sets the price; 


3. Employees will receive readily marketable stock distributions from the ESOP; and 


4. Risk-adverse employees may feel more comfortable with stock of a major, diversified company. 


If, however, the parent company is closely held, then an alternative valuation 

method is used. An independent appraiser will be used to value the stock and to set the selling price when an employee decides to cash in his ESOP shares, the employee is protected from under- or over- valuation. 


Once the type of securities to be attained by the ESOP have been decided, the conditions in Table 3 must be met. 


Table 3. ESOP Securities Requirements ------------------------------------------------------------------------------------------------- 

Securities acquired by the ESOP may not be securities issued by the firm that is a party to the contract, unless the following conditions are met: 

· No other member of the firm's controlled group within the preceding three years have been engaged in a line of business similar to that of the commercial activity; 

· Within 90 days of commencement of the contract, the ESOP trust is given in writing the option of purchasing for cash all outstanding securities issued by the ESOP firm. The option will be exercisable during the six-month period following the expiration of the contract, including all optional extensions. The option will be exercisable during at the fair market price of the securities, determined by an independent business appraiser selected by a majority vote of the employees of the firm and compensated by the ESOP, shall be appointed to arrange any financing that may be necessary to accomplish the transaction. 

If any securities issued by any entity of the firm are readily tradeable on a national securities exchange, then the securities acquired by the ESOP must be readily tradeable on a national securities exchange. 

------------------------------------------------------------------------------------------------------------------ 


Government Follow-on Tasks 


With the conversion of work from public to private sector operation, the government must construct a new relationship between itself and the service contractor and itself and its former employees. First, the government must designate an agency to administer and monitor performance under the contract. The agency that awarded the contract may delegate or transfer the administration of the contract or parts thereof to those agencies receiving services. This includes the performance of work and compliance with the ESOP-related provisions of the contract. Second, the awarding agency will need to establish a mechanism for resolving disputes, including fact finding. 


Conclusion 


Employee ownership can be an essential part of any agency effort to convert from public performance to private sector ownership and operations. As outlined here, the design and implementation of an ESOP is not, and should not, involve the giveaway of federal assets or potential savings. The government simply facilitates the transition of employees to become investors in the assets and facilities necessary to provide commercial activities. The government facilitates the conversion of these employees, while expecting long term economic savings to the taxpayer. 


Will and ESOP work? Numerous studies provide evidence that ESOPs have a 

positive impact on corporate performance and that ESOPs can provide employees 

earning a modest income with significant additional retirement incomes. It is not, however, risk free. 


Careful planning, financial analysis and a free flow of information is needed. Legal and financial structures must also be tailored to the individual activity under consideration. 




*Note: The material published in this appendix is identical to that released by the NPR as a May 12, 1995 Discussion Paper. The document was also cited as Appendix C, same title, to the September 29, 1995 draft of the "Privatization Resource Guide and Status Report." 

