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LETTER OF TRANSMITTAL

CoNGRESS OF THE UNITED STATES,
Joint ComMmITTEE ON INTERNAL REVENUE TaxaTiON,
i Washington, D.C., April 2, 1968.
Hon. WiLsur D. MiLts,
Chairman, Commitiece on Ways and Means, U.S. House of Repre-
sentatives, Washington, D.C.

Dear CrarrMaN Miis: During the debate on the Renegotiation
Act the last time it was extended in 1966 you requested the staff of
the joint committee to make an examination of the Renegotiation Act
to help the committee in evaluating this act when its extension was
next under consideration.

This report 1s in response to your request. The first part presents
introductory material and a summary of recommendations. The
report itself is divided into seven sections. The first outlines the
renegotiation process, and the second the views of the administration
with respect to renegotiation. The relationship of renegotiation to
procurement trends, methods, and policies is dealt with 1n section 3.
The considerations as to whether the Renegotiation Act should be
extended are set forth in section 4 and the coverage of the act includine
considerations of the “floor’”” are discussed in section 5. Section 6
discusses briefly the manner of determining excessive profits and the
report concludes with staff recommendations.

The Messrs. Dennis P. Bedell, Leon W. Klud, and Joseph P.
Spellman of the staff of the joint committee have done the bulk of the
work in preparing this report. As indicated in the introduction, they
have drawn heavily on other reports made by congressional committees
and subcommittees as well as other sources of information. Chairman
Hartwig of the Renegotation Board and his staff have cooperated
with‘the staff in supplying information for this report.

Respectfully submitted.

LaurencE N. WooDWORTH,

Chief of Staff.
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INTRODUCTION AND SUMMARY OF RECOMMENDATIONS

Pursuant to the request of Mr. Wilbur D. Mills, chairman of the
House Committee on Ways and Means, the staff of the Joint Commit-
tee on Internal Revenue Taxation prepared this report on the
Renegotiation Act of 1951 to assist the Committee on Ways and
Means in evaluating the act.

In preparing this report, the staff collected information and ma-
terials from a number of sources. Information was obtained regard-
ing the procurement activities in recent years from the Govern-
ment departments and agencies named in the act. With regard to pro-
curement practices and policies, the staff was assisted by the studies
which have been made by the Special Investigations Subcommittee
of the House Armed Services Committee, by the Subcommittee on
Federal Procurement and Regulation of the Joint Economic Com-
mittee, and by the Subcommittee on Economy in Government of the
Joint Economic Committee. In August 1967, the Special Investiga-
tions Subcommittee began an overall review of military procurement
policies, procedures, and practices. To date the subcommittee has
held two sets of hearings and has issued two interim reports: “Part [
Truth in Negotiations,” and “Part II—Small Purchases.” The Sub-
committee on Federal Procurement and Regulation held hearings on
Government procurement, and issued two reports on the subject in
1966: “Background Material on Economic Impact of Federal Pro-
curement’”’ (March 1966), and “Economic Impact of Federal Pro-
curement—1966"" (May 1966). The Subcommittee on Kconomy in
Government held hearings during 1967 on Government procurement
and issued three reports recently: “Background Material on Economy
in Government—1967” (April 1967), “Economy in Government’
(July 1967), and “Economy in Government—1967: Updated Back-
ground Material” (November 1967).

The Renegotiation Board furnished the staff with data and ma-
terials relating to its operations and activities and to the application
of the act.

The departments and agencies named in the act also furnished the
staff with their views on the Renegotiation Act and its applicability
to contracts awarded by them.

In addition, Representative Gonzalez furnished the staff with the
materials he assembled on the Renegotiation Act and the activities
of the Renegotiation Board.

In response to a request for comments contained in a press release
issued by Chairman Mills, a number of interested individuals and
organizations submitted their comments and views on the Renego-
tiation Act and the various pending bills to extend and/or modify
the act.

The staff’s report is intended as a discussion of the more important
aspects of renegotiation and of the framework within shich 1t fune-
tions, rather than as a discussion in detail of the renegotiation process.

(1)
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As a result of its study, the staff makes the following recommen-
dations:

(1) The Renegotiation Act should be extended for at least 2
years. In addition, the committee may wish to give consideration
to extending the act for a 4-year period in view of a number of
factors: the continuing procurement buildup associated with
the Vietnam conflict; the timelag between procurement, and
renegotiation with respect to a contract; and the time required
in order to meaningfully evaluate the effectiveness of new pro-
curement methods and practices in preventing excessive profits.

(2) The committee may also wish to give consideration to
revising the exemption for standard commercial articles and
services in order to insure that goods and services quahfymO' for
the exemption are, in fact, commercial items.

If the committee desmes to take action in this area, the staff
recommends three modifications in the exemption. First, the per-
centage of the sales of an article or service (or class of articles)
which must be nonrenegotiable for the exemption to apply could
be raised from 35 to 50 percent. Second, contractors who “‘self-
apply”’ the exemption for a standard commercial article could be
required to report the application, and its basis, to the Board.
Third, it could be provided that for the eYemptlon to apply, a
standard commercial article (or service) must be sold to the
Government at a price which is reasonably comparable to the
price charged a commercial purchaser for an order of similar
quantity.

(3) The Renegotiation Board should develop and maintain
various additional types of information which are needed for an
adequate analysis of some of the more fundamental aspects of
Tenegotiation.

(4) The Renegotiation Board should reevaluate its position
regarding the treatment in renegotiation of amounts received
under 1ncent1ve—type! contracts and report the results of this
reevaluation to the committee. This report might place particular
emphasis on the manner in which amounts received under incen-
tive contracts awarded by the National Aeronautics and Space
Administration are treated.



SECTION 1. THE RENEGOTIATION PROCESS

A. OUTLINE OF THE RENEGOTIATION PROCESS

Renegotiation is a process whereby the Government, acting through
an independent establishment in the executive branch known as the
Renegotiation Board, may require a contractor to refund that por-
tion of profits on Government contracts or related subcontracts
which are determined to be ‘“excessive.” In making this determina-
tion, consideration is given to amounts received or accrued by a
contractor during his fiscal year (or such other period as may be
fixed by mutual agreement) on contracts or on related subcontracts
with Government departments named in the act. Amounts received
under such renegotiable contracts and subcontracts are sometimes
referred to as ‘“‘renegotiable sales,” ‘“renegotiable business,” and
‘“renegotiable receipts or accruals.” The departments named in the
act are the Department of Defense, the Departments of the Army,
Navy, and Air Force, the Maritime Administration, the Federal
Maritime Board, the General Services Administration, the National
Aeronautics and Space Administration, the Federal Aviation Agency,
and the Atomic Energy Commission.

A determination of ‘‘excessive profits” by the Renegotiation Board
is subject to redetermination by the Tax Court of the United States,
and the decision of the court is subject to review by the U.S. courts
of appeals on material questions of law.

Under the Renegotiation Act of 1951 as amended to date, the Re-
negotiation Board is composed of five members appointed by the
President, by and with the advice and consent of the Senate. The
Secretaries of the Army, the Navy, and the Air Force, respectively,
subject to the approval of the Secretary of Defense, and the Adminis-
trator of General Services, each recommend to the President, for his
consideration, one person from civilian life to serve as a member of
the Board. The President, at the time of appointment, designates
one member to serve as Chairman. No member is permitted to
actively engage in any business, vocation, or employment other than
as a member of the Board. The principle office of the Board (frequently
referred to as the headquarters office) is in Washington, D.C. Under
authority granted to it by the act, the Board has established two
regional boards located imm Washington, D.C., and Los Angeles,
California.

The act does not apply to amounts attributable to contracts exempt
from its provisions under section 106 (providing for ‘mandatory”
and ‘“‘permissive” exemptions), or to those amounts which are below
the minimum amount subject to renegotiation specified in section
105(f). This minimum amount presently is $1 million, and it is
commonly referred to as the ‘“floor.” Under the act, renegiotation
may not be conducted with respect to individual contracts, but must
be conducted with respect to all amounts received or accrued by a
contractor during his fiscal year (or such other period as may have

3)
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been agreed upon) under contracts or related subcontracts with all
Government departments specified in the act. Under this procedure,
it is said that renegotiation determinations are made on an ‘“aggregate’”
or “fiscal-year” basis, rather than on a contract-by-contract basis.

In order for the Renegotiation Board to determine ‘‘excessive
profits,” it is first necessary that the contractor or group of con-
tractors to be renegotiated be determined, that the accounting period
and method of accounting to be used for renegotiation be fixed, that
sales, costs, and profits be determined and segregated as between
renegotiable and nonrenegotiable business. Then, a determination
may be made of the amount, if any, of renegotiable profits which
constitute excessive profits, and this requires the application of the
sgcalled statutory factors which are set forth in section 103(e) of
the act.

The renegotiation procedures provided for by the act require that.
there be an administrative proceeding before the Board in which a
determination of excessive profits is made either by agreement be-
tween the contractor and the Board, or by the unilateral order of the
Board. Section 111 of the act excludes the functions of the Board
from the operation of the Administrative Procedure Act except as to
the requirement of section 3 thereof, dealing with the publication of
rules, orders, and so forth. The Administrative Proceedure Act was
amended by Public Law 90-23, and the Board has revised its regu-
lations (part 1480) to conform with that amendment.

After the Board has entered an order determining excessive profits
with respect to any contractor or subcontractor he may, within 90
days from the date of mailing of the notice of the order of the Board,
file a petition with the Tax Court of the United States for a redeterm-
ination of the amount of such excessive profits. When a petition is so
filed, the Tax Court i1s authorized to determine that the amount of
excessive profits is an amount less than, equal to, or greater than that
determined by the Board.

The act requires that the proceeding before the Tax Court is not
to be treated as a review of the determination of the Board, but that
it shall be treated as a proceeding de novo. Proceedings under the
Renegotiation Act are subject to the same rules of procedure ap-
plicable to other cases before the Tax Court and, therefore, the burden
1s upon the contractor to prove that the Board’s determination is
erToneous.

As aresult of a July 1962 amendment (Public Law 87-520), renego-
tiation cases filed with the Tax Court after July 3, 1962, are subject to
review by the U.S. courts of appeals in a manner, and to the same
extent, generally, as decisions of Federal district courts in a civil
action tried without a jury. However, the determination of the exist-
ence and the extent of excessive profits by the Tax Court is conclusive
unless such findings are arbitrary or capricious. Upon reviewing a
decision of the Tax Court, a circuit court may either affirm the decision
of the Tax Court, or may reverse it on material questions of law
and remand the case to the Tax Court for such further action as
is necessary.

. B. BRIEF HISTORY OF RENEGOTIATION

Renegotiation procedures under the Renegotiation Act of 1951,
are similar to those which prevailed (after amendment) under an
earlier statute generally know as the Renegotiation Act of 1942.
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Although a few earlier attempts had been made to limit contractors’
profits on contracts with the Government,! the 1942 act was the first
renegotiation statute. As originally enacted, it provided for renegotia-
tion on a contract-by-contract basis by the procurement officials of
the departments involved. However, 6 months after enactment it was
amended to place renegotiation on what is now known as a fiscal-
year basis. Subsequent amendments extended it to the end of 1945,
prescribed certain factors which were to be taken into consideration in
determining excessive profits, and also provided for de novo redeter-
mination proceedings before the Tax Court.

In 1948, a new Renegotiation Act was passed; it was applicable
principally to certain Air Force contracts for aircraft procurement.
Later in the same year, however, it was amended to authorize the
Secretary of Defense to extend it to other contracts, and subsequent
amendinents made it applicable to all negotiated Department of De-
fense contracts entered into during the Government’s fiscal years of
1950 and 1951. The administration of this act was placed under
the Secretary of Defense who established departmental renegotiation
boards which were subject to review by the Military Renegotiation
and Review Board.

The Renegotiation Act of 1951 granted renegotiation authority
effective with respect to amounts received or acerued on or after Jan-
uary 1, 1951. This act expired on December 31, 1953, but S months
thereafter it was amended and extended for 1 year until December
31, 1954. At this time, the minimum amount renegotiable under the
act, the “floor,” was raised from $250,000 to $500,000. In addition, the
amendments enlarged the exemption for contracts not connected with
the national defense, modified the partial exemption for sales of dura-
ble productive equipment, provided an exemption for standard com-
mercial articles, and modified the exemption for contracts with com-
mon catriers for transportation.

In August of 1955, 7 months after the act had expired, it
was amended and extended for a period of 2 years from its expira-
tion date, or until December 31, 1956. These amendments broadened
the provisions suspending the profit limitations of the Vinson-
Trammell and Merchant Marine Acts (footnote 1, supra) to suspend
those limitations where the sales were exempt under the standard
commercial articles exemption, broadened the standard commniercial
articles exemption to include standard commercial services, added an
exemption for certain construction contracts let by competitive bid-
ding, and further modified the exemption for sales of durable produc-
tive equipment.

In 1956, the 1951 act was extensively amended and further extended
for a period of 2 years, to December 31, 1958. These amendments
reduced the number of departments whose contracts were subject to
the act, provided for a 2-year carryforward of losses on renegotiable
business, raised the “foor’”’ from $500,000 to $1 million, and modified
the provisions relating to the computation of the aggregate amounts
received from persons under common control for purposes of applying
the “floor.” The 1956 amendments also made technical amendments
to the mandatory exemption for certain subcontracts related to
contracts exempt from the act, substantially modified the exemption

1 For example, the Vinson-Trammell Act of 1934 and the Merchant Marine Act of 1936, and subsequent
modifications of those acts. These acts limited profits on contracts in excess of $10,000 for the construction of
vessels and aircraft, with contractors agreeing to refund to the Treasury all profits in excess of 10 percent of
the total contract price with respect to the major contracts, and 12 percent of such total on aircraft contracts.
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for standard commercial articles and services, and instituted a require-
ment that the Board file annual reports of its activities with
Congress.

In September of 1958, the act was amended to bring the National
Aeronautics and Space Administration under its coverage, and it
was extended for a period of 6 months, or until June 30, 1959.
Amendments made in July of 1959 extended the act for 3 years, or
until June 30, 1962, and extended the period for carryforward of
losses from 2 to 5 years.

Amendments enacted in 1962, 1964, and 1966, each extended the
act for 2-year periods; the present extension expires on June 30,
1968. The 1962 amendment also provided for review by the U.S.
courts of appeals, with respect to material questions of law, of re-
determinations of excessive profits by the U.S. Tax Court. The 1964
amendment also provided that contracts and subcontracts of the
Federal Aviation Agency would be included in the act’s coverage
with respect to amounts received or accrued after June 30, 1964.

C. DATA ON RENEGOTIATION, 1961 THROUGH 1967

1. Filings with the Renegotiation Board

All contractors having renegotiable business in excess of the statu-
tory minimum (the “floor””) must file a report with the headquarters
office of the Renegotiation Board. Contractors whose renegotiable
sales are below that minimum amount are not required to file reports
with the Board, but they may do so if they desire and a number of
contractors in this category do elect to file a report. For fiscal years
1961 through 1967, the number of reports filed with the Board are

as follows:
REPORTS FILED

Fiscal year Total Above the floor Below the floor

13, 061 3,717 9,344
11,968 3,862 8,106
10,375 3,913 6, 462
9,772 4,007 S

75151, 3,673 3,478
5,997 3,387 2,610
6, 065 3,737 2,328

The contractors’ reports are screened at headquarters, and each
filing showing renegotiable business above the statutory minimum is
reviewed to determine the acceptibility of the segregation which the
contractor has made of sales and his allocation of costs. This infor-
mation is then evaluated to determine whether the filing should be
assigned to a regional board for renegotiation, or whether it may be
cleared at headquarters without assignment. If the latter determina-
tion is made (for example, because a report shows a loss or obviously
nonexcessive profit), then headquarters will complete action on the
filing by issuing to the contractor a notice of clearance without assign-
ment. The following tabulation, for the Board’s 1961 through 1967
fiscal years, shows the number of above-the-floor filings made by con-
tractors (and by brokers and manufacturers’ agents) for those years
which were screened at headquarters, the number which were cleared
without assignment and the number assigned to a regional board for
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renegotiation, and the average time required for the screening of a
filing:
ABOVE-THE-FLOOR FILINGS

Total screened Cleared without Assigned toa  Average number of
Fiscal year at headquarters assignment regional beard  days required for
screening

3,712 2,786 926 (O]
3,618 3,228 390 0]

, 3,517 551 66
14,383 3,881 502 59
3,691 3,336 355 36
3:372 2,928 444 38
3,782 3,147 635 48

1 Not available.

The amount of renegotiable sales, in total and by contract type,
reviewed by the Board for the fiscal years 1963 through 1967 are

as follows:
RENEGOTIABLE SALES REVIEWED, BY CONTRACT TYPES

{In millions of dellars]

Types of contracts

Fiscal year Total sales
Cost plus fixed fee Fixed price Othert
$31, 227 $11, 052 $14,389 $5,786
39,283 14,135 16, 109 , 038
34,758 10,130 14, 893 9,774
31, 841 7,820 14,436 9,585
33,124 6, 020 17,288 9, 816

1 “Other” contracts include incentive, price redetermination, and time and material contracts.

The amount of renegotiable sales, profits, and losses, on contracts
involved in the above the floor filings (other than filings by brokers or
manufacturers’ agents) screened for the fiscal years 1963 through 1967
are as follows:

RENEGOTIABLE SALES, PROFITS, AND LOSSES IN ABOVE THE FLOOR FILINGS SCREENED

[Dollar amounts in milliens]

Renegotiable sales and profits

Number ot
Fiscal year filings screened Net profit reports Net loss reports
Sales Profits Sales Losses
3,487 $26,208 $1,250 $5, 020 $333
3,990 34,073 1,492 5,210 359
35315 295953 15333 4,845 291
3,072 26,915 1,245 4,926 283
3,447 28,914 1,443 4,210 272

The profit and loss figures in the preceding table are net figures, re-
flecting the fact that both profitable and loss contracts may be
involved in individual cases. Also, the figures are based on cost
allowances required for renegotiation purposes, which differ in signifi-
cant respects from costs allowable for procurement purposes.

The amounts of renegotiable sales, profits, and losses reported in
filings which the Board receives in a given fiscal year generally relate
to contractors’ receipts or accruals during the preceding 2 calendar
years. Thus, filings during fiscal 1968 would relate to receipts and
accruals during the calendar years 1966 and 1967. This timelag occurs
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because contractors are not required to file a report with the Board
until 4 months after their business year ends, and also because many
of them request and are granted extensions of time (usually for 90
days) for filing their reports.

The Board has reported that most of the substantial increase in
cases assigned to the regional boards in fiscal 1967 occurred in the
last quarter of that year when the first filings reflecting the increase of
Vietnam procurement were processed, and that it indicated the be-
ginning of an upward trend in the Board’s workload.

Cases assigned to the regional boards generally involve substantial
questions, and require more extensive examination and analysis than
those which are screened at the headquarters office. (The average time
for processing such cases from filing to determination is 15 months,
although the time required for a given case might vary considerably
from that average.) The regional board formally commences rene-
gotiation in each case it is assigned, it obtains such additional informa-
tion as it may need, and 1t then determines the amount of the contrac-
tor’s excessive profits, if any.

The regional boards have been delegated final authority to issue
clearances or make refund agreement in cases involving aggregate
renegotiable profits of $800,000 or less. If a determination of excessive
profits is made and the contractor will not enter into an agreement
to refund such profits, the regional board issues an order directing
a payment of the refund. The contractor may appeal such an order
to the Board. The regional boards do not have final authority in
cases involving more than $800,000 renegotiable profits, and their
recommendations must be approved by the Board before refund
agreements may be executed or clearances issued. If a recommenda-
tion of the regional board is not acceptable either to the Board or
to the contractor, the case is reassigned from the regional board to
the Board for further processing and completion. -

For fiscal years 1963 through 1967, the following tabulation shows
the number of cases worked on by the regional boards, their disposition
of those cases, and the number of cases completed at headquarters
after reassignment to it:

FILINGS CONSIDERED BY THE REGIONAL BOARDS

Disposition of completed

Cases com-
_— ———— pleted ai
Fiscal year Assign- Completed Pendlng  Refund agree- Transferred headquar-
ment ment, clear- to head- ters after
ance, or quarters further

decision not  for further  processing
to proceed processing

551 464 543 265 199 212
502 521 524 294 221 234
355 457 422 222 235 259
444 402 464 193 209 184
635 421 678 213 208 201

2. Board’s estimated workload, 1968 and 1969

The Renegotiation Board estimates that in the fiscal years 1968 and
1969 it will receive a significantly increased number of filings reflecting
substantially greater renegotiable sales. In addition, the Board
estimates that the number of cases assigned to the regional boards
for renegotiation also will increase significantly in these years. The
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Board’s estimates for fiscal years 1968 and 1969, and the actual
amounts in fiscal years 1966 and 1967, of the number of the above
the floor filings received, the amount of renegotiable sales reported
in those filings, and the number of cases assigned to regional boards
are as follows:

BOARD'S WORKLOAD

[Dollar amounts in millions}

Fiscal year ) Filings received Renegotiable sales Cases assigned to
a regional board

1966 3,387 $31,841 444
1967 3,737 33,124 635
1968 (6st,). 4,400 40,300 725
1969 (est,)- 42800 44,500 800

3. Euxcessive profit determinations and voluntary refunds

The following table shows the number and amount (before adjust-
ment for Federal income and excess profits tax credits) of excessive
profit determinations made by the Board for fiscal years 1961 through
1967, the amounts determined by agreement and by order, and the
amount of voluntary refunds and price reductions made by econ-
tractors for those years:

DETERMINATIONS OF EXCESSIVE PROFITS AND VOLUNTARY REFUNDS AND PRICE REDUCTIONS

[Dollar amounts in thousands}

Total number  Amount deter- Amount deter-  Total excessive Amount of vol-

Fiscal year of determina-  mined by agree- mined by uni- profits untary refunds and
tions ment lateral order price reductions
63T $7,738 $9, 462 $17,200 $31, 490
41 6,573 1,271 ‘ 7,844 17,842
8 4,350 5,720 10, 070 28,047
56 5 6, 861 17,299 24,160 41,097
52 . 10,689 458 S 16, 147 16, 403
20 2,598 21,916 24,514 23,249
18 5763 10, 227 15, 980 30,319

It should be noted that the excessive profits determinations in a
given fiscal year generally relate to amounts received by contractors
during the second and third preceding calendar years. In other words,
excessive profit determinations in fiscal 1967 generally relate to
amounts received by contractors during the calendar years 1965 and
1964 under contracts awarded in those or prior years. This substan-
tial time lag between the awarding of a contract and an excessive
profits determination with respect to amounts received under the
contract is a result of the combined effect of the time lag between
the receipt of amounts under contracts subject to renegotiation and
the reporting of those amounts by contractors to the Renegotiation
Board, and also the time required to process a case from filing to
determination.

4. Appeals to the Tax Court

In those cases where a contractor does not agree with the Board’s
determination of excessive profits (that is, where the Board has
issued a unilaterial order directing the contractor to refund such
amounts to the Government), he may appeal to the Tax Court of the
United States for a redetermination. In such a proceeding, the Tax
Court may determine an amount of excessive profits which is less
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than, equal to, or greater than that determined by the Board. The
following tabulation, for fiscal years 1961 through 1967, shows the
number and amount of the Board’s determinations appealed to the
Tax Court, and the number and amount involved in cases pending
before the court at fiscal yearend:

APPEALS FROM UNILATERAL ORDERS

Unilateral orders appealed to Tax Court Cases pending in Tax Court at
fiscal year end
Fiscal year

Number Amounts involved Number Amount of determi-
(thousands) nations (thousands)

1961 10 $8, 497 66 $120, 619

3 344 61 113,159

8 5,372 60 95, 689

5 8,979 61 98,144

3 1,946 45 40, 891

4 4,326 39 41,091

2 8,644 31 26,331

5. Expenses and personnel

The number of personnel employed by the Board at its headquarters
office and at its regional boards on June 30 of each of the years 196167,
and the Board’s expenses for those fiscal years, are as follows:

PERSONNEL EXPENSES (Thousands of dollars)
Fiscal year - -
Total Head- Regional Total Salaries Other
quarters boards
271 123 148 $2,912 $2,601 $311
193 114 79 2,580 , 247 333
223 131 92 2,325 2,025 300
206 121 85 2,507 2,230 277
184 108 76 2,577 2,286 291
179 101 78 2,469 2,180 289




SECTION 2. ADMINISTRATION VIEWS

1. Renegotvation Board.—Under present law, the Renegotiation Act
expires on June 30, 1968. In identical letters dated February 23, 1968,
to the President of the Senate and to the Speaker of the House, the
Renegotiation Board recommended that the Renegotiation Act be
extended indefinitely. The Renegotiation Board made the following
statement on this matter:

Forwarded herewith and recommended for enactment is a
draft of legislation “To extend the Renegotiation Act of 1951,
and for other purposes.”

The Bureau of the Budget has advised that enactment of
this legislation is in accord with the program of the President.

The proposed legislation would amend section 102(c) of the
Renegotiation Act of 1951, as amended (50 U.S.C. app., sec.
1212(c)) by striking out the renegotiation termination date;
would repeal the exemption of standard commercial articles
and services provided in section 106(e) in its entirety; and
would modify the profit limitation suspension section 102(e)
by eliminating the reference to section 106(e).

1. Elimination of termination date—The continuation of
statutory renegotiation for an indefinite period is considered
essential in the national interest. Renegotiation has been the
subject of temporary legislation for almost 25 years. The
present act has been extended 8 times since 1951. It is now
recommended that the act be continued indefinitely because
there is no foreseeable end to the conditions which make it
necessary.

Even if the Vietnam conflict were to end in the near future,
the end of international tensions is not in sight. Hence,
there will be a continuing demand for new and increasingly
complex aireraft, missiles, space vehicles and other spe-
cialized items; and huge purchases will continue to be made
under conditions similar to those now prevailing. Market-
tested prices do not and cannot exist for costly, novel and
complex military and space products. For this reason, prices
must be negotiated, often with sole source contractors.
Such negotiated prices are necessarily based upon uncertain
cost estimates because reliable cost experience is not avail-
able. Improved purchasing techniques cannot alter these
basic characteristics of military and space procurement in a
period of advancing technology.

Furthermore, although awards will continue to be made
on a contract-by-contract basis, the profitability of the
contracts cannot be known until the profits resulting from
the contractor’s performance of all his contracts are recorded
for his fiscal year. Renegotiation provides an after-the-fact
review of such profits. Thus it affords the only means for

(11)
91-043—63——2
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alb)slurin@ that the profit outcome of procurement is reason-
able

An indefinite extension would frreatly assist the Board’s
effort to recruit skilled personnel and would otherwise im-
prove the administration of the act.

The present proposal is not new. In 1960, a special sub-
committee of the House Committee on Armed Services
recommended among other things, that the Renegotiation
Act of 1951, as amended, ‘“‘be made permanent law’”’ (H.
Rep. No. 1959, 86th Cong., 2d sess. 38 (1960)).

* * * * * * *

Sincerely yours,
(Signed) Lawrence E. Hartwig
LawreNcE E. HarTwig,
Chairman.

A BILL To amend the Renegotiation Act of 1951, and for other
purposes

Be it enacted by the Senate and House of Representatives
of the United States of America in Congress assembled, That
this Act may be cited as the ‘“Renegotiation Amendments
Act of 1968”.

ELIMINATION OF TERMINATION DATE

Suc. 2. Section 102(c) of the Renegotiation Act of 1951,
as amended (50 U.S.C. App., 1212(c)), is amended by strik-
ing out the heading thereof and paragraph (1) in its entirety;
by rede51gnat1ng paragraph 2 as subsection (c); and by strik-
ing out paragraph” in the last sentence and msertlng in
lieu thereof “‘subsection’.

* * * * * % *

2. Department of Defense.—In a letter dated March 7, 1968, the
Deputy Assistant Secretary of Defense (Procurement), made the
following comments on behalf of the Departments of Defense, the
Army, the Navy, and the Air Force as to the applicability of the
Renegotiation Act to contracts placed by those departments:

Reference is made to your letter, dated February 23, 1968,
to the General Counsel of the Department of Defense and the
General Counsels of the Military Departments requesting
their views with respect to the effect of changes in procure-
ment policies on the need for renegotiation. Your letters have
been referred to this office for reply.

In recent years we have made substantial progress in
improving our procurement practices and we have gradually
shifted from cost-plus-fixed-fee contracts to fixed-price con-
tract types which we consider more desirable. In this process,
we have managed to shift considerably more risk to our major
contractors.

Notwithstanding the improvements that have been made,
the Department of Defense feels that the Renegotiation
Act should be continued at this time. We have e‘cpeuenced
a large increase in procurement volume in recent years,
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from $28 billion in fiscal year 1965 to $44.6 billion in fiscal
year 1967. This increase in volume is due to the impact of
our SEA activities and we feel that, under these circum-
stances, there is a need for continuation of the renegotiation
process.

3. National Aeronautics and Space Administration.—The National
Aeronautics and Space Administration in a letter dated March 13,
1968, made the following comments regarding contracts placed by it
and the applicability of the Renegotiation Act to those contracts:

As I understand it, the determination of excessive profits
must, in each instance, reflect the judgment of the Board on
the application of each of the statutory factors enumerated
in Section 103 of the Renegotiation Act. Among these factors
is subparagraph (6) which reads in part: “Such other factors
the consideration of which the public interest and fair and
equitable dealing may require * * *.”

We believe that the Renegotiation Board might well give
added weight to special factors involved in performing work
under NASA contracts. We believe that it should be recog-
nized that NASA’s work involves complex, long leadtime,
advanced research and development in which progress, de-
velopment plans, and costs cannot always be laid out with
assurance of meeting every goal established. Every effort is
made to plan the work in such a way that potential problems
are anticipated and so that guidance is given to contractors
by the Government to assure that the work proceeds as
satisfactorily as possible. These circumstances require close
monitoring of contractor activities by NASA laboratories
having a strong technical interface with the contractor.
Through our laboratory competence we must provide con-
structive ecriticism all through the program, rather than
waiting for demonstration of successful achievement of pro-
gram goals only when the end product is delivered and
flown. Neverthi¢less, the final test of the success of the
development program and of the work aimed at solving and
reducing the number of problems encountered through the
course of the development program is in the final flicht
operations of the aeronautical or space system involved.

While we are aware that the Board under its regulation
and policy pronouncements recognizes the objectives of in-
centive contracts, we believe the Board has not given full
recognition to the difficult performance requirements of our
major research and development programs. NASA has relied
on extensive management and technical program reviews,
as well as innovative contractual arrangements, to assure
that the Government receives the result it is seeking through
the expenditures of Government funds. These reviews, and
the incentive contract arrangements wherein the contractor’s
profit is based on evaluation of the quality of his work and
his ability to achieve specified program requirements, pro-
vide for a thoughtful control of the profit paid to the con-
tractor. This control considers the difficulty of the job, the
risk of the contractor’s reputation and financial status,
the investment made by the contractor in undertaking the
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work, including his financial and management commitment
to the job, and the overall management responsibility that
he assumes for the work that he directly performs or that
his subcontractors perform. In our effort to get the best
possible performance and in recognition of these various
factors, our incentive fee contract arrangements are so estab-
lished that added profit goes with high performance by the
contractor.

In summary, then, we believe that the complexity of our
work, its public visibility and the long time required for
completion of any individual part of it argue for some special
consideration when the reasonableness of the fees we have
paid are rejudged. We do believe, however, that the Rene-
gotiation Act of 1951 should have continuing effect. We
support legislation removing the provision of that act which
limits to June 30, 1968, the contracts subject to renegotiation
under that act.

Because of the urgency of your committee’s most recent
request, this report has not been submitted to the Bureau
of the Budget for advice as to its relationship to the program
of the President.

4. Atomic Energy Commission.—In a letter dated February 26,
1968, the Atomic Energy Commission made the following comments
regarding contracts placed by it and the applicability of the Renego-
tiation Act to those contracts:

You will note that there was a substantial decline in
the percentage of dollars awarded under fixed-price contracts
after fiscal year 1962. This was due to a significant reduction
in the program for the purchase of uramum ore.

Our cost contracts are basically all either cost plus a fixed
fee or, in the case of educational institutions and nonprofit
organizations, straight cost contracts. In the case of our cost-
plus-a-fixed-fee contracts, we have adopted declining fee
curves which are based upon the scope, character, and esti-
mated cost of the work to be performed by the contractor
and which provides for fees which we feel are fair and
reagonable.

Expenditures under our cost contracts are closely con-
trolled by established cost principles, periodic audits, estab-
lishment of approved procurement and contracting proced-
ures for subcontracting and purchasing, and specific approval
of subcontracts over a specified dollar amount. We do not
have readily available information as to overruns and under-
runs of estimated cost. In the case of cost-plus-a-fixed fee
contracts, the fee, which includes the contractor’s profit, of
course would not change because of overruns or underruns
of estimated cost.

While our contracts cover the entire range from off-the-
shelf items to first-of-a-kind production items to basic re-
search, the major part of our prime contracting is carried on
under cost or cost-plus-a-fixed-fee operating contracts, which
provide litile, if any, opportunity for excessive profits, there-
fore, the Renegotiation Act has a limited impact on our
programs. However, in view of the possibility that there may
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be some direct fixed-price procurements for which there is
relatively little cost and production experience available and,
for fixed-price procurements by our cost-type contractors,
we believe the Renegotiation Act may be a deterrent to ex-
cessive pricing and provides a measure of insurance against
excessive profits. We do not have any specific suggestions for
improvement in the act.

5. Maritime Administration.—The Maritime Administration in a
letter dated March 1, 1968, made the following comments regarding
contracts placed by it and by the Maritime Subsidy Board:

You have asked about the extent of overrun or underrun
of estimated costs employed in initial pricing. Overruns
or underruns arise primarily in connection with the admin-
istration’s research and development cost reimbursable
contracts. An analysis of the research and development
contracts completed during fiscal years 1961 through 1967,
indicates that overruns and underruns have not been in
excessive amounts. As the attached tabulation shows
[see appendix H], however, in fiscal year 1967, there was a 20-
percent overrun in a ship construction contract.

The procurements of the Maritime Administration (Mari-
time Subsidy Board) are of ships employed in the foreign
commerce of the United States, under the Merchant Marine
Act of 1936, as amended. Under these three-party contracts
the owner, the ship operator, pays to the contractor a sum
equal to the Maritime Subsidy Board’s estimate of the
cost of building the vessel of the owner to similar plans and
specifications in a foreign shipyard. The Board pays the
difference between the estimated foreign cost and the
domestic price. The Maritime Administration also enters
into ship construction contracts with shipbuilders on the
basis of orders placed by other Federal agencies under the
Economy Act of 1932, as amended.

The dollar values shown for new ship construction and
ship conversion do not represent, in the entirety, Government
expenditures in the indicated amounts. With respect to pro-
curements under the Merchant Marine Act of 1936, as
amended, Government expenditures amounted to approxi-
mately 51 percent of the total contract expenditures. The
balance is paid by the owner. Of course, under the Economy
Act contracts, the Government is responsible for the total
price.

The maintenance and repair contracts noted in the
attached tabulation, represent specific job orders awarded
on the basis of competitive bid or negotiation, and are
referable to master lump sum repair contracts entered into
by the Maritime Administration with shipyards in the
several coastal regions. A ship, undergoing maintenance and
repair after each voyage, will have a considerable number of
job orders to be performed. Because of the magnitude of the
number of maintenance and repair job orders brought about
by the increased activity due to the Southeast Asian conflict,
currently involving approximately 650 voyages each year,
estimates of the total number of contracts, and the total
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dollars connected therewith, are based upon sampling of ships
and voyages as they relate to geographic and traffic factors.
The sampling is necessary only for fiscal years 1966 and 1967.
In the earlier fiscal years, the number of contracts and dollar
amounts shown were based upon actual data.

6. General Services Administration.—In a letter dated March 1,
1968, the General Services Administration made the following com-
ments regarding contracts placed by it and the applicability of the
Renegotiation Act to those contracts:

The vast majority of the Federal Supply Service contracts
are on a fixed price basis and do not involve the problem of
initial pricing and subsequent price redeterminations as in the
case in cost-type contracts. We do encounter cases where
there is little cost and production experience available for new
items being introduced into the supply system; however, in
most cases it is possible to extrapolate pricing data available
with respect to similar supply items involving closely related
types of cost and production. Variances in the produets and
services procured from year to year are experienced but the
differences normally do not relate to commodity or service
areas in which we have not had some prior experience. The
footnotes shown on schedule II [see appendix I] are self-
explanatory regarding PMDS countracts.

Due to the nature of our programs and operations, the Re-
negotiation Act has limited application to contracts placed
by this agency. The basic statutory exemptions in the act,
particularly the one covering standard commercial articles
and standard commercial services, are applicable to a wide
range of our procurement activities. In addition, the Re-
negotiation Board has determined that major areas of GSA
contracting do not have a direct and immediate connection
with the national defense and, therefore, are exempt from
renegotiation (see paragraph 5-53.804.1 of the attached
copy of General Services Administration procurement regula-
tions, subpart 5-53.8).

With respect to the proposed amendments to the Re-
negotiation Act of 1951, GSA has no objection to the enact-
ment of the Board’s draft bill which was submitted to the
Speaker of the House by letter dated February 23, 1968 from
i’\g/Ir. Lawrence E. Hartwig, Chairman of the Renegotiation

oard.

7. Federal Awiation Administration.—The Federal Aviation Ad-
ministration in a letter dated March 1, 1968, made the following com-
ments regarding contracts placed by it and the applicability of the
Renegotiation Act to those contracts:

The materials/services procured by this agency cover a
wide range of cost. type study, design, or design and initial
production of hardware. The fixed price type contracts
cover production or performance type specifications, follow on
supply type of procurement, and the bulk of our construc-
tion contracting. To illustrate this point, our current active
contracts list contains 479 contracts that are not completed
for a variety of reasons. A breakdown of the 479 contracts
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is as follows: Fixed price—256 (53 percent); cost type—147
(30 percent); issued to other Government agencies—48
(10 percent); labor hour and time and materiel—28 (7
percent). \/Iany of our contracts are entered into for which
there is no previous cost or production experience. We find
that there is little change in the variety of supplies and
services that are procured from year to year.

At this time the FAA has no particular comment to
make as to the merits of any proposed extension of the
Renegotiation Act. It is expected that the Office of the
Secretary will in the future be making one comment on the
effects of such legislation on all elements of the Department
of Transportation.






SECTION 3. PROCUREMENT TRENDS, METHODS,
AND POLICIES

A. RECENT TRENDS IN DEFENSE- AND SPACE-RELATED PROCUREMENT

The need for renegotiation generally is predicated on various
aspects of military and space procurement: the lack of competition,
the extensive use of negotiated contracts, and the inability of pro-
curement methods to insure against excessive profits. The amount
and the nature of the procurement buildup associated with Vietnam
is also relevant since the buildup is another reason advanced for
continuing renegotiation. In this part of the report, various aspects
of the procurement framework within which renegotiation functions
are considered: trends in procurement; the use of advertisement
and negotiation in awarding contracts; the types of contract pricing
used; the Truth in Negotiations Act; and the Defense Department cost
reduction program. In addition, various aspects of renegotiation and
the relationship between procurement and renegotiation are discussed.
The major emphasis with regard to procurement is focused, of course,
upon the Department of Defense in view of the relative magnitude
of its procurement activities within the overall framework of defense-
and space-related procurement. A more detailed analysis of this topic
is presented in appendix B.

1. Trends in total defense-related procurement

In 1967, total Defense Department military procurement rose
to $44.6 billion, surpassing the previous peak of $43.6 billion which
occurred in the Korean conflict year of 1952. Although the 1967
military procurement surpassed the previous peak level, it was the
result of a much slower buildup than occurred during the Korean
conflict. Military contract awards to business firms for work in the
United States increased from $5.4 billion in 1950 to $30.8 billion in
1951, or 476 percent. From 1950 to 1952, the increase was from $5.4
billion to $41.5 billion, or 675 percent. The Vietnam buildup, on the
other hand, was more gradual. Military procurement increased $8.7
billion from 1965 to 1966, or 35 percent. The 2-year buildup (1965-67)
was $14.5 billion, or 57 percent. In addition, only 39 percent of the
Vietnam procurement buildup was accounted for by ‘“costly, novel,
and complex” items such as aireraft, missile and space systems, ships,
and electronics and communications equipment.

Small business firms have been participating in military contract
awards to an increasing extent. In the last 7 years, small businesses’
share of military prime contract awards increased from 16 percent
of total awards to over 20 percent. The amount of military subcon-
tracts awarded to small business also increased dwring this period
from 37 percent of total subcontracting to over 43 percent. Thus,
the total share (prime contracts and subcontracts) of small business
in military procurement has increased from 31 percent in 1961 to 37
percent in 1967.

(19)
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2. Methods of procurement placement

There are two basic methods by which the Defense Department
awards military contracts: through formal advertisement and through
negotiation. From 1961 to 1965, the percentage of contracts awarded
through formal advertisement increased, reaching 18 percent of mili-
tary procurement in 1965. This was followed by a decline to 13 percent
in 1967. The percentage of military contracts awarded to small busi-
ness firms through formal advertisement has remained relatively
stable at about 20 percent during the last 5 years. The percentage
of contracts awarded to large business firms by formal advertisement
has also remained relatively stable at about 13 percent, except for
1965 when it rose to 18 percent.

The bulk of procurement (about 95 percent) in recent years of
NASA and AEC, which account for most of the procurement of the
nondefense agencies covered by renegotiation, has been obtained
through negotiation rather than formal advertisement.

In determining the degree of price competition which exists in its
procurement, the Defense Department considers price competition to
be present when a contract is awarded by formal advertisement and
also in certain situations when a contract is awarded by negotiation.
From 1960 to 1967, the degree of price competition in Department of
Defense military procurement rose froin 30 to 43 percent. Negotiated
price competition, the largest component within the price competition
category, accounted for almost one-half of price competition in 1966
and 1967.

3. Types of contract pricing provisions

The basic principle behind Defense Department procurement ac-
tions is that the business profit motive should be utilized effectively
in order to achieve economical contract performance. To make effec-
tive use of the profit motive in private business, the Defense Depart-
ment believes the contractor should be given cost responsibility as
soon as possible and to the maximum extent possible. For this reason
some variation of the fixed-price contract is preferred by the Depart-
ment.

Prior to 1960, the use of fixed-price contracts was declining. This
trend was reversed, however, from 1960 to 1967, during which the use
of fixed-price contracts rose from 57 percent. of military procurement
to 79 percent. :

From 1960 to 1967, the use of cost-plus-fixed-fee contracts declined
from 37 percent of procurement to 10 percent, and the use of fixed-
price (other than incentive) contracts rose from 44 percent of procure-
ment to 61 percent.

The use of incentive-type contracts (fixed-price and cost) was
declining prior to 1961; however, from 1961 to 1964 the use of incentive
contracts increased from 14 percent of procurement to 33 percent.
This was followed by a decline to 26 percent in 1967.

4. Truth in Negotiations Act
(@) In general
The Truth in Negotiations Act (Public Law 87-653) was enacted
September 10, 1962, to strengthen the ability of procurement officials
in the military departments and the National Aeronautics and Space
Administration to ascertain and obtain “accurate, complete, and cur-
rent cost or pricing data’ upon which to establish fair and reasonable



21

prices. This was largely due to a numberof reports by the General
Accounting Office (GAO) during 195762 on instances of increased
costs to the Government due to the lack of “accurate, complete, and
current cost or pricing data’” in negotiating contracts. Selected audits
during this period indicated that the failure to obtain appropriate cost
data resulted in higher prices to the Government of at least $61
million.!

The Truth in Negotiations Act stated and reconfirmed a general
congressional policy to (1) maximize the use of formal advertising
where feasible and practicable, and (2) solicit as many proposals, in
all negotiated procurements over $2,500, from a maximum number
of qualified sources (“where rates or prices are not fixed by law or
regulation and in which time of delivery will permit”) to obtain
“competitive’” prices (considering other factors consistent with the
requirements of the goods or services needed).

Furthermore, the act specified that a prime contractor or any sub-
contractor shall be required to submit and certify that cost or pricing
data are “accurate, complete, and current” if the negotiated contract
award exceeds $100,000 (for prime contracts, modifications or changes
in contracts and subcontracts).

Where this certificate is required, the contract must also contain
a provision to insure against ‘“defective pricing (or cost).” A price
adjustment would be required if the cost or pricing data were “in-
accurate, incomplete, or noncurrent.”’

The Truth in Negotiations Act, however, does not apply to con-
tracts or subcontracts where the price is negotiated on “adequate price
competition, established catalog or market prices of commercial items
sold in substantial quantities to the general public, prices set by law
or regulation,” or in exceptional cases where the head of the agency
states in writing his reasons for waiver of application.

In addition, the Act provided that decisions to award a contract
under certain of the statutory provisions (10 U.S.C. 2304 (a)) allowing
contracts to be negotiated rather than advertised formally, and choices
of the type of contract to be used, were to be substantiated by written
reasons as to why the contract qualified for negotiation (including the
reasons why formal advertising was not feasible and practicable) and
why the type of contract selected was likely to be less costly than
another type.

®) GAO findings and recommendations

Continuing its program of selected postaward audits of Government
contracts, the GAO issued Report B-158193, February 23, 1966,
recommending: (1) that the DOD’s Defense Contract Audit Agency
(DCAA) establish an organized and regular postaward review of
“noncompetitive’”’ negotiated contracts, and (2) a revision of the
armed services procurement regulation (ASPR) to provide a clause to
eive DCAA auditors access to the books of contractors affected under
Public Law 87-653.

GAO Report B-39995 January 16, 1967, testimony at the May 1967
hearings by the Joint Economic Committee’s Subcommittee on Econo-
my in Government, and testimony at hearings by the House Armed
Services’ Subcommittee for Special Investigations (August 3 and Sep-
tember 25, 1967) indicated a lack of complete compliance by the

1 House Armed Secvices Committee, Subcommittee on Special Investigations, ‘“ Review of Defense Pro-
curement Policies, Procedures, and Practices: Part [—Truth in Negotiations,” (Feb. 29, 1968). p. 3.
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DOD with Public Law 87-653. Report B-39995 revealed that from a
sample of 242 negotiated prime contracts and subcontracts (awarded
after October 1964), 185, or 76.4 percent, complied with the general re-
quirements of submission and certification of cost or pricing data under
Public Law 87-653. The remaining 57 of the 242 awards did not submit
the certificates because they were apparently legally exempted. How-
ever, the records of these 52 exempted awards did not contain a
written explanation of why they were classified as being “competitive,’”’
etc., and thus exempted. Also, of the 185 that did comply, 165, or
89.2 percent, did not provide written records identifying the cost or
pricing data submitted and certified.

Furthermore, the GAO found that prime contractors “had no
record identifying the cost or pricing data submitted by subcontractors
in support of significant cost estimates even though agency contract-
ing officials were required, under negotiated prime contracts other
than firm-fixed-price type, to ascertain that such data were being
obtained.”

Also, the DOD contracting officials were not requiring prime
contractors to use the new contract pricing proposal form (DD Form
633, December 1, 1964).

Therefore, in addition to its February 1966 report recommending
a postaward audit system and obtaining the right of access to per-
formance cost information on noncompetitive firm fixed-price con-
tracts, the GAO recommended in its January 1967 report, and in the
May 1967 Joint Economic Committee hearings, that the DOD—

(1) obtain written identification of data submitted by the
contractor;

(2) revise the ASPR to make it clear that making data avail-
able to the auditors without identification in writing does not
constitute data “submitted,” in terms of the law;

(3) document procurement files where cost or pricing data
were not requested to indicate the basis of decision to waive
the requirements; and that

(4) DOD utilize the DD Form 633.

The report of the House Armed Services Subcommittee for Special
Investigations, ‘“Review of Defense Procurement Policies, Procedures,
and Practices: Part I—Truth in Negotiations” (February 29, 1968),
contained very similar findings and recommendations (pp. 3—4) as did
the July 1967 report of the Joint Economic Committee’s May 1967
hearings.

(¢) DOD response to GAO recommendations

Following the February 1966 GAO report, the DOD’s Defense
Contract Audit Agency (DCAA) took steps to implement a regularly
scheduled postaward audit system. The DCAA had been established
in 1965, but only provided for general audit surveillance.

The second GAO recommendation of February 1966, regarding
obtaining the right of access to performance cost information on
noncompetitive firm fixed-price contracts, was not implemented until
a September 29, 1967, memorandum was issued by the Deputy
Secretary of Defense (see appendix D for text of memorandum and
views thereon by the Comptroller General).

The Defense Department in DOD Circular 57 (November 30, 1967)
issued an order for implementation of the requirements regarding ac-
cess to a contractor’s performance records for negotiated noncompeti-
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tive firm fixed-price contracts and fixed-price with escalation contracts.
This order applied to contracts over $100,000 for which a cost certifi-
cate had been obtained, including subcontracts subject to Public Law
87-653. Access to a contractor’s performance records was already
available in the case of cost-reimbursement contracts. Circular 57
also included provisions regarding compliance with Public Law
87-653’s cost documentation requirements (including certificates of
cost documentation). In addition, a revised defective cost or pricing
clause was prescribed (i.e., a clause requiring price readjustment in
the case of “inaccurate, incomplete, or noncurrent cost or pricing
data’). This order was to be effective upon receipt.?

Further testimony by the DOD in the Joint Economic Committee’s
November 1967 hearings indicated increased efforts were being made
to improve training for procurement officials and personnel, including
seminars on implementation of Public Law 87-653 and explanation
of the new DOD regulations.®* The GAO indicated at the November
1967 hearings that, in general, the DOD Circular 57 did include all of
their recommended changes.*

In its testimony at the November 1967 Joint Economic Committee
hearings, the Bureau of the Budget stated that ‘‘Our investigation
and our discussions with officials of GAO and the Department of
Defense since the May 1967 hearings [JEC] indicate that substantial
progress has been made. A period of operational testing will be neces-
sary to assure that desired results are being achieved.”

The GAO testified, however, that it would be at least 6 months, or a
year, before they could adequately evaluate the effectiveness of the
new DOD regulations in terms of compliance with the Truth in
Negotiations Act.®

According to a recent speech before the Electronics Industries
Association Spring Conference, ‘“Symposium on Economics for the
Defense Industry 7 (March 5, 1968, Washington, D.C.), Comptroller
General Elmer B. Staats stated that the GAO has begun a broad
survey of contract administration by the Defense Contract Admin-
istration Services and by the military departments.

This survey will cover the trend toward shifting cost responsibility
to the contractor, including special emphasis on the effects of incentive
type contracts. In addition, the GAO will examine such newer manage-
ment contracting concepts as ‘“multiyear procurement,” ‘“total
package” contracts, and “life cycle costing.”” Hence, there appears
to be more research to be done to ascertain the effectiveness of these
newer procurement policies and techniques.

5. Summary of Defense Department cost reduction program

In fiscal year 1962, the Department of Defense instituted a cost
reduction program. One of the more important aspects of this pro-
gram was shifting from noncompetitive procurement to price competi-
tive procurement. The Department estimates that the savings from
shifting to price competitive procurement averages about 25 percent.
Another aspect of the cost reduction program was reducing the use
of cost-plus-fixed-fee contracts and increasing the use of fixed and
mic Committee, Hearings, “Economy in Government Procurement and Property Manage-
ment,” (Nov. 27-30 and Dec. 8, 1967), pp. 162-177. ) »

3 Tbid., pp. 80-135; e.z., DOD Training Seminar on ‘“Certified Cost or Pricing Data and Public Law
87-653," (September 1967).
1855, £

Thbid., p. 376.
5 Ibid., p. 305.
6 Ibid., p. 379.
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incentive price contracts. Savings are estimated at 10 percent per
dollar converted from cost-plus-fixed-fee contract pricing to fixed
or incentive type contract pricing. Other aspects of the cost reduction
program included purchasing items directly from the manufacturer
rather than through a prime contractor, and the multiyear procure-
ment procedure which is used in lieu of awarding a separate contract
each year.
B. RENEGOTIATION AND PROCUREMENT

In analyzing the relationship between renegotiation and procure-
ment policies and methods, it 1s useful to consider the types of con-
tracts represented in renegotiable sales and their relative profitability.
Tt also would be helpful in attempting to determine the types of pro-
curement which result in ‘“‘excessive profits” to examine the types of
contracts, and their profitability, represented in the sales of contrac-
tors with respect to which excessive profits determinations were made.
This latter information was not provided to the staff. The available
data, however, do afford some indication of the relative magnitude
of excessive profits within the overall framework of renegotiation.
In addition, some indications are provided of the relative profitability
of those contractors with respect to which excessive profits determina-
tions were made.

The- objective of renegotiation is to limit “excessive profits.” In
this connection, it is worthwhile to consider the profit policy of the
Defense Department and recent studies of defense industry prof-
itability.

1. Renegotiable sales and profits—By type of contract pricing

The changes in the procurement patterns of the Department of
Defense in recent years are reflected in the types of renegotiable sales
reported to the Renegotiation Board. An increasing percentage of
renegotiable sales is attributable to fixed-price type and incentive type
contracts. On the other hand, the percentage of renegotiable sales
attributable to cost-plus-fixed-fee contracts has declined.

An analysis of the ratio of renegotiable profits to total renegotiable
sales for various types of contracts in recent years indicates that
incentive type contracts (both fixed-price and cost-reimbursement)
have a profit/sales ratio about twice that of nonincentive type con-
tracts. On the other:hand, if only :profitable renegotiable sales are
considered, firm fixed-price contracts generally show the highest
profit/sales ratios. Firm fixed-price contracts also show the highest
rate of losses when only loss renegotiable sales are considered.

2. Renegotiable sales and profits, and excessive profits determinations

The magnitude of excessive profits within the overall context of
renegotiation is relatively small. In recent years, excessive profits have
averaged less than one-tenth of 1 percent of renegotiable sales and
about 1.3 percent of renegotiable profits. When the amount of excessive
profits actually returned to the Government (i.e., after reduction for
the Federal income tax credit) is considered, these percentages are
approximately halved. ;

Those contractors with respect to which excessive profits deter-
minations were made had profit/sales ratios on their renegotiable
business which were substantially higher than the profit/sales ratios
for all contractors reporting to the Renegotiation Board. On the other
hand, the profit/sales ratios on the nonrenegotiable business (all other
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sales of the contractor—commerical and nonrenegotiable Government)
of those.contractors,with respect to which - excessive profits determi-
nations were made were significantly higher than the profit/sales
ratios on the renegotiable business of these firms.
3. DOD profit policy concepts
(a) DOD profit policy

Basically, it is the policy of the DOD to utilize the business profit
motive to encourage competent and resourceful private industry to
compete for the sales the DOD generates.” In order to facilitate the
achievement of this goal, adequate targeted profits must be available
in the negotiation of defense contracts. The DOD promulgated a new
profit policy on August 15, 1963 (ASPR, sec. 3-808), for all contracts
negotiated -after January 1, 1964. This policy included the following
statement:®

* * * Effective national defense in a free enterprise
economy requires that the best industrial capabilities be
attracted to defense contracts. These capabilities will be
driven away from the defense market if defense contracts
are characterized by low profit opportunities. Consequently,
negotiations aimed merely at reducing profits, with no
realization of the function of profit-cannot be condoned * * * .

Furthermore, any particular average percentage of profits earned
18 not to be used to set a limit on a given contract, as ‘“negotiation of
very low profits, the use of historical averages, or the automatic
application of a predetermined percentage to the total estimated cost
of a product, does not provide the motivation to accomplish such
performance’’; ¢ i.e., more effective and economical contract per-
formance. :

To provide this motivation, “the profit objective must be fitted to
-the circumstances of the particular procurement, giving due weight to
each of the performance, risk, and other factors * * *. This will
result in a wider range of profits, which, in many cases, will be sig-
nificantly higher than previous norms * * * [since] low average
profit rates on defense contracts overall are detrimental to the public
mterest.”

The overall, objective of the new DOD profit policy on negotiated
contracts ‘(which, in 1967, accounted for ‘86 percent of the dollar
amount of military procurement with business firms in the United
States) is to set up adequate inducement for a “broad reduction in
defense costs’’; and, at the same time, to shift as much cost responsi-
bility as possible to the contractors. Thus, as indicated above, higher
rewards (i.e., profits) will go to contractors who: undertake more
difficult assignments requiring high technical skills; assume greater
cost risk; show excellent past performance records; and undertake the
responsibility to provide their own facilities and financing.!!

The DOD ])I‘Ofkl)t policy operates in conjunction with the change in
contract pricing policies discussed previously. Changes in DOD
procurement policies during the 1960’s have tended to increase the
contractor’s risk by inereasing his cost responsibility: the use of
.7 Armed Services Procurement Regulation (ASPR), secs. 3-402(a) (1) and 3-808.1(a).

8 ASPR, sec, 3-808.1(a). - - y

Ipid. S P

1 Tid. . . 3 e

1 Thid! . L
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cost-plus-fixed-fee contracts has declined rapidly; conversely, increased
use has been made of firm fixed-price and mcentive contracts; in
addition, price competitive procurement has been rising steadily.

This shift from cost-type contracts to fixed-price type contracts has
also increased the contractor’s working capital requirements because
progress payments by the DOD have been at a lower rate of costs
ncurred for fixed-price contracts than for cost contracts (70 percent
vs. 100 percent for cost).’?

The recent trend toward higher risk contracts (firm fixed-price)
includes a potential for greater contractor profit (if performance
exceeds expectations) or lower profits (or losses, if costs are not
managed efficiently).

As mdicated previously, overall profit/sales ratios for firm fixed-
price contracts of renegotiable sales were much lower than for incentive
type contracts. This was due to the high rate of losses reported on firm
fixed-price contracts. Considering only reported profitable renegotiable
sales, however, firm fixed-price contracts revealed the highest profit/
sales ratio of the three major categories of contracts reported by the
Renegotiation Board.

() DOD profit review system

The DOD established a profit review system to implement the new
profit policy stated in ASPR, sec. 3-808. This set up “Weighted
Guidelines” for negotiating target profits, based upon weighted
percentages for certain inputs and costs.'®

The factors to be considered included the following: past contract
performance (e.g., management quality, cost efficiency, cost reduction
program, value engineering, quality of product, delivery efficiency,
inventive contribution, and small business and labor surplus area
participation); contractor risk (e.g., type of contract pricing, difficulty
of contract task); high technical skill requirements (and other material
and engineering inputs); and contractor investment (i.e., whether
government supplied).* Weighted Guidelines are to be used in all
contracts where cost analysis is performed, except certain service and
construction contracts.

The DOD also developed a contractor performance evaluation
system to allow analysis of the efficiency of defense contractors and
properly reward them by establishing targeted profits befitting past
performance and contractor risk.”® In all negotiated contracts over
$200,000, the contracting officer must complete a report of the indi-
vidual contract profit plan, reflecting the cost weighting that resulted
in the negotiated target profit.’® Following completion of such a
negotiated contract, a report must be made to provide a comparison
of the effectiveness of the targeted (“‘going in’’) profit and the cost
perfornglance, which is reflected in the final earned (“‘coming out”)
profit.!

2 DOD reported that progress payments would be 80 percent for fixed-price contracts as of Mar. 1, 1968.
Small business was incréased from 75 percent to 85 percent. These recommendations were made during hear-
ings by the Subcommittee on Government Procurement, Senate Select Committee .on Small Business,
Feb. 6, 7, 1968.

18 ASPR, sec. 4-808.2.

14 ASPR, sec. 3-808.4. y

1 DOD Directive 5126.38, Dec. 3, 1965.

18 DD form 1499, Aug. 1, 1966, ASPR, sec. 21-300. s 5

Prior to the Weighted Guideline period (1958-63), reports were only required on all contracts over
$1,000,000. From 1964 to July 1, 1966, all contracts over $500,000 were reported; sinee July 1, 1966, the figure
has been lowered to the present $200,000. ““ Smaller contract negotiations were covered by limited sampling.”
Logistics Management Institute, Defense Profit Review (November 1967), vol. L., p. 33.

17 DD form 1500, ASPR, sec. 21-400,
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To compare the negotiated ‘“‘going in”’ profit rates (before taxes)
during the Weighted Guideline period . (1964-67) with previous
“going in” profit rates, the DOD developed comparative data on
“ooing in”’ target profit rates for 3,615 contracts negotiated during
1959-63 and 6,440 contracts negotiated during 1964-67 (see table 1).

TABLE 1.—DOD PROFIT REVIEW: NEGDTIATED ““GOING IN'* PROFIT RATES (BEFORE TAXES), FISCAL YEARS 1959-
63 AND 1964-67

[Dollar amounts in millions]

Base period, Fiscal Years 1953-63 WGL period, Fiscal Years 1964-67

Type of contract Profit rate on— Profit rate on—
Number  Dollar ————————— Number Dollafy ——mM8M8 ————

Cost Cost Sales Cost Cost Sales
Percent Percent Percent  Percent
Firm fixed-price.._.__.___.__ 1,582 36,565 A 283 3,064  $9,490 11.0 9.9
Fixed-price-incentive-fee..___ 396 10, 749 8.9 8.2 915 9,116 .4 8.6
Cost-plus-incentive-fee______ 136 3,948 6.0 037 971 4,605 7.4 6.9
Cost-plus-fixed-fee___.______ 1,501 10,059 6.2 5.8 1,490 2,601 6.9 6.4
ffotal e 3, 6158317371 77 731 6,440 25,812 9.4 8.6

Source: Cited in Logistics Management Institute, Defense Profit Review (November 1967), vol. I, p. 36.

In the case of each type of contract pricing in table 1, negotiated
“ooing in’’ profits were higher (as a percentage of both cost and sales)
during the recent Weighted Guideline period, 1964—67, than during the
prior 5-year period.

(¢) DOD profit policy and the renegotiation process

The renegotiation process does not focus directly on the problem of
unreasonable prices to the Government (or ‘‘excessive’” profits) on
any single contract award. A firm’s renegotiable business is aggre-
gated (profits and loss contracts) for each fiscal year. Therefore, the
Government may have paid an excessive price on part of a contrac-
tor’s sales, but this may have been partially offset by other factors;
namely, low or average profits on other contracts; losses on current
work (due to underbidding or lack of effective cost control); or loss
carryforwards from prior years. In other words, the renegotiation
process emphasizes the elimination of ‘‘excessive profits” on a firm’s
ageregate renegotiable business during the fiscal year, and the Defense
Department procurement process emphasizes the attainment of
“reasonable prices’”’ by the Government on its procurements.

The profit policy of the Department of Defense states the relation-
ship between costs, prices, and profits for procurement purposes as
follows: 18

* * % ywhile the public interest requires that excessive
profits be avoided, the contracting officer should not become
so preoccupied with particular elements of a contractor’s esti-
mate of cost and profit that the most important consideration,
the total price itself, is distorted or diminished in its signifi-
cance. Government procurement is concerned primarily with
the reasonableness of the price which the Government ulti-
mately pays, and only secondarily with the eventual cost and
profit to the contractor.

5 ASPR, sec. 3-806(b).

91-043—68 3
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_In cases where adequate price competition exists (formally adver-
tised contracts and certain negotiated contracts), the cost-price-profit
policy of the Defense Department is stated more specifically as
follows:

* * * fixed-price type contracts will be awarded to the
lowest responsible offerors without regard to the amount of
their profits. Under these circumstances, the profit which is
anticipated, or in fact earned, should not be of concern to
the Government. In such cases, if a low offeror earns a large
profit, it should be considered the normal reward of efficiency
in a competitive system and efforts should not be made to
reduce such profits.

According to the Department of Defense, “adequate price compe-
tition’” existed in over 40 percent of the dollar amount of procurement
in 1967. In addition, slightly more than 90 percent of 11.7 million
procurement actions in 1967 (excluding intragovernmental) were
classified as ‘“price competitive.” * Thus, less than 10 percent of pro-
curement actions in 1967 accounted for almost 60 percent of the dollar
amount.

It is possible, therefore, that these relatively few noncompetitive
negotiated contract actions will become more effectively “policeable’
in light of various factors such as the following: the recent tightening
of the implementation of the Truth in Negotiations Act; preaudit and
postva,warg audits by the Defense Contract Audit Agency; postaudits
by the General Accounting Office on the reasonableness of contract
costs and effectiveness of contract management by the DOD; and
improved accuracy by the DOD in applying the Weighted Guidelines
in negotiating target costs and profits.

4. Studies of defense industry profitability

A recent study by the Logistics Management Institute (LMI),
Defense Industry Profit Review (November 1967), indicated that
average profits on defense business were declining relative to average
profits on commercial business, 1958-66 (i.e., for the firms in the
sample, defense profit ratios were declining, while commercial profit
ratios were increasing). The sample of firms doing defense business
included: (a) 23 firms defined as high volume ($200 million or more
defense sales) ; (b) 17 medium volume firms ($25 million to $200 million
defense sales; and (¢) 25 low volume firms ($1 million to $25 million
defense sales).”” Defense sales to these firms were estimated as repre-
senting the following percentages of the total defense sales to all firms
within each category: (a) high volume—92 percent; (b) medium
volume—50 percent; and (¢) low volume—3 percent.?

Inasmuch as the low volume companies i the sample only ac-
counted for a small percentage of defense sales to all low volume
companies, conclusions were drawn only with respect to the 40 high
and medium volume firms. For purposes of making profitability com-
parisons, profit/sales ratios (before tax) were derived for the com-
mercial sales of the firms, as well as for the sales of a sample of 3,500
industrial firms chosen from Federal Trade Commission (FTC) and

1 ASPR, sec. 3-808.1(c).
20 Office of the Secretary of Defense, ‘“Military Prime Contract Awards and Subcontract Payments or
Commitments, July 1966-June 1967,”” p. 33

; %boslzistics Management Institute, Defense Industry Profit Review,” (Nov. 1967), vol. II, p. 3z
id., p. 101.
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Securities and Exchange Commission (SEC) quarterly financial re-
ports. These FTC/SEC manufacturing firms were drawn from six
industrial categories comparable to defense industries: transportation
equipment, electrical machinery, equipment and supplies, other ma-
chinery, other fabricated metal products, instruments and related
products, and miscellaneous manufacturing and ordinance.?

Profit/sales ratios (before taxes) for the defense business of the com-
bined 40 high and medium volume firms declined from 5.4 percent
in 1958 to a low of 3.9 percent in 1963, rose to 4.8 percent in 1965,
and declined slightly to 4.5 percent in 1966. Ignoring the 2 low years
of 1960 and 1961, profit/sales ratios for the commercial business of
these firms rose from 6.6 percent in 1958 to a high of 10.1 percent in
1965, and declined to 9.2 percent in 1966. At the same time, profit/sales
ratios for the FTC/SEC sample increased from 7.1 percent in 1958 to
a high of 10.4 percent in 1965, and declined slightly to 10.0 percent in
1966 (see table 2).

An additional overall profit/sales ratio included in table 2 compares
net renegotiable profits (net of losses) to total renegotiable sales re-
viewed by the Renegotiation Board. This profit/sales ratio declined
from 6.5 percent in 1956 to a low of 2.9 percent in 1963 and 1964,
increased to 3.0 percent in 1965 and 1966, and increased again to 3.5
percent in 1967. It should be noted that the data from which this
ratio is derived are based on cost allowances required for renegotiation
purposes.

Additional Renegotiation Board data are presented in tables 25
and 26 of appendix B for firms determined to have excessive profits,
1963-67. Before rencgotiation, renegotiable profit/sales ratios of these
firms ranged from 8.8 percent in 1963, to 12.8 percent in 1964, and to
16.0 percent in 1967. On the other hand, the profit/sales ratios on the
nonrenegotiable sales of these firms rose from 19.9 percent in 1964 to
31.4 percent in 1967; and overall profit/sales ratios increased from 17.8
percent in 1964 to 29.2 percent in 1967.

TABLE 2.—COMPARISONS OF PROFITABILITY RATIOS OF DEFENSE AND COMMERCIAL INDUSTRIES,!

1958-66
{In percent]
Category 1958 1959 1960 1961 1962 1963 1964 1965 1966
Profits/sales (before taxes):

Defense business_______________ 5.4 hal 4.0 4.3 4,200 3.9 4.0 4.3 4.5
Commercial business_______ 6.6 6.7 4.3 559 8.2 8.4 9.6 10.1 952
FTC/SEC sample firms______ 71 8.9 7.8 T55 8.9 9.1 9.5 10.4 10.0
Renegotiation Board data 2 4.9 4.2 4.0 3.6 31 2:9 259 3.0 3.0

Profits/equity capital investment:3
25.0 23.7 21.1 18.5 18.3 16.1 15.6 18.2 17.4
175301757 ] SS T 65 8 B0 316 B 201N 72 A 2 8.7 SP 7 95
16,5821 98 T8, SEERT 7880 21008 226 24010 27, 45 SN27
20,4 19.1 17.0 146 143 125 12.2 143 13.0
13.4 13.8 9:28 132818, 1 17.2 20.6 2.4 19.7
14.1 18.8 159 151 185 19.2 20.4 231 226

1 Logistics Management Institute sample of high-and medium-volume firms doing defense and commercial business,
and sample of FTC/SEC manufacturing industry groups (averages weighted by company sales).

2 Reported renegotiable profits and sales (net of reported renegotiable lasses); data for 1956 and 1957 were 6.5 and
5.8 percent respectively; 1967 was 3.5 percent.

3 Does not include equity or investment furnished by the Government.

Source: LM!, Defense Industry Profit Review (Navember 1967), val. I, pp. 26-27.
28 Ibid., p. 7.
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The Renegotiation Board did not furnish data on profits as a
percentage of corporate net worth (or as a rate of return on capital
investment) for individual cases or in total. Therefore, comparisons
are not available between Renegotiation Board data and the LMI
data on profit/capital investment ratios.

The LMI study also segregated defense sales and profits by type
of contract, the results of which are summarized in table 3. On the
average, subcontracts revealed a slightly lower profit/sales ratio than
prime contracts, except in 1966 when subcountract profits averaged 6.5
percent of sales as compared to 4.9 percent for prime contracts. In
recent years, fixed-price incentive contracts revealed the highest
profit/sales ratios, and firm fixed-price contracts had the lowest ratios.

TABLE 3.—COMPARISONS OF DEFENSE PROFIT/SALES RATIOS, BY TYPE OF CONTRACT PRICING, 1958-66
(AVERAGES WEIGHTED BY COMPANY SALES)

[In percent]
Year Prime contracts ~ Subcontracts Cost plus Cost plus Firm fixed Fixed price
fixed fee incentive fee price incentive fee
19585 =-" 57 4.2 359 2 7.2 633
1959.__ 4.8 5.2 3.8 4.6 758 k7
1960...___ 4.9 359 3.7 6.1 5.4 5.8
19612 ae 4.8 4.8 3.6 4.4 3.8 6.8
l9p28ct - 4.5 4.7 390 4.0 329 6.3
1963 ___ 4.0 4.1 3.3 4.6 2.4 5.6
1964 4.1 4.6 3.7 4.9 ) 6.1
1965_ h82 4.3 4.7 5.0 &L/ G35
1966.- 4.9 6.5 4.6 553 2.9 5.0

Source: LMI, Defense Industry Profit Review (November 1967), vol. |, p. 32.

The profit/sales ratios in table 3 for the LLMI study were roughly
comparable to the profit/sales ratios for total renegotiable sales and
profits (net of losses) in 1965-67 (table 22 of appendix B); for example,
fixed-price incentive contracts had the highest ratios in both cases,
and firm fixed price contracts had the lowest.

Another recent study of comparative profitability of ‘“defense
business” and commercial business was reported by Dr. Murray L.
Weidenbaum, professor of economies, in “Department of Economics
Working Papers 6717, Washington University, St. Louis, Mo. His
sample included six large defense firms whose defense or space sales
accounted for over 75 percent of their total sales in 1965. Six com-
mercial firms were selected on the basis of similar sales volume; these
samples were compared for 1962-65 and for 1952-55.

This study differed from the LMI profit study in various respects.
The LMI study selected a larger sample (40) of representative firms
having both defense and commercial sales (high and medium volume
defense sales—over $25 million). In addition, the firms in the LMI
study were compared with commercially oriented firms (FTC/SEC
sample of 3,500 firms) in industries producing durable equipment simi-
lar to that produced by the defense sample. In other words, it appears
that Professor Weidenbaum’s sample of the six large defense oriented
firms was less representative of firms doing defense business than the
LMIT study.

Professor Weidenbaum’s findings revealed a higher profit/capital
investment ratio (return on net worth) for the six defense firms (17.5
percent) than for the six commercial firms (10.6 percent). On the
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other hand, the “profit margin on sales” was only 2.6 percent for
the defense firms, while the commercial firms had a 4.5 percent margin.
This was due to the higher “capital turnover” of 6.8 times yearly
for the defense companies, as contrasted to 2.3 times yearly for the
nondefense companies. The greater “capital turnover’ rates for the
six defense firms was related to the presence of Government furnished
capital and equipment investment. Professor Weidenbaum has noted
the limitations of the study data regarding the coverage of the sample
and the fact that the capital investment ratios did not take into
account Government supplied capital. This capital, if properly ac-
counted for, would reduce the profit/capital investment ratios for
certain defense oriented companies.

The LMI survey indicated significantly lower “capital turnover’”
rates for its larger, more representative sample of defense businesses.
The commercially oriented firms had even lower turnover ratios, but
they had much higher profit/sales ratios than did Professor Weiden-
baum’s sample of six commercial firms.

The LMI study also indicated declining profit/capital investment
ratios for its defense sample; at the same time, the commercial busi-
ness of these 40 firms and the FTC/SEC sample of 3,500 firms in
comparable industries revealed increasing profit/capital investment
ratios (see table 2).

The Logistics Management Institute is continuing its study in
an attempt to further evaluate the data collected. It is also making
further efforts to improve the coverage of small volume defense
businesses ($1-25 million in defense sales) so as to obtain a statistically
reliable sample.

A fourth indicator of defense business profitability is the continuing
analysis under the DOD profit review system. The purpose of this
analysis is to calculate realized profit rates on completed contracts,
by type of contract, and compare average earned profit rates to aver-
age negotiated target profit rates. Limited data are available at the
present time, however, concerning earned (‘“‘coming out”) profits of
contractors during the period the Weighted Guidelines have been in
effect. The 1,842 contracts covered in table 4, which include only
$11.2 billion in costs, were all awarded before the initiation of the
Weighted Guidelines; this is due to the length of time between a con-
tract award and the determination of profits earned on the completed
contract.

The data in table 4 are also limited since no reports were tabu-
lated for firm fixed-price contracts (which have accounted for an
increasing majority of contract awards). In addition, the average
earned profits do not reflect the deduction of ‘“unallowable/nonrecover-
able costs,” as do the data for defense business in table 2. If this had
been done, the average earned profit in table 4 would have been
“reasonabl comparable” with profits by type of contract pricing iny
table 2.** In both cases, however, fixed-price incentive coutracts had
the highest profit rates. Furthermore, data on earned profit rates in
table 4 are limited by the fact that they, as the studies mentioned
previously, are averages; thus, they do not reflect variations among
different business.

24 LMI, p. 34.
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TABLE 4.—D0D PROFIT REVIEW: REALIZED PROFIT RATES (BEFORE TAXES) ON COMPLETED CONTRACTS !

Average Average
Number of Total costs negotiated earned
Type of contract contracts (millions) profit- Sales profit- Sales
percent percent
of cost of cost
Firm fixed-price.... ... ) N
Fixed redetermination.__ > 351 $12, 346 983 8.5 8.6 Tkl
Fixed-price incentive fee._.__ 311 3,883 9.3 8.5 9.2 8.4
Cost-plus-incentive-fee_ - 75 331 6.4 6.0 a7 6.7
Cost-plus-fixed-fee. 1,105 4,689 6.4 6.0 6.1 . /1
Total contracts
reported. - ... 1,842 11,289 e e

! Contracts awarded July 1, 1958-Dec. 31, 1963 (preweighted guidelines). Also, ““Contracting officers have not yet sub-
'gnitfteldlsufﬁ]ciqn]t dataon completed contracts which were placed under the weighted guidelines (1964-67) to permita mean-
ingful [analysis].

2 No data.

Source: LMI, p. 37.

In order to relate the DOD profit review system to the LMI profit
study, “the LMI profit study task will require an increase in its analy-
sis of the consolidated [DOD] 1499 and 1500 Forms data as those data
expand. An improved understanding of the relationship between the
data collected under the DOD system and the data received from
contractors participating in this [LMI] study should result.” %

In view of the limitations of the various profitability studies dis-
cussed above (LMI, Renegotiation Board data, Professor Weiden-
baum, and the DOD profit review system), it is apparent that a
continuing and more refined analysis of the profitability of defense
business and comparable commercial business is necessary for an
adequate evaluation of the effects of recent changes in Defense De-
partment procurement and profit review policies.

25 LMI, p. 35.



SECTION 4. CONSIDERATIONS IN EXTENDING THE
RENEGOTIATION ACT

A. SHOULD RENEGOTIATION BE CONTINUED?

There are a number of factors which should be taken into account in
considering whether renegotiation should be continued. The more
important of these are presented below.

1. The policy of renegotiation

The policy underlying renegotiation is that contractors doing
business with the Government in the defense and space programs
should not be allowed to obtain excessive profits on that work. Another
relevant policy is that the goods and services needed by the Govern-
ment should be secured at a fair and reasonable price. As is discussed
more fully below, it is difficult at the present time to judge the effec-
tiveness of new procurement policies and methods, especially during
the procurement buildup associated with the Vietnam conflict, in
obtaining Government procurements at proper prices and also in
limiting excessive profits on these procurements. It is also difficult
to judge whether renegotiation supplements these procurement policies
and methods, including the role assigned to the profit motive, or
whether it detracts from their full implementation and effectiveness.
In this connection it should be noted that the Department of Defense
feels the Renegotiation Act should be continued at this time.

2. The results of renegotiation

Renegotiation has recovered for the Government more than the
amounts expended by the Renegotiation Board for its activities. In
analyzing this aspect of renegotiation, it does not appear appropriate
to consider the Board’s activities from its inception to the present
time. The effect of looking back to 1951 is to attribute in part to the
present time amounts recovered during a period characterized by
crash procurement and substantially less sophisticated procurement
methods. The procurement framework of the present time is quite
different in terms both of the methods employed and the circumstances
in which procurement must take place. Accordingly, the past 5 years
have been used for purposes of analysis as more representative of
current conditions.

Actual determinations of excessive profits by the Renegotiation
Board for the fiscal years 1963 through 1967 averaged about $18.2
million a year (before the Federal tax credit), resulting in an average
net recovery by the Government of $9.4 million a year. In view of the
normal timelag between the time a contract is awarded by a procure-
ment agency and the time a determination is made by the Renegotia-
tion Board with respect to amounts received under that contract,
the determinations of excessive profits mentioned above (iucluding
those in 1967) resulted, generally, from contracts awarded in a period
of relatively stable procurement; that is, a period which does not

(33)
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include the acceleration in procurement resulting from the Vietnam
conflict.

It would appear that renegotiation also may limit excessive profits
through voluntary refunds and price reductions which are made by
contractors. For the fiscal years 1963 through 1967, contractors
reported to the Renegotiation Board voluntary refunds and price
reductions which averaged over $27.8 million a year. This probably
resulted in an average net recovery by the Government of about
$14.5 million a year (assuming the portion of refunds and price
reductions recovered is about the same as the portion of excessive
profits recovered). These voluntary refunds and price reductions,
which are made to procurement agencies and higher tier contractors,
are not required by a contract provision. It would appear, therefore,
reasonable to assume that the existence of renegotiation is at least one
of the motivating factors behind the making of these refunds and price
reductions.

It is also possible that renegotiation limits excessive profits by
exerting a deterrent effect on the determination of the contract price
at the time a contract is awarded. Although this effect is not measura-
ble, it appears reasonable to assume that the existence of renegotiation
may have a restraining effect on contract pricing.

Thus, the measurable effect of renegotiation in controlling excessive
profits has averaged somewhere between $9.5 and $24 million a year
during the past 5 years, depending on the extent to which voluntary
refunds and price reductions are attributable to renegotiation. When
the immeasurable effect which the existence of renegotiation probably
has on contract pricing is also taken into account, 1t is apparent that
renegotiation has resulted in recoveries to the Government which
exceed the comparatively small amounts expended by the Renegotia-
tion Board for its activities (approximately $2.5 million a year over the
past 5 years).

On the other hand, the impact of renegotiation within the overall
procurement, context is relatively insignificant. In 1967, the excessive
profits determinations by the Renegotiation Board amounted to
only one-twentieth of 1 percent of the amount of renegotiable sales
reported in filings with the Renegotiation Board.

Another indication of the relatively small magnitude of the recov-
eries attributable to renegotiation is shown by the fact that the amount
of profits which the Renegotiation Board determined to be excessive
from fiscal year 1963 to fiscal year 1967 averaged 1.3 percent of total re-
negotiable profits. Moreover, the amount actually recovered by the
Government with respect to these determinations of excessive profits
(i.e., after allowance of the credit for Federal income taxes previously
paid on the excessive profits) amounted to 0.7 percent of the total
net profits on renegotiable sales.

If the voluntary refunds and price reductions which are made to
procurement agencies and higher tier contractors are considered to
be a result of the existence of renegotiation, the magnitude of the
savings resulting from renegotiation would be increased somewhat.

In addition to the fact that recoveries pursuant to the Renegotiation
Act are relatively insignificant in magnitude, it should also be noted
that contractors incur costs in complying with the requirements of
the Renegotiation Act, both in preparing the necessary reports and in
the actual renegotiation of a case. However, the magnitude of the
costs incurred solely by reason of renegotiation is not ascertainable.
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These costs in addition to being deductible for Federal income tax
purposes are probably passed on at least in part to the Government
in future contracts.

3. Renegotiation and procurement

The structural environment within which defense and space pro-
curement takes place is characterized by uncertainties. Large amounts
are being spentin the defense and space effort for products with respect
to which there is little or no production or cost experience available.
The steadily rising pace of technological change and innovation has
made available, and the rising sophistication of the defense and space
programs have required, new and extremely complex products, ma-
terials, applications, and systems. These various factors produce an
environment characterized by uncertainty and lack of cost and pro-
duction experience.

In order to insure fair and proper prices on military purchases by
the Government within this environment, and also to reduce the cost
of these purchases to the Government, the Department of Defense
has significantly revised its procurement methods in recent years. A
cost reduction program was adopted, procurement emphasis was
shifted from cost-plus-fixed-fee contracts to fixed price and incentive
contracts, the amount of competitive procurement was increased,
contract review and auditing procedures have been expanded, and
the Truth in Negotiations Act has been 1mplemented. A significant
percentage in terms of value of Defense Department contracts, over
56 percent in 1967, were firm fixed-price contracts. In addition, over 83
percent of the 229,357 contracts awarded (over $10,000) by the
Defense Department in 1967 were firm fixed-price contracts. Firm
fixed-price contracts are not used in the circumstances usually cited as
requiring renegotiation; namely, where there is a lack of adequate cost
and production experience. Moreover, an additional 30 percent in
terms of value of contract awards by the Department of Defense in
1967 included a price adjustment feature (i.e., incentive escalation, or
redeterminable). In other words, 86 percent of the value and 93 per-
cent of the number of contract awards (over $10,000) were either
firm-fixed price or included a price adjustment feature.

Although substantial and significant changes have been made by
the Department of Defense in its procurement methods in recent
years to make those procurement methods more effective, it appears
that there is a need to further assess those methods before their
effectiveness can be judged, especially with respect to adequately
insuring against excessive profits. The amount of excessive profits on
procurement occurring during the Vietnam buildup (fiscal years 1966
and 1967) will be reflected in Renegotiation Board determinations
during the next few years. The level of these determinations will
afford some indication of the effectiveness of procurement methods
during recent years.

The overall review of military procurement policies, practices, and
procedures begun last August by the Special Investigations Subcom-
mittee of the House Armed Services Committee, which it is not
contemplated will be completed for some time, has resulted in two
interim reports indicating some deficiencies in procurement practices
regarding implementation of the Truth-in-Negotiations Act and also
regarding small purchases.
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The studies in recent years of the General Accounting Office, the
Federal Procurement and Regulation Subcommittee and the Economy
in Government Subcommittee of the Joint Economic Committee have
also indicated some shortcomings in procurement practices.

At the present time, studies also are being made of the level of
profits in defense work with a view to determining the effectiveness
of the Department of Defense profit policy in terms of the overall
goals of securing the goods and services needed by the Government
at reasonable prices and of encouraging the growth of efficient and
innovative suppliers.

4. The recent procurement buildup

It appears that the amounts subject to the renegotiation process
will increase substantially in the next few years. Amounts received
under contracts awarded during the buildup in procurement associated
with the Vietnam conflict are just beginning to be reflected in con-
tractor filings with the Renegotiation Board. The number of filings
with the Board, the amount of renegotiable sales reported in those
filings, and the number of cases assigned to regional boards increased
substantially in fiscal 1967 and are expected to do so in fiscal 1968 and
1969. Although the procurement buildup associated with Vietnam has
been less rapid and more orderly than the Korean conflict procurement
buildup, the Vietnam buildup has reached a higher absolute dollar
level of expenditures. It also should be noted that the percentage of
negotiated procurements by the Department of Defense reversed a
downward trend in fiscal 1966 and began rising again. Moreover, the
percentage of negotiated procurements by the National Aeronauties
and Space Administration and the Atomic Energy Commission, which
together with the Department of Defense account for the bulk of
renegotiable sales, have in recent years consistently stayed at a high
level. In addition, the portion of Department of Defense procurement
which is considered by the department to be price competitive ac-
counted for only 43 percent of total procurement in fiscal 1967, a slight
decrease from fiscal 1966, and almost half of price competitive procure-
ment occurred in the category of ‘“negotiated price competition.”

On the other hand, the procurement buildup associated with Viet-
nam does not appear to have been of a type which would impair the
basic effectiveness of procurement methods. The Vietnam buildup,
unlike the Korean buildup, has occurred at a relatively slow pace.
The Department of Defense military prime contract awards increased
675 percent from fiscal 1950 to fiscal 1952 ($5.4 billion to $41.5 billion).
On the other hand, these same awards increased by only 57 percent
from fiseal 1965 to fiscal 1967 ($25.3 billion to $39.8 billion). More-
over, the increase in procurement associated with Vietnam did
not occur primarily with respect to those types of items for which
renegotiation is usually said to be necessary; i.e., those items for which
there is little prior cost and production experience available. Approxi-
mately 39 percent of the $14.5 billion increase in the Department of
Defense procurement from fiscal 1965 to fiscal 1967 occurred in items
such as aircraft, missile and space systems, ships, and electronies and
communications equipment. The bulk of the increase, however,
occurred in such common items as ammunition, tank and automotive
products, subsistence, and textiles, clothing and equipage. In other
words, the Vietnam procurement buildup does not appear to have
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been of the type which would significantly impair the effectiveness of
procurement methods.

B. SHOULD RENEGOTIATION BE MADE PERMANENT?

1. Administration’s request for an indefinite extension

As indicated in section 2, the Renegotiation Board has requested
that the Renegotiation Act be continued for an indefinite period.
The basic reason advanced for making the act permanent is that the
conditions presently necessitating the act will continue for the fore-
seeable future.

The Board elaborated on its request for an indefinite extension in
the following manner. There will be continuing large purchases of
novel and complex military and space products for which market-
tested prices or reliable cost experience data do not exist. These
items must be procured on the basis of negotiated prices determined
with reference to uncertain cost estimates. Improved procurement
techniques cannot alter these basic characteristics of military and
space procurement. Moreover, the only means for insuring that the
profit outcome of procurement is reasonable is through the overall,
after-the-fact review provided by renegotiation. The Board also
noted that its ability to recruit skilled personnel and to otherwise
administer the act would be greatly improved by an indefinite ex-
tension. Finally, the Board noted that in 1960 the Special Subcom-
mittee on Procurement Practices of the Department of Defense, of
the House Committee on Armed Services, recommended that the
Renegotiation Act be made permanent law. (H. Rept. No. 1959, 86th
Cong., 2d sess. 38 (1960)).

2. Considerations for a limited extension

In addition to the considerations which may be advanced for
making the Renegotiation Act a permanent feature of the law, there
are also considerations involving the nature of renegotiation and
the effectiveness of procurement methods which support a limited
extension.

In both principle and operation, renegotiation is a process which
warrants periodic review by Congress. The underlying principle of
renegotiation is profit control, and in operation, a significant portion
of the control effected through the renegotiation process is dependent
on the subjective application of the general standards set forth in the
statute. It would seem desirable that there be a periodic assessment
of the need for governmentally imposed profit controls. To the extent
it is determined that it is necessary and desirable to limit profits in
the manner of the renegotiation process, it would also seem appropriate
that the implementation of the limitation be periodically reviewed.

Although it may not be possible for procurement methods to com-
pletely eliminate the occurrence of excessive profits on Government
contracts, it is conceivable that procurement methods could reduce the
incidence of excessive profits to a level which would be considered
insignificant. Because of the timelag between contract awards and
determinations by the Renegotiation Board of excessive profits, the
full impact of the procurement changes which have been instituted
in recent years on the need for renegotiation is not clear at this time.
It is also difficult to judge at this time the effect of the increase in
procurement associated with the Vietnam conflict on procurement
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methods and practices and on the incidence of excessive profits on
defense and space program work. At the present time, moreover,
procurement policies, practices and methods are being reviewed by
congressional committees and the General Accounting Office. Studies
of the profitability of defense work are in process to determine whether
the Defense Department profit policy 1s adequately implemented.
The results of these studies and the experience with renegotiation in
the next few years will be of substantial assistance in evaluating the
need for renegotiation and the interrelationship of renegotiation and
procurement policies and methods.



SECTION 5. COVERAGE OF THE ACT
A. RECEIPTS AND ACCRUALS AND COVERED DEPARTMENTS

Except for those receipts and accruals attributable to contracts or
subcontracts exempt from the act under section 106 (providing
certain “mandatory” and ‘“permissive’” exemptions), and those which
are not renegotiable under section 105(f) because they are below
the minimum amount subject to renegotiation (the “floor”), the
Renegotiation Act applies to all amounts received or accrued on or
after January 1, 1951, under contracts with the departments named
in the act, or under related subcontracts.

Section 103(a) of the act specifies several departments of the Gov-
ernment and provides that a contract is not subject to the act unless
it 1s with one of those departments or with a department designated
by the President. The named departments at the present time are
the Department of Defense, the Departments of the Army, Navy,
and the Air Force, the Maritime Administration, the Federal Maritime
Board, the General Services Administration, the National Aeronautics
and Space Administration, the Atomic Energy Commission, and the
Federal Aviation Agency.

The Board is required by the act to exercise its powers with respect
to the aggregate of the amounts received or accrued during the fiscal
year (or such other period as may be fixed by mutual agreement) by
a contractor or subcontractor under contracts with the departments
and subcontracts, and not separately with respect to amounts received
or accrued under separate contracts with the departments or sub-
contracts. The reference to contracts applies to those with the depart-
ments named in the act and which are not exempt under section 106.
The reference to subcontracts applies to contracts or arrangements
defined by section 103(g) as ‘‘subcontracts.”

Section 103(g) broadly defines ‘‘subcontract” to include three differ-
ent classes of subcontracts. The first class comprises “any purchase
order or agreement * * * to perform all or any part of the work, or
to make or furnish any materials, required for the performance of any
other contract or subcontract,” but ‘“does not include any purchase
order or agreement to furnish office supplies.” The second class
comprises ‘‘any contract or agrrangement covering the right to use any
patented or secret method, formula, or device for the performance of a
contract or subcontract.” The third class comprises “any contract or
arrangement * * * under which—(A) any amount payable is con-
tingent upon the procurement’ of any renegotiable contract or sub-
contract, or (B) “any amount payable is determined with reference to
the amount” of a renegotiable contract or subcontract, “or (C) any
part of the services performed or to be performed consists of the
soliciting, attempting to procure, or procuring” a renegotiable con-
tract or subcontract.

(39)
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B. EXEMPTIONS

Section 106 provides 10 “mandatory” exemptions, five ‘“permis-
sive’” exemptions, and a ‘“‘cost allowance” which has the effect of an
exemption for integrated producers of certain agricultural products
and raw materials.

1. Mandatory exemptions

The mandatory exemptions are as follows:

1. Any contract by a department with any territory, possession, or
State, or any agency or political subdivision thereof, or with any
forelgn government or any agency thereof.

2. Any contract or subcontract for an agricultural commodity in its
raw or natural state, or if the commodity is not customarily sold or
has not an established market in its raw or natural state, in the first
form or state, beyond the raw or natural state, in which it is cus-
tomarily sold or in which it has an established market.

3. Any contract or subcontract for the product of a mine, oil or
gas well, or other mineral or natural deposit, or timber, which has
not been processed, refined, or treated beyond the first form or state
suitable for industrial use.

4. Any contract or subcontract with a common carrier for trans-
portation or with a public utility for gas, electric energy, water,
communications, or transportation, when made in either case at
rates not in excess of unregulated rates of such a public utility which
are substantially as favorable to users and consumers as are regu-
lated rates.

5. Contracts or subcontracts with organizations, which are tax
exempt charitable, religious, or educational institutions.

6. Any contract which the Board determines does not have a direct
and immediate connection with the national defense.

7. Subcontracts directly or indirectly under contracts or subcon-
tracts which are exempt.

8. Any contract, awarded as a result of competitive bidding, for
the construction of any building, structure, improvement, or facility,
other than a contract for the construction of housing, financed with
a mortgage or mortgages insured under the provisions of title VIII
of the National Housmg Act. ~

9. Certain receipts and accruals from contracts or subcontracts
for “durable productive equipment.”

10. Certain receipts and accrufﬂs from contracts or subcontracts
for “standard commercial articles” or ‘“‘standard commercial services.’
2. Exemption for standard commercial articles and services

(a) Present law

The standard commercial article exemption provided by section
106(e) exempts amounts received or accrued in a fiscal year under
any contract or subcontract for any one of the following categories:

1. A standard commercial article.

2. An article which is ‘“identical in every material respect’” with
a standard commercial article.

3. A standard commercial service.
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4. A service which is ‘“reasonably comparable” with a standard
commercial service.

5. Any article in a standard commercial class of articles.

For the exemption to be applicable to an article or service in any
one of the above five categories, the item must meet what may be
referred to as the 35 percent rule, as well as other tests prescribed by
the act. The 35 percent rule requires, in the case of a standard com-
mercial article, that at least 35 percent of the contractor’s sales of the
item be nonrenegotiable during the fiscal year under review or, alterna-
tively, at least 35 percent of the aggregate sales for such year and the
preceding fiscal year. In other words, at least 35 percent of the con-
tractor’s sales of the item must be commercial sales or sales to Gov-
ernment departments and agencies not covered by the act. In the
case of the other four categories, the rule requires that at least 35
percent of the sales for the year under review be nonrenegotiable.

Certain other tests must also be met with respect to each category.
Thus, for an article to qualify as a standard commercial article, it
must be one which is either “customarily maintained in stock” by
the contractor or is “offered for sale in accordance with a price schedule
regularly maintained” by the contractor. If an article is to be exempt
as being identical in every material respect with a standard commercial
article, 1t must be of the ‘“‘same kind and manufactured of the same
or substitute materials * * * as a standard commercial article,” and
it must be sold at a price which is “reasonably comparable with the
price of such standard commercial article.”

For a service to be exempt as a standard commercial service, it
need meet only the 35-percent test and be a “service” as defined by
the statute. And, for a service to be exempt as “reasonably comparable
with a standard commercial service”, it must be of the “same or a
similar kind, performed with the same or similar materials, and” have
“the same or a similar result * * * asa standard commercial service.”

Tor an article to be exempt as an article in a standard commercial
class of articles, the class in which 1t is grouped must be a “standard
commercial class.” This means, under the statute, the class must
consist of two or more articles with respect to which three conditions
are met: (1) ‘“‘at least one of such articles either is customarily main-
tained in stock by the contractor . . . oris offered for sale in accord-
ance with a price schedule regularly maintained by the contractor,”
(2) “all of such articles are of the same kind and manufactured of the
same or substitute materials,” and (3) “all of such articles are sold
at reasonably comparable prices.”

A contractor may waive the exemption for sales of any one or all
of the five categories discussed above for any fiscal year under certain
prescribed conditions. In waiving the exemption with respect to any
particular article or service, the contractor will not necessarily waive
the exemption for any other article or service. The exemption for sales
of a standard commercial article is ‘‘self-executing,” in that it may be
applied by the contractor without the filing of any application therefor.
However, exemptions for sales of articles or services in any of the other
four categories can be obtained only if the contractor files an appli-
cation with the Board.
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The following list indicates some of the types of items which are
regarded by the Board as qualifying for the standard commercial
article exemption:

Abrasives, steel shot, grit Drugs—Continued
Adhesive tape Stelazine
Aircraft Thorayine
Aluminum ingots, sheets, bars and Fabrics, polyester, and nylon
other standard mill forms Fans and blowers
Antennas Frequency and time measuring
Antifreeze equipment
Boilers, oil and gas fired Fuel and lubricants, automobile
Boots and aircraft
Broadcloth Gases, industrial and medical
Bushings Governors
Cases, frozen food display cases  Insecticides
Chemicals Memory systems and components
Coffee Microwave instruments and com-
Computers and related equipment  ponents
Cotton greige goods Nails
Cylinders, gas Nuts
Digital equipment and compo- “O” rings
nents Paints and thinner
Drills, counterbores, countersinks, Potentiometers
and boring bars Recorders, video and audio
Drugs: Sheets and pillowcases
Actifed Shoes
Colymycin Tacks
Deramyl Tools, taps, gages
Lanoxin Vegetables and fruit, canned
Mandelamine Ventilators
Pyridium Wire sereen cloth

In each year, an unknown number of contractors self-apply the
standard commercial article exemption and do not inform the Board.
The Board is of the belief that millions of dollars of sales are thus
exempted, but it has stated that it has no way of knowing or esti-
mating the amount involved. However, for the fiscal years 1963
through 1967, the amounts involved in self-applications of exemptions
which were reported to the Board are as follows:

Reported amounts of self-applications

Fiscal year: Millions
1063 L $623
1964 . o e 2 603
1965 L L 561
1966 - oo S R 439
1067 e e e e e e = B G 7173

The applications received by the Board for fiscal years 1963 through
1967 for exemptions under the provisions of the standard commercial
article exemption which are not self-executing (i.e., identical articles,
standard commercial services, identical services, and classes of
articles) showed the following:
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APPLICATIONS FOR STANDARD COMMERCIAL ARTICLE EXEMPTION

[Dollar amounts in thousands]

Fiscal Number of Amount of exemptions
year applications
Applied for Approved Denied
218 $515, 564 $479, 074 $36, 490
230 566, 445 556, 589 , 856
244 485,958 457,922 28,036
264 545,733 527, 667 18, 066
251 671,901 636,611 35,290

(b) Admanistration’s recommendation

In identical letters dated February 23, 1968, to the President of the
Senate and to the Speaker of the House, the Renegotiation Board
recommended that exemption for standard commercial articles and
services be eliminated in 1ts entirety. The Renegotiation Board made
the following statement on this matter:

Forwarded herewith and recommended for enactment is
a draft of legislation “To extend the Renegotiation Act of
1951, and for other purposes.”

The Bureau of the Budget has advised that enactment
of this legislation is in accord with the program of the
President.

The proposed legislation would amend section 102(c) of
the Renegotiation Act of 1951, as amended (50 U.S.C. App.,
sec. 1212(c)) by striking out the renegotiation termination
date; would repeal the exemption of standard commercial
articles and services provided in Section 106 (e) in its entirety;
and would modify the profit limitation suspension in Section
102(e) by eliminating the reference to Section 106 (e).

#* * * * &

2. Elimination of commercial exemption.—The exemption
of commercial articles and services in Section 106(e) of the
Act should be repealed in its entirety.

The exemption of individual articles provided in Section
106(e) may be self-applied by the contractor if, among
other things, his sales of an article in a fiscal year, or in such
fiscal year and the preceding fiscal year, are at least 35 per
cent nonrenegotiable.

Section 106(e) also provides exemption for an article
which is identical in every material respect with a standard
commercial article; for an article in a standard commercial
class of articles; for a standard commercial service; and for
a service which is reasonably comparable with a standard
commercial service. In these four categories, the contractor
must make application for the exemption and the 35 per cent
requirement 1s limited to sales in the fiscal year.

The contractor is entitled by the Act to waive these
exemptions, in whole or in part.

The commercial exemption assumes that excessive profits
will not result when at least 35 per cent of the sales of an
article which the contractor either maintains in stock or
offers for sale from a price schedule are nonrenegotiable.
91-043—68—+
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This assumption is not valid because what is a fair price in
commercial sales may be clearly excessive for large Govern-
ment contracts. The assumption is particularly untenable
when the volume of Government purchasing i1s expanded
and accelerated by the threat or fact of war.

There is an additional ground for objection to the class
exemption. Under this exemption only one article in a class
need be maintained in stock or offered for sale in accordance
with a price schedule. Other articles which are of the same
kind and content and are sold at reasonably comparable
prices may be included in the class, and all are exempt, pro-
vided only that 35 percent of the aggregate sales of the
articles in the class are nonrenegotiable. This exemption
has been applied to a wide variety of articles, many of which
are sold exclusively or predominantly to the military depart-
ments.

Sincerely yours,
(Signed) Lawrence E. Hartwig
LawreEncE E. Hartwig,
Chairman.

A BILL To amend the Renegotiation Act of 1951, and for other purposes

Be it enacted by the Senate and House of Representatives of
the United States of America in Congress assembled, That
this Act may be cited as the “Renegotiation Amendments
Act of 1968”.

& * #* # &
MODIFICATION OF PROFIT LIMITATIONS SUSPENSION

Skc. 3. (a) Subsection (e) of section 102 of such Act (50
U.S.C. App., 1212(e)) is amended by striking out ‘“or wou'd
be subject to this title except for the provisions of section
106(e)”” wherever such words appear therein.

(b) The amendment made by subsection (a) shall apply
to contracts with the departments and subcontracts only to
the extent of the amounts received or accrued by a con-
tractor or subcontractor after June 30, 1968.

ELIMINATION OF COMMERCIAL EXEMPTION

SEc. 4. (a) Section 106 of such Act (50 U.S.C. App.,
1216) is amended by striking out subsection (e) thereof.

(b) The amendment made by subsection (a) shall apply
to contracts with the departments and subcontracts only
to the extent of the amounts received or accrued by a con-
tractor or subcontractor after June 30, 1968.

(¢) Discussion
In addition to the Renegotiation Board, some Members of Congress
have recommended in bills introduced by them that the exemption
for standard commercial articles and services be eliminated.
It should be noted that it is difficult to estimate the impact of
repealing the standard commercial articles exemption in terms of
additional filings and renegotiable sales, especially in view of the
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fact that the Renegotiation Board is not notified of a significant
portion of the instances in which it is applied. Accordingly, the esti-
mate by the Board of the effect of eliminating this exemption must be
viewed in light of the data and forecasting difficulties involved. The
Board has estimated that the repeal of the exemption for standard
commercial articles and services would result in 600 additional
contractor filings with the Board and additional renegotiable sales
of $2.1 billion in fiscal 1969. This would increase estimated renego-
tiable sales in fiscal 1969 to $46.6 billion, an increase of 4.7 percent.

A number of interested individuals and organizations submitted
comments setting forth their reasons in opposition to the proposed
repeal of the exemption for standard commercial articles and services.
The reasons advanced are as follows:

The exemption has been in the act since 1954 and was
given further consideration by Congress in 1955 and again in
1956 on the basis of experience under the act. Moreover, the
exemption was carefully considered by Congress when
enacted and also when revised. In essence, Congress factually
concluded that in the case of standard commercial articles
and services there was no basis or need for renegotiation
since cost and pricing experience had already been acquired
and prices made in a competitive market. The exemption was
designed to recognize the fact that prices on commercial
items are made in a competitive market and accordingly
can be assumed to be reasonable.

In other words, Congress adopted a minimum exemption
to prevent the unreasonable and unnecessary renegotiation
of commercial articles that find a fair price in the competition
of the marketplace. In addition, the marketplace for standard
commercial articles and services is more competitive today
than it was in 1956 when the exemption took its present form.
Moreover, the exemption presently requires that a company,
before it can avail itself of the exemption, must itself have a
commercial market and established price for the article or
service in question. Under these conditions there are no ecir-
cumstances in which Congress can justify subjecting the
receipts from commercial articles or services to renegotiation
since the effect of this would be to allow the Government to
indirectly pay less through the working of renegotiation for
standard articles or services than commercial purchasers
would have to pay.

It is difficult to evaluate the exemption for standard commercial
articles because of the incomplete nature of the information regarding
the exemption. The extent of the application of the exemption is not
known. Moreover, there is little indication of whether the incidence
of excessive profits on articles qualifying for the exemption is higher
or lower than the incidence of excessive profits on renegotiable sales
generally. Also, the effect of the procurement buildup associated
with the Vietnam conflict on the incidence of excessive profits on
commercial items is not ascertainable at this time. Some tangible evi-
dence with respect to this exemption resulted from the recent investiga-
gation of the Special Investigations Subcommittee of the House
Armed Services Committee into small purchases practices which re-
vealed situations in which the Government was significantly over-
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charged for commercial items. This study indicated deficiencies in
procurement procedures for small purchases, although the overall
extent of overcharging is not clear.

The premise underlying the exemption for standard commercial
articles and services is that the competitive market which exists for
these items insures against excessive profits. It is suggested that a
competitive market generally is not characterized by uncertainties
regarding cost, production, or price experience which may give rise
to excessive profits.

In its request for an indefinite extension of the Renegotiation
Act, the Renegotiation Board primarily justified the continued need
for renegotiation on the basis that market-tested prices do not exist
for novel and complex military and space products which accordingly
must be procured on the basis of negotiated prices and uncertain cost
estimates. By implication, this would appear to corroborate the
basic premise of the standard commercial articles exemption.

The primary reason advanced by the Board for removing the
standard commercial article exemption was: ‘The commercial ex-
emption assumes that excessive profits will not result when at least
35 percent of the sales of an article which the contractor either main-
tains in stock or offers for sale from a price schedule are nonrene-
gotiable. This assumption is not valid because what is a fair price in
commercial sales may be clearly excessive for large Government
contracts.” In effect, the Board appears to be suggesting that the
volume discounts received by the Government on commercial items
may not be large enough. Substantial questions may be raised as to
whether this is a proper concern of renegotiation. The failure to
obtain a proper volume discount would appear to indicate either
inadequate implementation of procurement practices by contracting
officials or an otherwise cruable defect in procurement methods.
This is quite different than the premise on which renegotiation is
based; namely, that uncertainties at the time of the procurement of
certain types of items requires the after-the-fact review provided by
renegotiation.

It would seem that a more fundamental question with respect to the
standard commercial articles exemption would be whether the exemp-
tion’s underlying premise is adequately implemented through the
statutory definition. Prior to 1956, the exemption did not apply
unless the Board made a specific finding that competitive conditions
affecting the sale of an article were such as would reasonably pre-
vent excessive profits. This manner of implementing the premise
of the exemption was abandoned in 1956 because of the great burden
it placed on the Board and the considerable expense it involved
for industry. Instead, it was decided that the underlying premise of the
exemption could be implemented by looking at the individual con-
tractor concerned, rather than at an entire industry. In place of the
“competitive conditions” test, it was provided that the exemption
would apply if at least 35 percent of a contractor’s sales during the
year of an item or class of items were nonrenegotiable. 1t was recog-
nized that the substitution of the 35-percent test for the “competitive
conditions” test was a considerable liberalization of the exemption
then available.-

In addition, the exemption for a class of articles was adopted
because of the substantial difficulties which would be encountered by
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contractors in identifying to whom many similar articles were sold.
Contractors’ records often do not disclose on a product-by-product
basis the buyers of similar products.

Although there is a lack of specific information regarding various
aspects of the exemption for standard commercial articles, there are
certain factors which suggest it might be desirable to make changes
in the exemption. The procurement buildup associated with the
Vietnam conflict, although not a crash procurement, may well have
put substantial strains on certain markets. In addition, the recent
disclosures of overpricing on certain commercial items suggests a
higher incidence of excessive profits on tliese items than the exemption
contemplates.

There are three changes which the staff believes the committee
might want to see made in the exemption in order to give more assur-
ance that items qualifying for the exemption are commercial products.
First, the ratio between renegotiable and nonrenegotiable sales which
presently is a prerequisite to application of the exemption would appear
to be lower than is appropriate. The commercial nature of an item
would be more certain if at least 50 percent of the sales of the item
(and the items in a class) were not subject to renegotiation. A similar
change regarding services would also be appropriate. Second, it would
appear desirable to require contractors who self-apply the exemption
to report the self-application and its basis to the Renegotiation Board.
This would provide a better indication of the extent to which the
exemption is used and also would tend to make contractors more
careful in applying the exemption. Third, the investigation by the
Special Investigations Subcommittee of the House Armed Services
Committee indicates that items maintained in stock or items for which
a price schedule is maintained may, in fact, be sold to the Government
at prices which are greatly in excess of the prices on a comparable
order for a commercial purchaser. This type of price differentiation was
not contemplated when the present exemption for standard commerecial
articles was adopted. Accordingly, it would appear to be appropriate
to prescribe an additional requirement which must be met for an
article (or service) to qualify as a standard commercial article (or
service): namely, that the price at which the article (or service) is
sold to the Government must be reasonably comparable to the price
charged a commerical purchaser for an order of similar quantity.

Although it is true that a particular product qualifying for the class
exemption may be sold entirely to the Government, it does not appear
appropriate to make any changes in this aspect of the exemption, other
than raising the required percentage of nonrenegotiable sales to 50
percent. The statutory requirements regarding the items which may be
included within a class would appear to be adequate to insure a sub-
stantial degree of substitutability between the items included in the
class. This substantially negates the implications regarding the non-
existence of a competitive market which might otherwise be considered
to result from the fact that an item included in an exempt class may be
sold solely to the Government. Moreover, the basic reason for adopting
the class exemption in 1956—the difficulty of identifying sales of
similar articles—would appear to be equally valid today.
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3. Permissive exemptions

Under the “permissive’” exemptions provision of section 106 (d) of
the act, the Board is authorized, in its discretion, to exempt from
some or all of the provisions of the act:

1. Any contract or subcontract to be performed outside of the
territorial limits of the continental United States or in Alaska.

2. Any contracts or subcontracts under which, in the opinion of the
Board, the profits can be determined with reasonable certainty when
the contract price is established.

3. Any contract or subcontract or performance thereunder during
a specified period or periods if, in the opinion of the Board, the pro-
visigns of the contract are otherwise adequate to prevent excessive
profits.

4. Any contract or subcontract the renegotiation of which would
jeopardize secrecy required in the public interest.

5. Any subcontract or group of subcontracts not otherwise exempt
if, in the opinion of the Board, it is not administratively feasible in
the case of such subcontract or in the case of such group of sub-
contracts to determine and segregate the profits attributable thereto
from the profits attributable to activities not subject to renegotiation.

The Board is not permitted to delegate its power to grant permissive
exemptions, and it may exercise its power to grant permissive ex-
emptions both individually and by general classes or types of contracts.

Under the last of the permissive exemptions enumerated above
the Board is authorized to provide an exemption when in its opinion
it is not administratively feasible to determine and segregate the
profits described therein. This is known as the “stock item” exemp-
tion; it has been in effect throughout the life of the act, and it gener-
ally applies to sales made to replenish stock customarily maintained
by a purchaser. The Board’s regulations (section 1455.6 (b)) state that
under the exemption it will exempt from the act amounts received
or accrued from ‘“‘all subcontracts subject to the act which are for
materials (including maintenance, repair and operating supplies) cus-
tomarily purehase(f for stock in the normal course of the purchaser’s
business, except when such materials are specifically purchased for
use in performing one or more prime contracts or higher tier subcon-
tracts subject to the act.” -

C. THE STATUTORY MINIMUM OR ‘‘FLOOR’’

1. Present law

With one exception, the Renegotiation Act provides that if the
aggregate of renegotiable amounts received or accrued during a fiscal
year ending after June 30, 1956, by a contractor or subcontractor, 1s
not more than $1 million, such receipts and accruals shall not be sub-
ject to renegotiation. In addition, if the aggregate of the amounts
received or accrued is more than $1 million, no determination of exces-
sive profits may-be made in an amount greater than the amount by
which the aggregate exceeds $1 million. The minimum amount subject
to renegotiation is referred to as the floor. It was originally $250,000,
was later raised to $500,000, and, in 1956, was raised to the present
$1 million. For purposes of applying the floor, amounts received or
accrued by persons controlling, under the control of, or under common
control with, a contractor or subcontractor are combined with the
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receipts or accruals of the contractor or subcontractor. Thus, a
business may not be {ragmented to avoid renegotiation.

The one exception referred to above (respecting the amount of the
floor) is contained in section 103(g)(3) of the act, describing certain
contracts with brokers, manufacturer’s representatives, ete. In those
situations, the act provides that the applicable floor i1s $25,000, re-
gardless of the year involved. If the aggregate of the amounts received
or accrued during a fiscal year from such contracts is more than
$25,000, no determination of excessive profits with respect to such
contracts may be made in an amount greater than the amount by
which such aggrecate exceeds $25,000.

A contractor who is subject to the act, must file an annual financial
statement with the Board if the aggregate of his renegotiable sales
exceeds the statutory floor. If his renegotiable sales do not exceed
that amount, the contractor may at his election file a statement (of
nonapplicability) for the fiscal year with the Board.

2. Suggested changes in the “floor”

A number of proposals have been made to change the present
statutory minimum, or floor. It has been recommended that the
floor be lowered to $250,000. It also has been recommended that
the floor be raised to $5 million or to $10 million. In the past, it has
been recommended that the floor be raised to $2 million.

3. Discussion

At the request of the staff, the Renegotiation Board prepared esti-
mates of the effects of changing the floor to various levels. As is
true in the case of the estimates regarding the impact of repealing the
standard commercial article exemption, the estimates of the effects
of changing the floor must be viewed in light of the forecasting dif-
ficulties involved.

The Board estimated that if the floor remained at $1 million, it
would receive 4,800 filings involving renegotiable sales of $44,500,000
in fiscal 1969. The changes in the amount of filings and renegotiable
sales which would result from raising or lowering the floor to various
levels, as well as the absolute amount of filings and renegotiable sales
which would result if the floor was set at the various levels are in-
dicated in the following table:

ESTIMATED IMPACT OF PROPOSED FLOOR CHANGES, FISCAL 1969

[Dollar amounts of sales in millions]

Increase or Renegotiable sales Increase or (decrease)
Amount of floor Number of filings (decrease) in which would be in reported
number of filings reported renegotiable sales

$5, 000, 000 2,300 (2,500) $40, 300 (%4, 200)

2,000, 000 3,700 (1,100) 43,300 (1, 200)
1,000, 000 4,800 0 44,500 0
500, 000 7,800 3,000 46,700 2,200
250, 000 12, 400 7,600 48,400 3,900

Various considerations may be advanced in support of changing the
level of the floor. The considerations which support lowering the floor
include the following. The present $1 million floor allows appreciable
amounts of renegotiable sales, and presumably excessive profits, to
escape the renegotiation process. Moreover, the firms with renegotiable
sales of less than $1 million are in many cases not small business con-
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cerns, but rather are large companies whose renegotiable sales comprise
a relatively small portion of their total sales. To the extent contractors
with less than $1 million of renegotiable sales are small business con-
cerns, it should be noted that the recent trend in military procurement
toward granting a higher percentage of contract awards to small
business firms indicates that a significant portion of military procure-
ment awards goes to firms which are not subject to renegotiation be-
cause of the present floor. In addition, lowering the floor might
increase the amount of voluntary refunds and price reductions made
by contractors.

On the other hand there are a number of considerations which
support the view that the floor should be maintained at its present
level or in fact raised to a higher level. These considerations include
the following. Proposals to lower the floor do not appear to take ac-
count of the reasons which convinced Congress in 1956 that it should
raise the floor to its present level (S. Rept. No. 2624, 84th Cong., 2d
sess., 1956) :

Because of the substantial compliance cost, renegotiation
is a serious burden on small business firms. Another considera-
tion supporting this increase in the statutory floor is the fact
that only a small portion of the renegotiation recoveries
comes from firms that would be affected by the amendment.
This change in the statutory floor will be a substantial aid to
small busmnesses. It will in addition enable the Board to
concentrate on the larger cases.

Reducing the floor would complicate administration of the act.
Moreover, a lower floor would put a substantial burden on small busi-
nesses in terms of the costs of, and personnel needed to, comply with
the act. The amount of small companies which do not do business with
the Government at present because of the difficulties involved might
increase, if in addition these companies were required to cope with
the difficulties and expenses of the renegotiation process. In other
words, lowering the floor might cause small companies to participate to
a lesser degree in defense procurement. This appears to conflict with
established Government policy toward small business, as indicated
by the increasing amount of military procurement being awarded to
small business concerns and also by programs of the Small Business
Administration. Moreover, the amount of excessive profits which
would be recovered by reason of lowering the floor would in all prob-
ability be less than the additional funds which the Renegotiation
Board would require to administer the substantially increased num-
ber of filings it would receive and be required to process. If the rate
of excessive profits actually recovered by the Government (i.e., exces-
sive profits minus the credit for Federal income taxes) on the estimated
additional renegotiable sales resulting from a lower floor was the same
as the average rate of recoveries on total renegotiable sales for the
past 5 years, a $500,000 floor would result in additional recoveries by
the Government of approximately $620,000 and a $250,000 floor
would result in additional recoveries of $1.1 million. The Board has
informed the staff that its additional expenses would be $1 million to
$1.5 million if the floor were lowered to $500,000 and $3.2 million to
$3.7 million if the floor were lowered to $250,000. It is difficult to
know whether lowering the floor would also increase the amount of
voluntary refunds and price reductions.
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It also can be argued that even the present floor imposes hardships
on small and medium-size companies, and accordingly, the floor should
be raised to eliminate this hardship and to bring the renegotiation pro-
cess into accord with the general Government policy toward small
business concerns. Moreover, it has been 12 years since the floor was
increased. In view of the increase in the general price level during
that period, it can be argued that it is necessary to raise the floor
merely to make the relationship of the act to the present economic
conditions the same as the relationship which existed when the floor
was Increased in 1956. The price rise, reflected by the implicit price
deflator for the gross national product, suggests that prices at the end
of 1967 were 126.5 percent of 1956 prices. In effect, this price rise has
lowered the $1 million floor to about $790,000 in terms of 1956 prices.






SECTION 6. DETERMINING EXCESSIVE PROFITS

The procedures prescribed by the act for determining excessive
profits require that several other determinations first be made. These
involve determinations of—

(1) The contractor or subcontractor to be renegotiated.

(2) The fiscal year (or other accounting period) and the method
of -accounting to be used for renegotiation.

(3) The segregation of the contractor’s sales, costs, and profits
for the fiscal year between renegotiable and nonrenegotiable
business.

After these determinations have been made, the statutory factors
enumerated in section 103(e) of the act are applied in order to de-
terrftiline the amount of renegotiable profits which constitute “‘excessive
profits.”

A. DETERMINATION OF CONTRACTOR OR SUBCONTRACTOR

Section 105(a) requires the Board to exercise its powers with respect
to amounts received or accrued by a ‘‘contractor or subcontractor,”
but that term is not defined in the act. However, section 103(j) does
define ‘“‘person’” to include ‘‘an individual, firm, corporation, associa-
tion, partnership, and any organized group of persons whether or not
incorporated.” And, the Board’s regulations provide that the term
“contractor’”’ generally includes ‘‘subcontractor,” and that a joint
venture will be treated as a contractor or subcontractor within the
meaning of the act.

Section 105(a) of the act requires renegotiation to be conducted on
a consolidated basiswith a parent and its subsidiary corporations which
constitute an “affiliated group’” under the provisions of the Internal
Revenue Code, if all the corporations within the group request rene-
gotiation on that basis and consent to certain regulations of the Board.
This section of the act also authorizes the Board in its discretion, and
by agreement with the contractor, to conduct renegotiation on a
consolidated basis ‘“in order properly to reflect excessive profits of
two or more related contractors or subcontractors.”

B. DETERMINATION OF THE CONTRACTOR’S FISCAL YEAR AND
ACCOUNTING METHOD

Section 105(a) of the act provides that renegotiation is to be con-
ducted “with respect to the aggregate of the amounts received or
accrued during the fiscal year (or such other period as may be fixed
by mutual agreement)” and ‘not separately with respect to amounts
received or accrued under separate contracts.” (However, the Board
may conduct renegotiation with respect to one or more separate con-
tracts at the request of the contractor or subcontractor.) The fiscal
year referred to in the act is the contractor’s taxable year for Federal
income tax purposes.

(53)
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The Board’s most recent annual report to Congress expressed the
following views regarding the fact that renegotiation is conducted on a
fiscal year basis:

The contracts may vary in form from cost-plus-a-fixed-fee
to firm fixed-price; they may bhe prime contracts or sub-
contracts; and they may relate to a variety of products and
services. Also, they may be performed over differing periods:
some may be completed within the contractor’s particular
fiscal year, while the performance of others may extend be-
yond such year. Accordingly, aggregate renegotiable profits
during any fiscal year of a given contractor will often reflect
the performance of different contracts in different stages of
completion, and may result from an offset of losses or low
profits on some contracts against high or even excessive
profits on others. Thus fiscal year renegotiation, which deals
with aggregate profits, is entirely different from price adjust-
ment or redetermination of individual contract prices pur-
suant to contract provisions.

Sections 103 (f) and (i) of the act provide that receipts and accruals
and costs are to be determined in accordance with the method of
accounting regularly employed by the contractor in keeping his rec-
ords; however, if such a method of accounting does not, in the Board’s
opinion, properly reflect the contractor’s receipts, accruals, or costs,
then these items are to be determined in accordance with the method
which does, in the opinion of the Board, properly reflect the items.
The Board’s regulations require the use of the method of accounting
employed for Federal income tax purposes, but also provide for special
accounting agreements in writing, between the contractor and the
Board, if the tax method is ‘“manifestly unsuitable for the purpose
of renegotiation because it does not clearly reflect” renegotiable
profits, and the method to be adopted does clearly reflect such profits.
Such an agreement may change the contractor’s entire method of
accounting, or it may provide only for the treatment of a particular
item of cost. In addition, a change may be permitted to the “com-
pleted contract method’” in the case of certain contracts; for example,
contracts for the construction of major facilities or major units (such
as a vessel), etc.

C. DETERMINATION OF RENEGOTIABLE SALES, COSTS, AND PROFITS

For purposes of segregating renegotiable sales and costs, the Board’s
regulations provide that the terms ‘renegotiable business” and
“renegotiable sales” mean the aggregate business of a contractor or
subcontractor under subject prime contracts and subcontracts. which
are not exempt, and that the term “nonrenegotiable business’” means
any business of a contractor or subcontractor other than renegotiable
business. The regulations note that the report which a contractor
files with the Board requires a statement of the amount of his renego-
tiable sales and for an explanation of the methods used in determining
that amount. They also state that “The contractor has the primary
responsibility for determining which of its sales are subject to rene-
gotiation,” and that his segregation of such sales must be satisfactory
to the Board.
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Section 103(f) of the act defines the term ‘“‘profits derived from
contracts with the Departments and subcontracts” to mean ‘“the
excess of the amount received or acerued under such contracts and
subcontracts over the cost paid or incurred with respect thereto and
determined to be allocable thereto.” That same provision provides
generally, that all items estimated to be allowed as deductions and
exclusions under the Internal Revenue Code shall, to the extent
allocable to such contracts and subcontracts, be allowed as items
of cost.

D. THE STATUTORY FACTORS

Section 103(e) of the act provides that in determining “excessive
profits” the Board must give favorable recognition to the efficiency
of a contractor or subcontractor, and that it give particular con-
sideration to the attainment of quantity and quality production,
reduction of costs, and economy in the use of materials, facilities,
and manpower. In addition, the following factors set forth in that
section (commonly referred to as the “statutory factors’”) are to be
taken into account in determining excessive profits:

(1) Reasonableness of costs and profits, with particular
regard to volume of production, normal earnings, and com-
parison of war and peacetime products.

(2) The net worth, with particular regard to the amount and
source of public and private capital employed.

(3) Extent of risk assumed, including the risk incident to
reasonable pricing policies.

(4) Nature and extent of contribution to the defense effort,
including inventive and developmental contribution and co-
operation with the Government and other contractors in supply-
ing technical assistance.

(5) Character of business, including source and nature of
materials, complexity of manufacturing technique, character and
extent of subcontracting, and rate of turnover.

(6) Such other factors the consideration of which the public
interest and fair and equitable dealing may require, which factors
shall be published in the regulations of the Board from time to
time as adopted.

The determination of excessive profits may also be affected by
renegotiation losses in a year prior to the year under review. Section
103(m) (4) of the act provides that a renegotiation loss for any fiscal
year (the ‘“loss year”’) ending on or after December 31, 1956, shall be
a renegotiation loss carry forward to each of the 5-fiscal years following
the loss year. The act does not provide for a carryback of such losses.

Section 105(a) of the act provides as follows:

Whenever the Board makes a determination with respect
to the amount of excessive profits, and such determination
is made by order, it shall, at the request of the contractor or
subcontractor, as the case may be, prepare and furnish such
contrator or subcontractor with a statement of such determi-
nation, of the facts used as a basis therefor, and of its
reasons for such determination. Such statement shall not be
used in The Tax Court of the United States as proof of the
facts or conclusions stated therein.
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In its last annual report to the Congress, the Board commented
as follows upon the statutory factors contained in section 103(e) of the
act:

It is apparent from the statutory language that no
formulae or preestablished rates can be used to determine
whether the profits are, or are not, excessive in any given
case. Rather, the determination in each instance must
reflect the judgment of the Board on the application of each
of the statutory factors * * * to the facts of the specific
case.

These statutory factors have been viewed by others, however, as too
general to provide any realistic basis for determining whether profits
in a specific case are excessive.

It is difficult, of course, to formulate a prescribed set of standards
to determine the reasonableness of a business concern’s profits which
is both specific enough to be implemented and general enough to
take account of the varieties and multiplicity of situations to which
it must be applicable.

It would appear that the application of the statutory factors to
reach a determination of whether profits in a given case are excessive
in view of the attendant factors and circumstances will essentially
involve a process of economic evaluation and comparison. In other
words, if, for investment purposes, a business concern was being
evaluated to determine its financial position and the degree of its
profitability, the process would basically involve an economic analysis
of the concern through the use of the various analytical tools available
and then a comparison of the results of that analysis with the results
of analyses of other similarly situated business concerns.

In evaluating a business, various ratios may be developed to de-
termine the company’s financial position. Thus, ratios which relate
net income after taxes to sales, various items of expense to sales,
net profit after taxes to total sales, and net profit after taxes to
stockholders equity may be used to measure a concern’s profitability.
Other ratios may be used to measure the concern’s use of assets, such
as the relationship of sales to inventories, cost of goods sold to inven-
tories, net investment in plant to sales, and receivables to sales. A
concern’s liquidity may be measured by ratios such as the following:
the relationship of current assets to current liabilities; the ratio of
cash, marketable securities, and receivables to current liabilities;
and the relationship of cash and marketable securities to average
daily cash payments. Of course, numerous other ratios are available
to take into account the varying factors in specific types of situations.

" After an economic analysis of a concern’s financial position has been
developed, comparisons are necessary in order to evaluate the results
of the analysis. Thus, the concern could be compared with other
concerns in the same type of business or with similar product lines and
with other concerns of the same relative size. The results of the
economic analysis for the year could be compared with other years’
analyses. These comparisons, by indicating the relative position of the
concern, would provide the basis for an overall judgment of the
concern.

In essence, the renegotiation process would appear to involve pro-
cedures very similar to those employed in analyzing a company’s
financial position for investment purposes. In other words, the various
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analytical ratios would be developed, including those necessitated by
the nature of defense and space program work, and the various rele-
vant comparisons made. The product of this analysis would be an
indication of the degree to which the profits of the business concern
were substantially above a reasonable, competitive norm; in other
words, the extent to which the profits were excessive. The present
statutory definition would appear to be a fair statement of the process
of economic evaluation and comparison which is the essence of
renegotiation.

Concern has been expressed, however, regarding the manner in
which the statutory factors are applied by the Renegotiation Board in
various types of situations. One specific area of concern has been the
treatment of incentive contracts. In the last several years, greater use
has been made of incentive-type contracts in procurement, and con-
cern has been expressed by some regarding the treatment which the
Board would accord profits realized from this type of contracting. In
order to state its position, the Board issued release No. 3-62 on April
17, 1962. It contained the following views regarding the treatment of
incentive contracts:

The Renegotiation Board has followed with interest the
formulation of the [Defense] Department’s incentive pro-
gram, and recognizes its objectives. The Board understands
that the new program represents an expansion and modifi-
cation of past incentive arrangements. The Board is aware
that the Department hopes to achieve its aim of greatly
reducing the cost of new weapons, improving their quality
and speeding their development, by encouraging and reward-
ing performance efficiency and by penalizing inefficiency.
The Board believes that the Renegotiation Act does not
impede the proper accomplishment of these objectives.

Under the Renegotiation Act and regulations, the Renego-
tiation Board rewards demonstrated efficiency by according
it “favorable recognition” in determining whether and the
extent to which the contractor’s total profits, from all its
contracts in a fiscal year, are excessive in the light of the
several factors prescribed in the Renegotiation Act. The
Board’s determination is not earmarked to the profits on any
particular contract, or any particular portion of a contract.
Bonus profits realized under an incentive-type contract, and
the performance facts that gave rise to them, are a part, but
only a part, of the total renegotiation case.

The regulations of the Board state that particular atten-
tion will be given, under the statutory factor of efficiency, to
the nature and objectives of incentive contracts and the
extent to which any differences between estimated costs and
actual costs are the result of the efficiency of the contractor.
The regulations also state that the Board will consider and
give due regard to the views of the contracting agencies on
such differences and reasons therefor. It is believed that these
and other provisions of the regulations are adequate to enable
the Board, as an independent agency, to give fair and proper
consideration to performance excellence in the context of the
whole case under all the factors prescribed in the renego-
tiation law.
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In the 6 years which have elapsed since the Board stated its position
on incentive contracts, the use of incentive contracts has increased
substantially. This is particularly true in the case of the National
Aeronautics and Space Administration: the relative use of incentive
contracts in NASA procurement increased from less than 2 percent in
fiscal 1962 to 68 percent in fiscal 1967. In addition, there have been
significant improvements during this period in cost analysis and
certification procedures and in profit review and control techniques.
The Renegotiation Board does not appear to have officially indicated
in its regulations or rulings, however, whether it has reevaluated its
1962 position on the treatment of amounts received under incentive
contracts in light of the intervening procurement changes.

The need for reconsideration of the manner of treating incentive
contracts in renegotiation is suggested not only by the fact that there
does not appear to have been an indication of a change in policy in
this regard since 1962, but also by the comments of the National
Aeronautics and Space Administration on this matter. NASA stated
that it does not believe the Renegotiation Board has given full recog-
nition to the difficult performance requirements of NASA’s major
research and development programs and the role which incentive
contracts have been given within this framework. In other words, in
order to obtain the best contractor performance in its programs, NASA
relies on a combination of extensive management and technical pro-
gram reviews and incentive contract arrangements which relate a
contractor’s profit to the quality of his work and his ability to meet
program requirements. NASA believes the result of this combination is
a thoughtful control of profit, on the one hand, and high performance
stimulated by incentives, on the other hand.

If the Renegotiation Board has not already done so, it is believed
the Board should reevaluate the manner in which incentive contracts
are taken into account for purposes of renegotiation and report to the
committee the results of this reevaluation. Such a report might include
a detailed discussion of the specific manner in which the Board imple-
ments the statutory command that “* * * favorable recognition must
be given to the efficiency of the contractor or subcontractor * * *7
When it _considers incentive contracts. The report might also indicate
specifically the manner in which incentive contracts awarded by NASA
are taken into account. In other words, the Board might indicate how
it takes into account the procurement difficulties with which NASA is
faced and the contracting arrangements and review programs NASA
has instituted to deal with these difficulties in determining whether
profits realized on NASA incentive contracts are ‘“‘excessive.”



SECTION 7. STAFF RECOMMENDATIONS
A, EXTENSION OF THE RENEGOTIATION ACT

It is recommended that the act be extended for 2 years, or until
June 30, 1970.

It appears appropriate to continue the act for this period in view
of a number of factors which have been discussed more fully above.
One of these factors is the substantial increase in procurement by
the departments and agencies subject to the act in the last 2 years.
The normal timelag between the time of contract awards and the
time of determinations under the Renegotiation Act indicates that
amounts received under contracts awarded during the Vietnam buildup
will be reported in filings with the Renegotiation Board during at
least the next 2 years.

Although substantial changes have been made in the Department
of Defense procurement practices in recent years, it appears there
is a need to further assess the effectiveness of these practices in insur-
ing that excessive profits will not be obtained on Government defense
business, especially in light of the possible impact on these practices
of the increase in procurement associated with Vietnam.

On the other hand, it is possible that further time and study will
demonstrate that effective procurement practices can achieve normal
competitive profits on Government work, or at least reduce the inci-
dence of excessive profits on defense and space work to an insignificant
level. In addition, the nature of renegotiation in principle, and its
substantial reliance on human judgment in operation, make it a
process which should be periodically reviewed. These factors lead to
the conclusion that the Renegotiation Act should not be made a
permanent feature of the law. In other words, the nature of the
renegotiation process, and the many and changing variables of the
overall framework within which renegotiation functions, demonstrate
the need for a continuing and periodic review of the Renegotiation
Act by Congress.

Although a 2-year extension of the act is recommended by the staff,
it should be noted that present circumstances would also appear to
justify a 4-year extension. The primary factor in this regard is the
consideration that it will probably require more than 2 years to ade-
quately determine the effectiveness of new procurement methods in
limiting excessive profits. In addition, the application of the renegotia-
tion process to amounts received under contracts awarded during the
Vietnam buildup will continue for more than 2 years. Noting that
a 4-year extension of remegotiation would appear justified is not
to suggest that Congress should not continue to exercise a periodic
and continuing review of the Renegotiation Act, but rather fo say
that present circumstances and past experience with the act suggest
that it might be appropriate for Congress to wait 4 years, instead
of 2 years, to exercise that review.

(59)
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B. EXEMPTION FOR STANDARD COMMERCIAL ARTICLES

The committee may wish to give consideration to revising the
exemption for standard commercial articles and services in order to
more adequately insure that goods and services qualifying for the
exemption are, in fact, commercial items. If the committee desires to
take action on this area, the staff recommends three modifications in
the exemption. First, the percentage of the sales of an article or service
(or class of articles) which must be nonrenegotiable for the exemption
to apply could be raised to 50 percent. Second, contractors who self-
apply the exemption for a standard commercial article could be
required to report the application, and its basis, to the Board. Third,
it could be provided that for the exemption to apply, a standard com-
mercial article (or service) must be sold to the Government at a
price which is reasonably comparable to the price charged a commercial
purchaser for an order of similar quantity. These recommendations
are discussed in greater detail in section 5 of the report.

C. ADDITIONAL DATA REQUIRED FOR EVALUATION OF RENEGOTIATION

In the course of its present study of renegotiation, the staff found
that needed information was not available with respect to a number of
the aspects of the renegotiation process. The lack of this information
prevented adequate analysis of some of the more fundamental ques-
tions raised with respect to renegotiation, such as: What types of
contracts have produced ‘‘excessive profits”’; whether ‘“‘excessive
profits”’ are more prevalent in certain industries; whether ‘“‘excessive
profits” occur more frequently with respect to firms of a given size;
and the relationship between procurement policies and the method of
their implementation, on the one hand, and the policy of renegotiation
and the manner of its implementation, on the other hand (e.g., whether
the Defense Department profit policy and the renegotiation process
are in conflict).

In order to make the needed information available for purposes of
future evaluations of the renegotiation process, the staff recommends
that the Renegotiation Board develop and maintain the following
types of information:

(1) A more detailed breakdown of renegotiable sales and
profits by type of contract for contractors reporting net profits
on their renegotiable sales as well as for those reporting net losses.
(In other words, data for cost-plus-incentive-fee contracts and
fixed-price incentive contracts, in addition to the presently avail-
able data for (firm) fixed-price and cost-plus-fixed-fee contracts.)

(2) Renegotiable sales and profits by type of industry and size
of contractor (asset size and amount of sales); in addition, data
on nonrenegotiable sales and profits for these same firms.

(3) Renegotiable profits (before and after renegotiation) as a
percent of contractor net worth (including reporting of amounts
of Government supplied capital and equipment).

(4) Data analyses of firms determined to have excessive
profits: types of industries, sales and profits by types of con-
tracts, percentage distribution of their renegotiable contracts by
types, contractor net worth, and amounts of Government supplied
capital.
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D. TREATMENT OF INCENTIVE CONTRACTS

In 1962, the Renegotiation Board stated its position on the treat-
ment in renegotiation of amounts received under incentive contracts.
Since that time, the use of incentive contracts has inereased signifi-
cantly and substantial developments have oceurred in the area of cost
control and review procedures. In addition, the National Aeronautics
and Space Administration stated its belief that inadequate recognition
has been given by the Renegotiation Board to NASA incentive
contracts and the reasons underlying their use. These {actors suggest
the need for a reconsideration of the manner in which incentive
contracts are taken into account for renegotiation purposes.

The staff recommends that the Renegotiation Board reevaluate its
treatment of incentive contracts, and report the results of this reevalu-
ation to the committee. The report might include a detailed discussion
of the specific manner in which incentive contracts are taken into
account in the renegotiation process. Moreover, the report micht
place particular emphasis on the specific manner in which the Board
takes NASA’s procurement difficulties, programs, and contracting
arrangements into account in determining whether profits realized on
NASA incentive contracts are ‘‘excessive.”






Appendix A
SUGGESTED CHANGES IN THE RENEGOTIATION ACT

Various changes in the Renegotiation Act have been suggested
i bills introduced by Members of Congress and in comments of
interested individuals and organizations which were submitted to the
Committee on Ways and Means and made available to the staff of
the Joint Committee on Internal Revenue Taxation. The proposed
changes concerning the length of the extension of the act (i.e., whether
renegotiation should be made permanent), the statutory floor, and the
exemption for standard commercial articles have been discussed
in earlier parts of this report. The other changes which were suggested
are summarized below:

A. DepaArRTMENTS COVERED BY THE ACT

It was suggested that the act be made applicable to the Tennessee
Valley Authority. (H.R. 6792, Mr. Gonzalez; H.R. 14678, Mr. Vanik;
H.R. 14697, Mr. Feighan; H.R. 14999, Mr. Minshall; HR. 15341,
Mr. Evins.) ’

It was also suggested that certain “fringe” agencies be eliminated
from the application of the act; namely, the General Services Admin-
istration, purchases in connection with the civil works functions of
the Army Corps of Engineers, and the nonmilitary procurements of
the Atomic Energy Commission. (Machinery and Allied Products
Institute, Charles Stewart, president.)

B. ExEMPTIONS

It was suggested that amounts received under arm’s-length bona
fide competitive bid subcontracts for a sum of less than $1 million
be exempted from renegotiation, if the subcontractor is not affiliated
with the prime contractor. (H.R. 3100, Mr. Multer.) :

It was suggested that the existing partial mandatory exemption
for new durable productive equipment be limited in its application to
subcontracts where the equipment does not become a part of either an
end product acquired by the Government or of an article incorporated
in such an end product. (H.R. 6792, Mr. Gonzalez; H.R. 1467, Mr.
Vanik; H.R. 14697, Mr. Feighan; H.R. 14999, Mr. Minshall; H.R.
15341, Mr. Evins.) e )

It was suggested that the existing exemption for competitive bid
contracts for the construction of any building, structure, improvement,
or facility be eliminated. (H.R. 6792, Mr. Gonzalez; H.R. 14678,
Mr. Vanik; H.R. 14697, Mr. Feighan; H.R. 14999, Mr. Minshall;
H.R. 15341, Mr. Evins.)

It was suggested that an exemption be added for all formally adver-
tised competitive bid supply contracts. (Machinery and Allied Products
Institute, Charles Stewart, president.)

(63)
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It was suggested that cost-plus-fixed-fee contracts be exempted
from renegotiation. (Winzen Research, Inc., D. R. Williams, vice
president.)

It was suggested that contracts in which incentive and competitive
elements have been introduced be exempted from renegotiation.
(National Association of Manufacturers.)

It was suggested that all contracts with a value of less than $5
million be exempted from renegotiation. (National Association of
Manufacturers.)

C. Fiscarn YEar Basis or RENEGOTIATION

It was suggested that the provisions of the Renegotiation Act which
allow a 5-year carry forward of losses on renegotiable sales be amended
to also allow a 3-year loss carryback. It also was suggested that a
5-year loss carryback be allowed. It was further suggested that a
carry forward and carryback of inadequate profits be allowed.
(Machinery and Allied Products Institute, Charles Stewart, president,
and National Association of Manufacturers.)

D. Oraer

It was suggested that amounts received under competitive bid sub-
contracts should not be taken into account for purposes of applying
the statutory floor, if three or more competitive bidders took part in
the bidding and the subcontractor is not affiliated with the prime
contractor. (H.R. 3100, Mr. Multer.)

It was suggested that some form of relief should be extended to
companies whose business generally consists of competitive bid sub-
contracts. (Mr. Donald A. Holmes, Minneapolis, Minn.).

It was suggested that the act be made inapplicable to contractors
whose renegotiable sales amount to 5 percent or less of their total
sales. (Machinery and Allied Products Institute, Charles Stewart,
president.)

It was suggested that cost allowances consistent with those allowed
by the Internal Revenue Service be allowed for purposes of renegotia-
tion, including allowances for contributions, interest, advertising new
securities issues, and expenses for corporate organizations. (National
Association of Manufacturers.)

It was suggested that the Renegotiation Board in determining ex-
cessive profits be required to give favorable recognition to economies
achieved through contracting with small business concerns. It also
was suggested that in determining excessive profits a contractor or sub-
contractor who achieves economies through governmental programs to
increase the share of small business concerns in procurement be al-
lowed incentive rewards with fair profit allowances. (H.R. 3100, Mr.
Multer.)

It was suggested that the act be amended to provide for the revoca-
tion of any excessive profits determination if the amount of “excessive
profits” is employed directly by the contractor to conduct reconver-
sion planning, to undertake new commercial product research and
development, to conduct market surveys on products not connected
with Government work, or otherwise to be used in reconverting to
civilian activity company facilities now devoted to defense work.
(Machinery and Allied Products Institute, Charles Stewart, president.)
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Various changes regarding the organization and procedures of the
Renegotiation Board were suggested; namely, that minority party
representation be required on the Board; that appointees to the
Board be required to be ‘“‘qualified and experienced in financial or
logistical activities’’; that the Board be required to establish and
maintain a regional office in the south-central area of the country;
and that the Board be required, prior to arriving at a settlement agree-
ment with, or issuing a unilateral order against, a contractor to make
available to the contractor the reports, documents, etc., which the
Board has prepared or obtained regarding the contractor’s perform-
ance. It was further suggested that a corps of hearing examiners be
established within the Board’s structure to adjudicate appeals by con-
tractors and subcontractors aggrieved by an order of the Board deter-
mining an amount of excessive profits. (Ives, Whitehead & Co., Inc.,
W. S. Whitehead, president.)

It was suggested that the flat rate profit limitations contained in the
Vinson-Trammel Act of 1934 and the Merchant Marine Act of 1936
be repealed. (Machinery and Allied Products Institute, Charles
Stewart, president; National Security Industrial Association, J. M.
Lyle, president.)

It was also suggested that these flat rate profit limitations be re-
pealed if renegotiation is made permanent (Shipbuilders Council of
America, Edwin M. Hood, president).



O
-



Appendix B
PROCUREMENT TRENDS, METHODS, AND POLICIES

A. RECENT TRENDS IN DEFENSE AND SPACE RELATED PROCUREMENT

In examining the renegotiation process, and in order to put rene-
gotiation into context, it 1s useful to look at the procurement activities
of the Government agencies covered by the Renegotiation Act;
namely, the Department of Defense (DOD), the National Aeronautics
and Space Administration (NASA), the Atomic Energy Commission
(AEC), the General Services Administration (GSA), the Maritime
Administration and Maritime Subsidy Board (formerly Federal
Maritime Board) (MAMSB), and the Federal Aviation Agency
(FAA) which has been a covered agency since the beginning of fiscal
year 1965. In this part of the report, various aspects of the procure-
ment activities of these departments and agencies are considered
The major emphasis is focused, of course, upon the Department of
Defense in view of the relative magnitude of its procurement activities
within the overall framework of defense and space related procure-
ment.

1. Trends in total defense related procurement

The historical trend in total DOD military procurement (including
intragovernmental and overseas purchases) from fiscal years 1951 to
1967 1s shown in table 1. The peak year for total military procurement
prior to 1967 was the Korean conflict year of 1952, $43.6 billion, as
compared to $44.6 billion in 1967. Following the low year of 1954
of $13.3 billion, total military procurement increased steadily (except
for a decline in 1960) until reaching a 1963 total of $29.4 billion. In
1964 and 1965 there were slight declines in total military procurement
before the 1966 and 1967 Vietnam conflict expenditure increases.

TABLE 1.—TOTAL DEPARTMENT OF DEFENSE MILITARY PROCUREMENT, FISCAL YEARS 1951-67

[Amounts in millions]
Total

procure-
Fiscal year: ment !

1951___ $32, 649
1952 __ 43, 569
1953 ___ 31, 812
1954___ 13, 279
1955___ 16, 582
1956 19, 590
1957 21, 438
1958 24, 197
1959 25, 312
1960 23, 689
1961 25, 584
1962 29, 254
1963 29, 379
1964 28, 796
1965 27, 997
1966 38, 243
1967 44 632

1 Includes intragovernmental procurement and purchases outside the United States.

Source: Office of the Secretary of Defense, “Military Prime Contract Awards and Subcontracts or
Commitments, July 1966 to June 1967,” and “July 1961 to June 1962.”
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(a) Korean versus Vietnam military procurement buildup

Data for total military procurement (including intragovernmental
purchases and purchases outside the United States) are not indicated
in Defense Department statistics for years prior to fiscal 1951; how-
ever, comparable figures for the net value of military contract awards
to business firms for work within the United States indicate a rapid
expansion from $5.4 billion in 1950 to $30.8 billion in 1951 (almost a
sixfold increase) due to the sudden nature of the involvement in the
military conflict (and a further increase of $10.7 billion in 1952). On
the other hand, the Vietnam buildup was more gradual, with the
greatest increase occurring in 1966 (an $8.7 billion increase, or 34.6
percent). The 2-year (1965-67) buildup (again, on the basis of pro-
curement, with business firms within the United States) was $14.5
billion, or 57.5 percent (see table 6 for the historical trend in military
contract awards to business firms in the United States, 1948-67).
The amount of procurement with business firms within the United
States was $34.0 billion in 1966 and $39.8 billion in 1967.

On the basis of total military procurement (table 2), the 1965-1967
buildup was $16.6 billion, or 59.4 percent. The 1965-67 increase,
excluding intragovernmental, was $16.0 billion, or 58.4 percent.

(b) Changes in military procurement, 196067

(1) Total DOD contract awards.—Most of the statistical data for
DOD military procurement in this report covers fiscal years 1960-
1967. On the total procurement basis, military contracts increased
$20.9 billion from $23.7 billion in 1960 to $44.6 billion in 1967, or
88.4 percent.

Total procurement, excluding intragovernmental, rose from $22.9
billion in 1960 to $43.4 billion in 1967, or 89.4 percent; at the same
time, contract awards to business firms in the United States increased
from $21.3 billion in 1960 to $39.8 billion in 1967, or 86.7 percent.

(1) Small business awards.—During the same period, military prime
contract awards to ‘‘small business” grew by 134.7 percent, from
$3.4 billion to $8.1 billion. Small business awards as a percent of
total business awards ranged from a low of 15.9 percent in 1961 to
a high of 21.4 percent in 1966, with a slight decline to 20.3 percent in
1967.1

1 A small business concern is a firm as defined by the Small Business Administration in the Federal
Register (title 13, chap. T, ﬂt. 121). The definition also is published in the Armed Services Procurement
Regulation (1-701). Generally, a small business concern is one that is independently owned and operated,
is not dominant in its field of operations, and with its affiliates does not employ more than a specified number
of employees (usually not more than 500, 750, or 1,000) depending on the type of product called for by the

contract. For construction and some service industries, the criterion is a specified annual dollar volume of
sales or receipts instead of employment.
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TABLE 2.—COMPARISONS IN MILITARY PROCUREMENT, FISCAL YEARS 1960-1967

[Dollar amounts in millions]

. Total Total to all :
Fiscal year Total excluding business Small business
procurement  intragovern-  tirms in the
mental United States Amount Percent

$23,689 $22,908 $21, 302 $3, 440 16.1

25, 584 24,703 223992 3,657 15.9

29,254 28,099 26,147 4,622 17.7

29,379 29,032 27,143 4,301 15.8

28,796 28,234 26,221 4,519 17:2

27,997 27,385 25,281 4,943 19.6

38,243 37,229 34,026 7,269 21.4

44,632 43,381 39, 809 8,073 20.3

20,943 20,473 18, 507 4,633 LT N S

88.4 89.4 86.9 134.7 14.2

1 Percentage points increase.
Source: Office of the Secretary of Defense, ‘‘Military Prime Contract Awards and Subcontracts or Commitments, July
1966 to June 1967,"" and ““July 1961 to June 1962.”"

(111)) DOD subcontracting awards.—Total subcontracting in DOD
military contracts indicated a fluctuating picture: $9.7 billion in 1960;
a slight decline in 1961; up to $11.4 billion in 1963; down again to
$8.5 billion in 1965; with a sharp rise to $15.5 billion in 1967.

The small business share of total subcontracting, however, main-
tained a steady climb from 37.1 percent in 1960 to 43.3 percent in 1967.
Thus, small business firms received total military contract awards
(prime and subcontracts) of $7.0 billion in 1960, with an increase to
$14.8 billion in 1967, or 110.2 percent. These small business totals
represented an average of one-third of the total military awards to
business firms in the United States during 1960-67.

TABLE 3.—DEFENSE DEPARTMENT MILITARY SUBCONTRACTING PROGRAM, FISCAL YEARS 1960-67

[Dollar amounts in millions]

Small business total—prime and

L Small business subcontracting subcontracting
Fiscal year Total sub-
contracting 1 Amount 2 Percent Amount Percent of
total prime
business
awards
196NN o oo . $9. 666 $3, 587 37 $7,027 33.0
1961 - 9, 407 3,495 302 7,152 3.1
1962 e N 10, 560 4,011 38.0 8,633 33.0
TCTHRL ce i e o e 11,411 4,341 38.0 8,642 31.8
1964 9,278 3,629 39.1 8,148 3L1
19p5smaes. . ) 8,518 3,534 41.5 8,477 338
1966 12,163 5,102 41.9 12,371 36.4
1967 . 15,472 6,697 43.3 14,770 37.1

1Represents commitments starting with tiscal year 1964 and payments for prior years. Subcontract amounts relate to
the ysar subcontracting is awarded; therefore, the amounts may or may not coincide with the year of the prime contract
award.

2 Represents subcontracting from ‘‘large’” business military prime contractors only; however, the amount of subcon-
tracting received by small business includes an insignificant amount of DOD civil subcontracts (e.g., Corps of Engineers
contracts). The total amount of DOD civil contracts for all business in the United States was only $800,000,000 in fiscal
year 1967; $288,000,000 of this amount went to small business concerns as prime civil contracts.

Small 'business concerns are not required by the. DOD to report amounts subcontracted by them. Large firms are
required to report any subcontracting on any prime contract of $500,000 or more (DOD administrative policy).

Source: Office of the Secretary of Defense, *‘Military Prime Contract Awards and Subcontracts or Commitments, July
1966 to June 1967,”” and ‘‘July 1961 to June 1962.""
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(¢) DOD military procurement awards by program, 1 960-67

(1) Changes 1n program procurement, 1960-67.—A comparison of
DOD military procurement awards by programs for 1960-67 to
business firms for work in the United States is shown in table 3A.
“Large” contract awards (over $10,000) for ‘“hard goods’ accounted
for over 70 percent of military procurement amounts during 1960-67.
These contract awards were for the sizable items typical of major
military equipment: for example, aircraft, missiles, ships, tanks,
weapons, electronic equipment, ammunition, and so forth. Total
procurement of these hard goods increased from $15.7 billion in 1960 to
a pre-Vietnam high of $20.2 billion in 1963. A decrease to $17.5 billion
in 1965 was followed by an increase to $28.5 billion in 1967, which was
81 percent over the 1960 level. Procurement for services, soft goods,
and actions of less than $10,000, however, more than doubled: from
$5.6 billion in 1960 to $11.3 billion in 1967.

Procurement of military items commonly characterized as “costly,
novel, and complex’’ (for example, aircraft, missile and space systems,
ships, and electronics and communications equipment) increased from
$13.8 billion in 1960 to $20.2 billion in 1967, or 46 percent. At the same
time, other less costly (per unit), more standardized, and less complete
military hard goods (for example, tank-automotive, weapons, ammuni-
tion, and miscellaneous) increased from $1.9 billion to $8.3 billion, or
331 percent.

Procurement awards for (@) standard military soft goods such as
subsistence and textiles, clothing, and equipage and (b) for all con-
tract actions of less than $10,000 increased from $2.2 billion in 1960
to $6.1 billion in 1967, or 179 percent. Thus, procurement of the more
standardized and less costly (per unit) hard and soft goods (as well
as all awards of less than $10,000) increased by $10.3 billion from 1960
to 1967. On the other hand, there was only a $6.4 billion increase in
the more “costly, novel, and complex” military items.

(i) Vietnam mailitary program buildup, 1965-67.—Of the $18.5
billion increase in military procurement, 1960-67, $14.5 billion occurred
during the Vietnam military buildup, 1965-67. Procurement for total
hard goods rose by $11.0 billion. The remaining $3.5 billion of the
increase was for services and soft goods.

Within the hard goods category, the more ‘“costly, novel, and
complex” items (aircraft, missile and space systems, ships, and
electronics and communications equipment) increased by $5.7 billion,
or 40 percent.

. Procurement of other ‘“less costly (per unit) and less complex” hard

goods rose by $5.2 billion, or 72 percent. Ammunition procurement
showed the greatest percentage buildup during 1965-67: an increase
from $0.8 billion in 1965 to $3.6 billion in 1967, or 368 percent (more
than 4% times the 1965 level). '
_ Contract awards for ‘‘services” increased by $1.2 billion, or 70
percent. At the same time, procurement of (a) such standard soft
goods as subsistence and textiles, clothing, ete. and (b) all awards of
less than $10,000 rose by $2.3 billion, or 60 percent. Thus, the ‘“less
costly and less complex” hard goods, soft goods, services, and the
smaller contract awards of less than $10,000, accounted for the greatest
part of the 1965-67 buildup.

¢
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Table 3A
MILITARY PROCUREMENT AWARDS BY PROGRAM, TO BUSINESS FIRMS FOR WORK IN THE UNITED STATES

[Amounts in millions of dollars]

Major program 1960 1961 1962 1963 1964 1965 1966 1967

Total, business firms in the United States_ 21,301 22,992 26,147 27,144 26,221 25,281 34,026 39,809
Hard ge0dS . oo iaieeooo 19,862 20,176 18,721 17,524 24,025 28,497

AircraliSOPENSC Dt 5,104 5479 6,067 5,781 7,510 9,677
Missile and space systems..

Tt R
Tank-automotive..__...._._._ 1,044 1,032 851 1,555 1,438
Weapons....._._______ 220 1 211 299 617
Ammunition 921 886 661 759 2,830 3, 554
Electronics and communications equipm 3,306 3,061 2,918 2,778 3,602 4,160
Miscellaneous hard goods__._____________ 918 88 1,101 1,133 1,054 1,132 2,588 2,671

SRR ooy SRR, . . | 1,321 1,090 1,090 1,504 1,800 1,740 2,290 2,950
AlIlotheTE SRR L " e e 4,255 4,402 5,196 5,464 5700 6,017 7,711 8,361
S T e s e R 469 469 575 586 579 647 1,046 1,125
Textiles, clothing, and equipage 177 264 408 259 262 301 1,246 1,141
Fuels and lubricants____.___ . 818 883 877 783 818 908 1,059

1,186 1,214 1,132 1,360 1,325 2,588 1 185

Gopstructionsees . oo
1,665 2,117 2,610 2,710 2,85 3,481 3,892

All actions of less than $10,

Source: Office of the Secretary of Defense, ‘‘Military Prime Contract Awards and Subcontract Payments or Commit-
ments, July 1966-June 1967,"" and ‘‘July 1965-June 1966.""

(d) Changes in nondefense agency procurement, 1961-67

Procurement contract awards to covered agencies, other than the
Defense Department, are summarized in table 4 for fiscal years
1961-67. Space related procurement by NASA and atomic energy
contracts by AEC accounted for the majority of nondefense procure-
ment awards. The peak procurement year for NASA was 1965, $4.1
billion, which was almost a tenfold increase over 1961; whereas, the
1967 total was $3.8 billion. The high year for AEC was 1962, $2.7
billion, which was followed by declining procurement to $2.3 billion
in 1967. On .the other hand, GSA procurement more than doubled
from $0.9 billion in 1961 to $1.9 billion in 1967. Combined nondefense
covered agency procurement rose from $4.3 billion in 1961 to $8.3
billion in 1967, or 92.6 percent.

TABLE 4.—COMPARISONS OF NONDEFENSE AGENCY PROCUREMENT FISCAL YEARS 1961-67

[In millions of doltars]

Fiscal year Cor‘nlzitlled NASA AEC _ GSA! MAMSB 2 FAA3
ota

$423.3  §2,611.5 $892.7 $320.4 $82.8
1,030.1 2,379 1,034.1 1EELL] 120.5
2,261%7 2,601.1 517982 255.9 146.5
3,521.1 2,616.4 1,386.8 159.2 165. 0
4,141.4 2,474, 4 1,434,1 189. 5 101. 8
4,087.7 2,364.2 1,515.6 319.0 208.0
3,864.1 2,321.0 1,867.1 72.7 217.1

1 Total of Federal Supply Service and Property Management and Disposal Service contracts; excludes Public Building
Service contracts., ; . .- d

2 Maritime Administration and Maritime Subsidy Board (formerly, Federal Maritime Board); excludes contracts of less
than $10,000, which amounts to approximately $4,000,000 annually; “‘with respect to procurements under the Merchant
Marine Act of 1936, as amendad, Government expenditure amounted to approximately 51 percent of the total [new ship
construction and ship conversion| contract expenditures. The balance is paid by the owner’’; therefore, to obtain the actual
Government expenditures, the above amouats for MAMSB would be reduced by approximately $153,900,000 Efor 1961,
$53,100,000 for 1962, $123,000,000 for 1963, $75,400,000 for 1964, $31,400,000 for 1965, $132,600,000 for 1966, and
$8,100,000 for 1967; in addition, amounts for 1956 and 1967 are based on sampling of incomplete data, and are prelimilary.

3 |ncludes intragovernmental purchases, and all procurement awards over $100 to U.S. business firms.

Source: Agencies concerned.
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2. Methods of procurement placement

Basically, Department of Defense procurement methods may be
divided into two major categories: formal advertisement and nego-
tiation. (See appendix C for a description of the formal advertisement
and negotiation processes and the statutorily specified situations in
which a contract may be negotiated.)

(@) Formal advertisement versus mnegotiation in DOD military
contracts

(i) Generally—The percentage of total military contracts (excluding
intragovernmental) awarded by formal advertisement for the years 1954
to 1967 is presented in table 5: it increased from 14.2 percent in 1954
to 16.3 percent in 1957; then decreased to a low of 11.9 percent in
1961; steadily rose again to a high of 17.6 percent in 1965; and then
declined again to 13.4 percent in 1967.

The percentage comparisons for 1948-67 for contracts to all business
firms for work within the United States are shown in table 6. The
pattern within this category is similar to that for total military con-
tracts (excluding intragovernmental) after 1954; however, the highest
percentage of formal advertisement on the contracts with business
firms for work in the U.S. category occurred in 1949 prior to the
Korean conflict—29.8 percent. A sharp reduction occurred during the
Korean conflict reaching the lowest point in 1952—10.8 percent;
thereafter, the percentage of formally advertised contracts to business
firms for work in the United States was slightly higher (less than one
percentage point) than the percentage of total military contracts
(excluding intragovernmental) obtained by formal advertisement.

TABLE 5.—VALUE OF FORMALLY ADVERTISED AND NEGOTIATED MILITARY CONTRACTS (TOTAL, EXCLUDING
INTRAGOVERNMENTAL), FISCAL YEARS 1951-67

[Dollar amounts in millions}

Formally advertised Negotiated
Fiscal year Total value
Amount Percent Amount Percent

$31, 585 (O] (O] o ()
42,801 (O] o ) o
31,240 (0] (&) O (1)
12, 859 $1,822 14.2 $11, 037 85.8
16, 041 2,401 15.0 13,640 85.0
19,156 2,902 I551 16,254 84.9
20,996 3,423 16.3 17,573 83.7
23, 666 3,282 13.9 20,384 86.1
24,554 3,256 13.3 21,298 86.7
22,908 3,170 13.8 19,738 86.2
24,703 2,932 11.9 21,771 88.1
28,099 3,545 12.6 24,554 87.4
29, 032 3,678 127, 25,354 81.3
28,234 4,072 14.4 24,163 85.6
27,385 4,817 17.6 22,568 82.4
37,229 5,283 14.2 31,945 85,8
43,381 5792 18.4 37,589 86.6

1 Not available.

Source: Office of the Secretary of Defense, ‘“Military Prime Contract Awards and
ments, July 1966-June 1967,” and July 1961-June 1962.”

L
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TABLE 6.—VALUE OF FORMALLY ADVERTISED AND NEGOTIATED MILITARY CONTRACTS (WITH BUSINESS FIRMS
FOR WORK IN THE UNITED STATES), FISCAL YEARS 1948-67

Formally advertised Negotiated
Fiscal year Total value
(millions) Amount Percent Amount Percent
(millions) (millions)

$1,456 $196 13.5 $1,260 86.5

) 1,626 29.8 5 70.2
5 355 1,461 2.3 3,894 727
30,823 3,720 12,1 27,103 87.9
41,482 4,479 10.8 37,003 89.2
27,822 3,089 11.1 24,733 88.9
11,448 1,789 15.6 y 84.4
14,930 2,386 16.0 12,544 84.0
17,750 2,815 15.9 14,935 84.1
19,133 3,321 17.4 15,812 82.6
21,827 3,115 14.3 18,712 85.7
22,744 3,089 13.6 19,655 86.4
21,302 2,978 14.0 18,324 86.0
22,992 2,770 12.0 20,222 88.0
26,147 3,412 13.1 22,735 86.9
27,143 3,538 13.0 23,605 87.0
26,221 3,889 14.8 22,332 85.2

, 281 4,660 18.4 20,621 81.6
34,026 5,147 15.1 28,879 84.9
39,809 5,621 14.1 34,188 85.9

Source: Office of the Secretary of Defense, ‘‘Military Prime Contract Awards and Subcontract Payments or Coms
mitments, July 1966—June 1967”, and “July 1961-June 1962."

(1) Small business versus large business firms.—The amount of
contracts obtained by formal advertisement and by negotiation for
“small” business and ‘“large’” business firms are indicated in tables 7
and 8. Small business data reveal a sharp decline from a high of
52.2 percent formally advertised contracts in 1957 to a low of 20.2
percent in 1963; 1964 and 1967 were only sligchtly higher at 20.6
percent. On the other hand, ‘“large’” business firms had an upward
trend in the percentage of formally advertised contracts from a low of
4.5 percent in 1953 to a 1965 high of 17.7 percent; 1966 and 1967,
however, reversed this trend with 13.5 and 12.5 percent, respectively.
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(b) Formal advertisement versus negotiation in nondefense agency
contracts

Data on formally advertised contract procurement in nondefense
agencies reveal a wide variation of experience between agencies.
Table 9 portrays the comparative percentages.

Of the nondefense agencies, NASA and AEC had the lowest per-
centages of formally advertised procurement. NASA’s formally
advertised contracts declined from 9.1 percent of total procurement in
1961 to a low of 2.7 percent in 1966, and rose again to 3.0 percent in
1967. Formally advertised awards for AEC remained relatively stable:
2.5 percent of total procurement in 1961 and 2.7 percent in 1967.
Reported data for GSA indicated 35.0 percent of procurement was
formally advertised in 1961; advertised procurement rose to a high of
447 percent in 1965, and declined to 34.2 percent in 1967. Procure-
ment for the Maritime Administration (MAMSB) was reported as
almost entirely formally advertised, except for a sharp drop to 64.9
percent in 1967 due to the reduction reported for ship construction
contracts, which are usually advertised. FAA’s formally advertised
procurement declined from 54.6 percent of total procurement in 1961
to 12.2 percent in 1967.
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(¢) Competition in DOD procurement placement

In determining the degree of price ‘“‘competition’”” which exists in
its procurement placement, the Department of Defense considers price
competition to be present when a contract is awarded by formal ad-
vertisment and also in certain situations when a contract is awarded
by negotiation.

(1) Price competition in DOD military procurement.—The compo-
nents of “price’ competition in DOD military procurement, 1960-67
are summarized in table 10. Total price competition increased from
$6.9 billion in 1960 to $18.6 billion in 1967, or 170.8 percent; at the
same time, total military procurement (excluding intragovernmental)
rose by 89.4 percent. Contracts awarded under price competition (as
a percent of total procurement) increased from 30.0 percent in 1960
t0 44.4 percent in 1966, with a slight decline to 42.9 percent in 1967.

Certain categories of negotiated contracts are considered by the
DOD to be price competitive: “set-asides’ restricted to bidding by
small business firms (which utilize the sealed bid procedures utilized
for unrestricted formal advertising);? ‘“set-asides” for labor surplus
areas;® and ‘“open market purchases of $2,500 or less within the
United States.” '

The largest component of price competition is what has been termed
“negotiated” price competition—purchases other than the three
above categories, in which two or more solicitations are made by the
DOD procurement agency. As indicated in table 10, ‘“negotiated price
competition’’ has increased rapidly since 1960 in dollar amount and as
a percent of total procurement: 9.3 percent in 1960, 13.4 percent in
1961, 15.2 percent in 1963, 20.9 percent in 1966, and 20.8 percent in
1967. Thus, “negotiated’”’ price competition represented almost one-
half of price competition in 1966 and 1967.

2 “Set-asides” for small business may be made for any individual item procurement, a class of items,
a part of a class, or a total procurement. These ‘‘set-asides’ are for the exclusive participation of small busi-
ness concerns and are made upon the recommendation of the Department Small Business Specialist or the
contracting officer (if there is‘‘reasonable expectation that bids or proposals will be obtained from a sufficient
number of responsible small business concerns so that awards will be made at reasonable prices.””) (ASPR,
§§31}10i%1tﬁaélgoll_i<7zgﬁb5i)fhe DOD to place contract awards in “labor surplus’ areas whenever possible, pro-
vided a comparable price is obtainable. This policy takes precedence over small business set-asides; thus,

the first priority would be given to ‘“‘persistent labor surplus area concerns which are also small business
concerns.” (ASPR, § 1-802). L
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Among the 17 categories of allowable contract negotiation (all
procurement other than formally advertised), ‘“price’” competition
was considered present in 26.3 percent in 1962, 31.3 percent in 1965,
35.2 percent in 1966, and 34.1 percent in 1967. This, of course, includes
the categories listed as 100-percent price competitive: (a) small busi-
ness and labor surplus area set-asides and (b) open market purchases
of $2,500 or less within the United States. Small business and labor
surplus area set-asides are included within ‘“national emergency’ as
listed in table 11.

Price competition in negotiated contracts for 1967 ranged from 0.6
percent in ‘“‘services of educational institutions” to 99.2 percent for
“national emergency’’ as indicated in table 11 (see above for primary
explanation).
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(ii) Definitional problems in price competition—GAO and DOD.—
Certain differences of opinion concerning elassification of procurement
as having “price competition” have occurred as a result of audits of
Defense Department contracting by the General Accounting Office
(GAO). Testimony by the GAO at the Joint Economic Committee

-hearings, May 1967, challenged certain aspects of DOD statistical
definitions on price competition by stating:

A large percentage of the actions which were classified and
reported to higher management levels within the Department
of Defense as competitive procurements, in our opinion,
were in fact made without competition.

The primary cause for misclassifying procurements as
having been awarded on the basis of price competition
appears to stem from the criteria in the Armed Services
Procurement Regulation. The regulation permits a contract
award to be classified as competitively priced, even when only
one response is received, as long as two or more proposals
were solicited and the accepted proposal meets certain other
evaluation tests.

In addition, the Armed Services Procurement Regulation
permits purchases of $2,500 and under to be reported as
competitive even though many are not. The four locations
we visited reported in the fiscal year 1966 a total of about $80
million in procurement actions of $2,500 and under as being
awarded on the basis of price competition. Of the total
amount, however, an estimated $55 million, or 69 percent,
represented noncompetitive procurements.

We are proposing changes in the Armed Services Procure-
ment Regulation to provide additional guidance to con-
tracting officers for classifying and reporting of negotiated
contracts.*

The GAO did not indicate (other than the example of the $55
million of “under $2,500” purchases) a number for the ‘large per-
centage’’ of competitive actions that ‘“‘were in fact made without
competition.” Furthermore, the $80 million of purchases surveyed
represented a sample of only 4.7 percent of the total procurements in
the category “open market purchases of $2,500 or less.” On the other
hand, the $55 million judged ‘“noncompetitive’” by the GAO did
indicate the necessity of refining the definition of “price competition”
and requiring the receipt of at least two responsive bids, not just the
sending of two or more solicitations.

Following the GAO recommendations, the Assistant Secretary
of Defense (Installations and Logistics) issued a memorandum on
August 18, 1967, regarding the DOD rules on price competition which
reads in part as follows: °

We do not interpret either the GAO or the Joint Economic
Committee position as suggesting any change in our current
reporting rules for formal advertising. With respect to
negotiated procurements however, I have determined that

¢ Joint Economic Committee, hearings, ‘“ Economy in Government,”’ May 8, 9, 10, 16, 1967, pt. 1, p. 9.

6 Joint Economic Committee, hearings, ¢ Economy in Government Procurement and Property Manage-
ment,” Nov. 27-30 and Dec. 8, 1967, vol. I, pp. 77-78.
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statistical accuracy will be best attained by adoption of rules
substantially as follows:

1. A contract shall be reported as price competitive if offers
were solicited and received from at least two responsible
offerors capable of satisfying the Government’s require-
ments wholly or partially and the award or awards were made
to the offeror or offerors submitting the lowest evaluated
prices. However, price competition may exist even though
only one offer is received when the offers are solicited from
at least two responsible offerors who normally contend
for contracts for the same or similar items.

2. Procurements shall not be reported as competitive
where only one responsive offer was received and the solici-
tation was restricted to a prime contractor for contracts
for the same or similar items.

3. Multiple awards in such areas as subsistence, clothing
and equipage, and other commodities where several awards
normally result from one solicitation may be recorded as
competitive, even though the total quantity of the solicita-
tion is not awarded, if in the judgment of the contracting
officer there are sufficient facts to support a valid finding of
price competition.

4, Transactions shall not be recorded as price competitive
solely on the basis of the number of solicitations made. Con-
tracting officers shall consider the content of the responses
to solicitations, the procurement history of the items pro-
cured, and other relevant information and shall exercise
sound judgment in the recording of transactions as com-
petitive.

5. Purchase orders in amounts less than $250 shall be re-
ported as noncompetitive. With regard to orders of $250 or
over, but not exceeding $2,500, contracting officers shall
determine on an individual transaction basis which actions
should be recorded as competitive and which noncompeti-
tive. However, where it is not economically feasible to do
this, these actions will be recorded as noncompetitive.

These instructions shall become effective upon publication
in a DPC, in approximately two weeks.

(Signed) Paur. R. IgNaTIUS,
Assistant Secretary of Defense
(Installations and Logistics).

The Assistant Secretary testified in the November 1967 Joint
Economic Committee hearings that had these new classification rules
(which the GAO has approved) been in effect for defining ‘“‘price com-
petition,” the 1961-67 percentage of price competition would have
been reduced by 2 to 3 percentage points; for example, instead of
32.9 percent for 1961, approximately 30 percent would have been
classified as “‘price competition’’; also, instead of 42.9 percent for 1967,
it would have been approximately 40 percent.® The percentage of
price competition in military procurement would still be increased by a
significant one-third.

¢ Tbid., p. 79.



84

3. Types of contract pricing provisions

(@) Basic principles in DOD procurement

The basic principle behind DOD procurement actions is that the
business profit motive should be utilized effectively in order to achieve
economical contract performance. The DOD procurement policy
may besummarized as follows. To achieve efficient contract perform-
ance, it is necessary to negotiate sound performance (cost) standards
and realistic targets (prices).” If effective price competition is present,
it may be assumed that the contract price represents a sound procure-
ment in terms of both cost and price. Thus, comparable cost expe-
rience is probably available, and the profit margin is more likely to be
reasonable (i.e., not out of line with others in the industry).®

Contracts awarded through formal advertisement must have rea-
sonably definite design or performance specifications available; other-
wise, they could not be advertised in such a manner. Therefore, these
contracts primarily utilize ‘fixed price’”’ contracts (mostly “firm
fixed price,” with some as ‘fixed price’” with an escalation clause).®

Where effective price competition is not present or design or
performance specifications are not reasonably definite, it is the
policy of the DOD to utilize the type of contract pricing that will
closely associate realized profits to the contractor’s efliciency in
cost, quality, and delivery performance. To make effective use of
the profit motive in private business, the contractor should be given
cost responsibility as soon as possible and to the maximum extent
possible in the contract process. Therefore, some variation of the
fixed-price contract is preferred by the DOD.*°

(b) Fized-price versus cost-reimbursement contracts

(1) DOD experience—In light of the advantages of the fixed-price
contract in placing greater cost responsibility upon the contractor,
the DOD policy and practice since 1960 has been a gradual trend
toward greater reliance upon fixed-price contracts, and a corresponding
decline in reliance upon cost-reimbursement contracts.

The percentage use of fixed-price contracts (as indicated in table 12)
increased from 57.4 percent in 1960 to 78.9 percent in 1967, an in-
crease of 21.5 percentage points; 1966 was the peak year with 79.2
percent. Prior to 1960, the trend was down: from 82.1 percent in
1952 to 59.1 percent in 1959.

As a percent of the number of contract actions, fixed-price contracts
showed a gradual year by year increase: from 82.8 percent in 1960
to 91.0 percent in 1967; correspondingly, use of cost-reimbursement
contracts declined from 17.2 percent in 1960 to 9.0 percent in 1967.
(See table 15 at p. 91.)

7 See ASPR, sec. 3-808.5.
& See ASPR, sec. 3-807.2.

8 ASPR, sec. 2-104.1.
0 See ASPR, sec. 3-402.
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TABLE 12.—VALUE OF MILITARY FIXED PRICE AND COST REIMBURSEMENT TYPE CONTRACTS,
FISCAL YEARS 1952-67

[Dollar amounts in millions]

Fixed-price contract Cost-reimbursement contract
Fiscal year Total t
Amount Percent Amount Percent
$34, 028 $27, 954 82.1 $6, 074 1729
29,285 23,358 79.8 5,927 20.2
10,942 7,708 70.5 3,234 29.5
13,661 10, 366 75.9 3,295 24.1
16, 102 115221 69.7 4,881 30.3
17,997 11,995 66.6 6, 002 33.4
22,162 13,389 60. 4 8,773 39.6
22,873 13,520 59.1 9,353 40.9
21,181 12, 160 57.4 9, 022 42.6
22, 857 13,243 9799 9,614 42.1
25,780 15, 667 60.8 10,113 39.2
26,225 13 64. 21 3581
25,328 18, 029 7152 7,299 28.8
24,331 18,619 76.5 5,711 2285
33,515 26, 551 79.2 6,964 20.8
39, 249 30,974 73359 8,276 2181

1 Excludes intragovernmental procurement and actions of less than $10,000.

Source: Office of the Secretary of Defense, ‘‘Military Prime Contract Awards and Subcontract Payments or Commit-
ments, July 1966-June 1967,”” and ‘‘July 1961-June 1962."

(i) Ewxperience of nondefense agencies—A comparison of nondefense
agency experience with fixed-price versus cost-type contracts in terms
of the value of contracts awarded is presented in table 13. The data
indicate a wide variation between the covered agencies, which is a
reflection of the diverse nature of items procured.

The comparative use of fixed-price versus cost-type contracts by
NASA remained relatively stable during 1961-1967. Fixed-price con-
tracts accounted for 15.6 percent of contract awards classified by
pricing provisions in 1961; the use of fixed-price contracts declined
to 12.3 percent in 1964, rose again to 14.9 percent in 1965, dropped to
a low of 12.2 percent in 1966, and climbed back to 14.0 percent for
1967.

Fixed-price contract data for the Atomic Energy Commission reveal
a relatively stable picture after the rapid drop of more than one-half
from 44.8 percent of total contract awards in 1961 to 20.4 percent
in 1963; thereafter, the percentage of fixed-price contracts increased
?lightly to 24.5 percent in 1965, before reaching a level of 23.0 percent

or 1967.

Fixed-price contracts for the General Services Administration
averaged almost 100 percent of procurement for the period, 1961-
1967. The Maritime Administration & Board (MAMSB) also had a
very high constant percentage, over 98 percent, of fixed-price procure-
ment. Data for the Federal Aviation Administration indicate a
fluctuating use of fixed-price contracts: 91.4 percent of awards in
1964, 23.6 percent in 1966, and 88.8 percent in 1967. (See footnote 8,
table 18, for an explanation of the sharp drop in 1966.)
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(¢) Specific types of contract pricing—DOD 1

(1) Fized-price contracts—Fixed-price contracts may be charac-
terized under four major types: (1) firm, (2) redeterminable, (3) in-
centive, and (4) escalation.

Firm fized-price.—The firm fixed-price contract (FFP) provides for
a price which is not subject to adjustment. This is due to the avail-
ability of adequate cost experience, as was discussed above concerning
contract pricing in ‘“formerly advertised”’ procurement. According
to the DOD: “The firm-fixed-price contract i1s the preferred contract
type under most conditions. Under the firm-fixed-price contracts, the
contractor assumes full cost responsibility and guarantees to deliver a
product meeting our specifications—this is, in effect, the best form of
incentive contract, with the contractor assuming responsibility for all
costs under or over target at the start of the contract period.” 2

The use of firm fixed-price contracts (as a percentage of the total
value of contracts, excluding intragovernmental and actions of less
than $10,000) has increased from 31.4 percent and 31.5 percent in
1960 and 1961, respectively, to 57.5 percent and 56.3 percent in 1966
and 1967, respectively (see tables 14 and 15 for a detailed summary of
DOD contract pricing provisions, 1960-67). As a percentage of the
number of military contracts, firm fixed-price contracts have increased
steadily from 71.8 percent in 1960 to 83.8 percent in 1967.

Price redeterminable—A second type of fixed-price contract is
referred to as ‘““price redeterminable”: (a) with ‘“prospective price
redetermination at a stated time or times during performance of the
contract’”’ (price redetermination may be upward or downward, after
an initial period of performance or delivery of a certain quantity
under the original fixed-price contract); and (b) with “retroactive
price redetermination’” after completion of the contract, which in-
cludes the setting of a ceiling price. The use of this type of contract is
limited to research and deve.opment contracts of less than $100,000
with contractors that have an adequate accounting system for price
redetermination purposes.

Price redeterminable contracts have declined in use in terms of value
from a peak of $2,403 million (10.5 percent of the total) in 1961 to
$688 million (1.8 percent of the total) in 1967. As a percentage of the
number of contract actions, fixed-price redeterminable contracts have
declined from 2.8 percent in 1960 to 1.1 percent in 1967.

Fized-price incentive—Fixed-price incentive (FPIF) contracts,
which represent the second largest aggregate and percentage amounts
within the fixed-price group, may be divided into the following types:

(@) “Fixed-price incentive with a firm target’’-—A target cost, a
target profit, and a price ceiling are negotiated at the outset of the
contract (along with a formula for determining the final profit and
price). The Government and the contractor share, within the set price
ceiling, the responsibility for the difference between the original and
the final negotiated cost. If the final cost is greater than the target
cost, the final profit will be less than the target profit; conversely, if
final costs are less than target costs, the final profit will be greater.
The formula, thus, “should reflect the relative risks involved in con-
tract performance.”

1t This discussion of contracts by type of pricing provision is based on ASPR, see. III, pt. 4—Types of
C?gltl\zggﬁ).randmn of the Assistant Secretary of Defense (Installation and Logistics), Oct. 10, 1966, as cited

in Joint Economic Committee, Staff Report, “Background Material on Economy in Government—1967,”
(April 1967), p. 107. Also, ASPR, sec. 3-402 (b).
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(b) “Fixed-price incentive with successive targets”’—This category
of contracts is similar to category (a) except that a production point is
selected at which time the negotiated profit formula is initiated. At the
selected production point, a firm fixed-price may be negotiated, or
another formula may be negotiated for establishing a final profit and
price, based upon counsideration of the “experienced cost and all other
pertinent factors.” :

Fixed-price incentive contracts are not to be used in price negotia-
tions unless the contractor’s system of accounting is “adequate for
price revision purposes and permits satisfactory application of the
profit and price adjustment formulas.”

The use of incentive fixed-price contract provisions increased from
$2,554 million in 1961 (11.2 percent of the total) to $7,001 million in
1967 (17.8 percent of the total). As a percentage of the number of
contract actions, FPIF contracts showed a slight decline from 4.7
percent in 1960 to 3.7 percent in 1967.

Fized-price-escalation.—A fourth type of fixed-price contract con-
tains an “escalation” clause. This type of contract is similar to the
firm fixed-price contract, with the addition of a provision for an up-
ward or downward adjustment of the contract price. The adjustments
are dependent upon certain contingencies which are specifically
defined in the original contract; e.g., in cases of unstable market condi-
tions in prices of materials or wage rates.

The use of fixed-price-escalation contracts has remained relatively
stable in dollar amounts: $1,075 million in 1961 and $1,193 million in
1967. The relative use of escalation-type provisions has declined from
6.3 percent and 4.7 percent in 1960 and 1961, respectively, to 3 per-
cent in 1967. The percentage of contract actions using fixed-price-
escalation contracts has declined from 3.5 percent in 1960 to 2.4
percent in 1967.

(i1) Cost-reimbursement contracts—As indicated in table 12, the
relative use of cost-type pricing in terms of value has declined since
1961: from 42.1 percent to 20.8 percent and 21.1 percent in 1966 and
1967, respectively. The dollar amount of cost reimbursement contracts
declined from $10,113 million in 1962 to $5,711 million in 1965, but
rose again to $8,276 million in 1967.

As mentioned previously, the use of fixed-price contracts is con-
ditioned upon the availability of adequate and reliable cost and pricing
data, including the use of a reliable cost accounting system by the
contractor, and upon adequate Government surveillance of cost per-
formance. Cost reimbursement contracts are primarily used where
estimated costs are $100,000 or more. Cost-type contracts are seg-
mented into: (a) no fee—including cost-sharing, (b) fixed fee, (c) in-
centive fee, and (d) time and materials—including labor-hour con-
tracts. ‘

Cost-no fee, cost-sharing.—Cost contracts with “no fee’” are utilized
primarily for research and development contracts with nonprofit
organizations and for facilities contracts. The amount of “no fee”
cost contracts has increased from $467 million in 1960 (2.2 percent of
the total) to $752 million in 1967 (1.9 percent of the total). “Cost-no
fee” contracts have declined as a percentage of the number of procure-
ment actions from 3.4 percent in 1960 to 1.9 percent in 1967.

“Cost-sharing” contracts provide for reimbursement of an agreed
portion of the contractor’s allowable costs and are utilized only for
research and development contracts. This type of cost contract'is
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reported separately for some of the cevered nondefense agencies, but
not for the DOD.

Cost-plus-fized-fee.—*‘Cost-plus-fixed-fee”” (CPFF) contracts provide
for the reimbursement of a contractor’s actual costs, plus a fixed fee.
This type of contract does not offer adequate incentives for the con-
tractor to reduce costs; accordingly, the use of cost-plus-fixed-fee
contracts has been discouraged by the DOD. This type of contract is
primarily used for research or preliminary study, where the degree
of work required is not known.

The fee in CPFF contracts generally is limited to 10 percent of the
estimated cost, exclusive of the fee; however, 15 percent is the limit
for “experimental, developmental, or research work,” and 6 percent
is the limit for architectural or engineering services for public works or
utility projects (10 U.S.C. 2306 (d)).

The program of reducing DOD reliance on CPEF contracts re-
sulted in a steady decline in the relative use of CPFF contracts in
terms of value from 36.8 percent of the total in 1960 to 9.4 percent in
1965. However, the relative use increased in 1966 and 1967 to 9.9
percent and 10.4 percent, respectively. The dollar amount of CPFF
contracts declined from a high of $8,385 million in 1962 to a low of
$2,289 million in 1965, and rose again to $4,069 million in 1967.
As a percentage of the number of contract actions, CPFF contracts
dropped sharply from 12.1 percent in 1960 to 4.5 percent in 1967.

Cost-plus-incentive-fee.—Under cost-plus-incentive-fee (CPIF) con-
tracts, the fee is adjusted by a formula relating to the allowable
cost and the target cost. The final fee is calculated according to the
adjustment formula after the completion of the contract. If the
final allowable costs are less than the targeted costs, the final fee
will be larger (within limits); conversely, the final fee will be less if
the allowable costs exceed the targeted costs.

The cost-plus-incentive-fee contract is particularly suitable for
development and test procurement where a target fee and an ad-
justment formula can be negotiated to provide an effective profit
mcentive for cost management. CPIF contracts may be used in con-
junction with certain performance incentives which provide for
increased fees or profits if performance targets are improved.

The use of CPIF contracts increased sharply from $673 million
in 1960 to $3,580 million in 1964 (with a corresponding increase
as a percentage of the total from 3.2 percent in 1960 to 14.1 percent
in 1964). In 1965 and 1966, CPIF contracts declined slightly to $2,721
million and $2,763 million, respectively (the 1966 amount was 8.3
percent of the total); in 1967, they increased to $3,277 million, but
remained at 8.3 percent of the total. CPIF contracts increased as a
percentage of the number of contract actions from 0.6 percent in
1960 to a peak of 2.4 percent in 1965, but dropped to 1.5 percent in
1967.

Cost ttme and materials.—The final form of cost-contracts, ‘“‘time
and materials’” (including labor-hour contracts, in which materials
are not supplied by the contractor) provides for payment at specified
hourly rates, and for materials at cost. Time and materials contracts
are very minor in importance, representing only 0.5 percent of the
total value of contracts in 1967, as compared to 0.4 percent in 1960.
These contracts also maintained a stable percentage of the number
of total procurement actions: 1.1 percent in 1960 and 1967.
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(d) Specific types of contract pricing—nondefense agencies

(1) Fized-price contracts.—Of the agencies listed in tables 16 and
17, only NASA and FAA segmented their fixed-price contracts into
“firm,” “incentive,” and “redeterminable.”

Firm fixed-price contracts for NASA increased in magnitude from
$55 million in 1961 (or 15.3 percent of total contract pricing) to a high
of $492 million in 1965 (12.3 percent of the total); this dropped to a
low of 10.1 percent in 1966, before increasing slightly to $410 million
in 1967 (or 10.8 percent).

Use of fixed-price incentive contracts (FPIF) by NASA expanded
rapidly from $4 million in 1962 (or 0.4 percent of the total) to $117
million in 1967 (or 3.1 percent). Fixed-price redeterminable and
and escalation represented only very minor amounts and percentages.

The greatest amount and percentage of FAA’s total contracts (as
listed by pricing provision) have been firm fixed price, except in 1966:
FFP contracts accounted for 75.5 percent of total contract pricing
awards in 1964; this dropped to 21.9 percent in 1966, before rising to
85.9 percent in 1967. FAA fixed-price incentive contracts (FPILF)
have declined from 13.8 percent of the total in 1964 to 2.2 percent
in 1967.

(i1) Cost-type contracts.—NASA and FAA also listed cost contracts by
type of classification. In addition, the MAMSB reported cost-plus-
fixed-fee and cost (no fee) contracts; however, only in 1961 and 1967
did they have cost (no fee) contracts. Cost-plus-fixed-fee contracts
represented only a small percentage of total MAMSB procurement:
1.0 percent in 1961, 2.6 percent in 1962, and 1.6 percent in 1967.

Cost-plus-fixed-fee (CPFF) contracts accounted for the majority
of NASA contracts in 1961, $300 million, or 82.7 percent of the total.
The absolute magnitude of CPFF contracts increased to a high of
$2,841 million in 1965, but this represented only 71.2 percent of the
total amount. Since 1965, NASA’s use of CPFF contracts has de-
clined considerably: $1,591 million in 1966, or 40.3 percent of total
contract pricing, to $775 million in 1967, or only 20.5 percent.

The biggest change in NASA procurement policy has occurred in
the rapid increase in the use of cost-plus-incentive-fee (CPIF) con-
tracts. This increased from $9 million in 1962 (or 1.0 percent of the
total), to $502 million in 1965 (or 12.6 percent), to $1,849 million in
1966 (or 46.8 percent), and to $2,450 million in 1967 (or 64.9 percent).
Other types of cost contracts: cost-no fee, cost sharing, and cost-time
and materials, accounted for a declining minority of total NASA
contract pricing.

The large amount and percentage for FAA under the cost (no fee
and cost sharing) category for 1966 was attributed to a $151.7 million
cost sharing award for the supersonic transport (SST).

(e) Shafting from cost-plus-fized-fee to fixed-price and incentive
contracts.

(1) DOD experience.—A percentage comparison of “cost-plus-fixed-
fee”” contracts to fixed-price (less incentive) and incentive (fixed and
cost) type contract pricing from 1952 to 1967 is presented in table
18. As mentioned previously, CPFF contracts reached a peak per-
centage of 36.8 percent in 1960 and a low of 9.4 percent in 1965. Total
fixed-price (less incentive) contracts declined from 70.1 percent in
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1952 to 41.2 percent in 1958, and gradually rose to its recent peak of

63.3 percent in 1966.
Incentive-type contracts (FPIF and CPIF) showed a decline from

27.7 percent in 1954 to a low of 14.4 percent in 1961 ; this was followed
by a rapid rise to a high of 32.6 percent in 1964, and a decline to

26.1 percent in 1967.
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On the basis of the number of military contract actions (see table
15), the relative use of CPFF contracts declined from 12.1 percent of
total military contract actions over $10,000 each (excluding intra-
governmental) in 1960 to 4.5 percent in 1967. On the other hand the
number of fixed-price (less incentive) contracts increased from 78.1
percent of procurement actions in 1960 to 87.3 percent in 1967. The
relative use of incentive contracts (fixed and cost) rose from 5.3 per-
cent of procurement actions in 1960 to a peak of 6.9 percent in 1964,
and then declined to 5.2 percent in 1967.

(1) Experience of mondefense agencies.—As previously discussed,
the greatest shift from CPKFF contract pricing to either fixed-price or
incentive contracts in nondefense agency procurement has taken place
in NASA procurement. CPFF contracts, as a percent of total con-
tract amounts, declined steadily from 82.7 percent in 1961 to 71.2
percent in 1965; thereafter, 1966 and 1967 revealed a substantial
drop to 40.3 percent and 20.5 percent, respectively.

The shift in NASA procurement was to cost-plus-incentive-fee
contract pricing: from 1 percent in 1962, to 7.2 percent in 1964, to
12.6 percent in 1965, to 46.8 percent in 1966, and to 64.9 percent in
1967. This shift was due to the NASA policy of using profit incentives
to encourage industry to undertake the research and development type
contracts prevalent in the space industry, which involve greater
uncertainties in accurately estimating costs over the life of the
contract.

4. Summary of DOD cost reduction program
The DOD has stated that savings from shifting from noncompetitive

procurement averages about 25 percent.'® The shift from noncompeti-
tive to competitive procurement is a part of the overall DOD cost
reduction program 1nitiated during fiscal 1962. The major areas
involved are as follows (see table 19 for a detailed summary):

1. Buying only what we need.

2. Buying at the lowest sound price.

3. Reducing operating costs.

4. Military assistance program.

(@) Buying at the lowest sound price
Shifting from noncompetitive to competitive procurement repre-
sents the largest subtotal of “savings’’ within category (2) “Buying at
the lowest sound price.” A few examples given by the DOD of savings
achieved from price competition were as follows: *

Items Noncompetitive Competitive Percent S avings
unit price unit price reduction
$2,538 §$1,745 31.2 $396, 400
15,123 7,260 52.0 3,985,162
Night vision sigh = 15573 984 37.4 884,130
Cluster bomb dispenser and container - 710 310 56.3 7,276, 056
Multiplexer equipment_ ... ... ... el 4, 806 2,808 41.6 272,700
Energy absorbers. .. . oo o 24, 557 9,926 59.6 1, 020, 459

13 See Joint Economic Committee Staff Report, “Background Material on Economic Im-
pact of Federal Procurement—196” (March 1966), app. 1, p. 41. Also, Joint Economic
mittee hearings, “Economy in Government, Procurement and Property Management”
(Nov. 27-30, and Dec. 3, 1967), p. 80.

1 Joint Economic Committee, Staff Report, ‘“ Economy in Government—1967: Updated Background Ma-
terial,” (November 1967), p. 52.
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Examples given as illustrative of the savings realized from a second
program under category (2), “direct purchase breakout,” were: 1°

Prime can- Manufac- Percent
Items tractor’s turers’ reduction Savings
price price
90 spare parts e $8, 500,000  $5,000, 000 Al $3, 500, 000
Compensator, machine trim. 2,500 , 801 28 244,500
Maditication kit, radar scape 177 72 116,900

Savings were estimated at 10 percent per dollar converted from
Cost-Plus-Fixed-Fee (CPFF) contract pricing to Fixed or Incentive
price contracts during fiscal years 1962—66. The estimated value of
contracts converted from CPFF and from noncompetitive to price
competitive (1963-66) were as follows: 10

[In billions of dallars}

Value of contracts converted from—

Fiscal year == =
CPFF to fixed or incentive Noncompetitive ta price
competitive
$4.3 $0.9
6.2 1.8
6.3 2.6
7.8 252

A fourth program under “Buying at the lowest sound price’” has been
the “multiyear procurement procedure,” in lieu of awarding a separate
contract each year. Lower contract prices obtainable via multiyear
procurement are illustrated by the following fiscal 1967 examples: ¥

Unit price Percent Fiscal 1967
Department = reduction net savings
Single year Multiyear

Army:
Image intensifier assembly_--..........o....____. $2, 060 $1,795 1289 $795, 000
Radio set AN/PRC-77____ 985 937 4.8 258,336
Radio set AN/GRC-106__. - 7,118 6,897 341 166, 955
2 Racket motars, M-30A2____ ... 1,755 1,703 3.0 113,672
avy:
Navigational sets (AN/ARN-52V) - 6,531 5, 060 22.5 287,000
3 coordinate radar_.________________ 1, 415, 029 1,188,977 16.0 1,808,416
Mechanical time fuze, MK- 31 30 3.2 262,970
_Air aperation centrals. 8,696, 800 8,000, 000 8.0 1,393,600
Air Force: Aircraft engine, 354,090 342,904 3.2 973,182

(b) Changes in DOD reporting policy

The detailed ‘“‘savings” in the DOD cost reduction program for
fiscal years 1962-69 are summarized in table 19. Fiscal years 1962-66
composed the original 5-year cost reduction program. The basis of
determining cost savings for this period was to include recurring
savings from the base: year, 1961, and to continue with each year’s
own savings plus recurring savings from prior years back to 1961.
“Recurring savings’”’ were those, for example, that were counted
over the life (within the 5-year period) of a contract in which an
1: } gzi(rix't Economic Committee Staff Report,  Background Material on Economy in Government—1967"

(April 1967), pp. 104, 106.
17 Joint Economic Committee Staff Report (Nov. 1967), p. 53.
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initial savings occurred (e.g., some permanent cost reduction con-
tinuing as long as a particular item was procured or serviced). Another
example of a recurring saving Wouldp be the partial or complete
closing of a military base or depot.

The goal of the DOD 5-year cost reduction program was to achieve
at least a $3 billion continuing annual ‘“rate of savings.” This was
surpassed during both 1965 and 1966. At the end of the 5-year period,
the DOD adopted new reporting criteria which would measure savings
only on an annual basis (i.e., savings achieved through current fiscal
cost improvements that are realized during the current fiscal year).
As operations proceeded further away from the previous 1961 base
year, the allocated “recurring savings’’ became less realistic. Therefore,
the annual savings during 1962-66 are not comparable to the annual
savings reported for 1967 and estimated for 1968 and 1969. It is
contemplated by the DOD that certain of these savings programs
realized or authorized during the year will continue or be realized
during later fiscal years when the cost reduction program is fully
implemented.
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B. RENEGOTIATION AND PROCUREMENT

It is important to note that the discussion of profitability contained
in this part of the report, and the ratios used for purposes of discussion,
are presented only for purposes of indicating comparative profitability
in the various situations described. No implications as to the absolute
profitability of various types of contracts or the absolute profitability
in other situations are intended. The ratio generally used in the dis-
cussion, that of profit to sales, is only one indicator of profitability.
Moreover, the Renegotiation Board data from which some of the
ratios have been derived are on an aggregate basis and are subject to
substantial limitations: For example, different size companies and
companies with varying proportions of defense and space business are
included ; profitable contracts and loss contracts are included; and the
effect of the use of Government property and facilities is not known.

1. Renegotiable sales and profits—By type of contract pricing

The Renegotiation Board has reported renegotiable sales, profits,
and losses by type of contract pricing for 1963-67. The pricing cate-
gories data are stated separately for those companies reporting net
profits and for those companies reporting net losses for the fiscal year
(i.e., for each company, profits and losses under individual contracts
are netted). The contracting pricing types are: (1) “Firm”’ fixed-price
(FFP), (2) cost-plus-fixed-fee (CPFF), and (3) “Other.”. At the
request of the staff, the “other’” category was segregated further by
the Renegotiation Board for 1965 and later years mto: (a) fixed price-
incentive fee (FPIF), (b) cost-plus-incentive-fee (CPIF), and (¢)
“other.” The second ‘‘other” category includes price redeterminable
and time and materials contracts. The more detailed classification for
1965-67, however, combines those contractors reporting net profits
for the year with those reporting net losses.

(@) Renegotiable sales—Combined profits and losses

As indicated in table 20, total renegotiable sales (profitable and loss
sales) increased from $31.2 billion in 1963 to $39.3 billion in 1964,
then declined to $31.8 billion in 1966 and $33.1 billion in 1967.

As a percent of renegotiable sales, firm fixed-price contracts declined
from 46.1 percent in 1963 to 41.0 percent in 1964 and 42.8 percent
in 1965; however, it rose again in 1966 and 1967 to 52.2 percent in
1967. CPFF contracts, on the other hand, declined from 35.4
percent and 36.0 percent in 1963 and 1964, respectively, to a low of
18.2 percent in 1967. This is a reflection of the changing trend in
DOD military procurement: The use of FFP procurement increased
from 31.5 percent in 1961 to 52.8 percent in 1965 and 56.3 percent in
1967; at the same time, CPFF procurement declined sharply from
36.6 percent in 1961 to 9.4 percent in 1965 and 10.4 percent in 1967.

Incentive-type contract pricing was segregated by the Renegotiation
Board for 1965-67 (FPIF and CPIF). These two incentive-types in-
creased from 17.7 percent of renegotiable sales in 1965 to 25.4 percent
in 1966 and 23.6 percent in 1967. CPIF contracts showed the greatest
rise: from 5.7 percent in 1956 to 12.4 percent in 1967.

Since the renegotiable sales reported in the Board’s annual reports
are the result of prior year’s procurement policies, it is understandable
to note the sharp rise in CPLF contracts because of the rapid increase
in the use of CPIF contraets in military procurement from 1962 to
1965: 4.1 percent of military procurement in 1962, 11.7 percent in
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1963, 14.1 percent in 1964, and 11.2 percent in 1965. Thereafter, CPIF
contracts dropped to 8.3 percent of military procurement in both 1966
and 1967 (see table 14). Thus, the noticeable rise indicated in table 20
for CPIF contracts in renegotiable sales may level off or decline in the
next few years. Total military incentive contracts (FPIF and CPIF)
have also declined as a percent of total military procurement: from a
peak of 32.6 percent in 1964 to 24.2 percent and 26.1 percent in 1966
and 1967, respectively.

(b) Renegotiable sales—Net profits and net losses

Sections (B) and (C) of table 20 also give a percentage breakdown
for renegotiable sales (net profit sales and net loss sales) by the
three major contract pricing categories: FFP, CPFF, and other.
The distmbution between these types of contract pricing for firms
reporting net profits is approximately the same as in section (A) of
table 20, the combined profit and loss totals.

Renegotiable sales of firms reporting net losses remained relatively
stable from 1963 to 1966: ranging from $4.8 to $5.2 billion, before
declining to $4.2 billion in 1967. As a percent of total renegotiable sales
reported, however, ‘“net loss”’ sales decreased from 16.1 percent in
1963 to 13.3 percent in 1964, increased again to 15.5 percent in 1966,
and then decreased to 12.7 percent in 1967.

The greatest share of ‘net loss” contracts was accounted for by
FFP contracts: ranging from 67.9 percent to 75.2 percent of total
“net loss’ sales during 1963-67.
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(¢) Renegotiable profits—Combined profits and losses
As FFP contracts composed the greatest sector of ‘“net loss”
renegotiable sales, FFP contracts conversely indicated the lowest
profit to sales ratio when total profits and losses are combined. The
following tabulation compares the profits to sales ratios of FKP,
CPFF, and other contracts:

TABLE 21.—COMBINED PROFITS (NET OF LOSSES) AS A PERCENT OF RENEGOTIABLE SALES,
FISCAL YEARS 1963-67

Contract type
Fiscal year Total
EFR CPFF Other ¢
2.9 2.1 321 4.5
259 221 2.9 4.2
3.0 2.0 2.8 4.6
3.0 2.0 295 4.9
3.5 3.0 285 5.0

t Includes FPIF, CPIF, price redeterminable, and time and materials contracts, not reported separately (except for
FPIF and CPIF in table 20?.

The combined profit (net of losses) to sales ratio varied only slightly
from 1963 to 1966’s 3.0 percent, before rising to 3.5 percent in 1967.
The major cause of this jump was an increase from the low of 2.0
percent in 1965 and 1966 for FFP contracts to 3.0 percent in 1967.
CPFF contracts, on the other hand, showed a decline from 3.1 percent
in 1963 to 2.5 percent in 1966 and 1967. ‘“Other”’ contract pricing
showed an increase from 4.2 percent in 1964 to 5.0 percent in 1967.

A more detailed comparison of combined renegotiable profits to
sales ratios for 1965-67 is presented in table 22. As presented, one
comparison may be made between fixed-price type (FFP and FPIF)
and cost reimbursement type (CPFF and CPIF) contracts. This re-
veals little difference in ratios; the slight gap of 0.2 percentage points
in 1965 is closed to an even 3.5 percent in 1967.

Incentive type contracts (FPIF and CPIF), however, have signifi-
cantly greater ratios: FPIF increased from 5.4 percent in 1965 to 5.9
percent in 1967, and CPIF rose from 3.9 percent in 1965 to 5 percent
in 1967. Within the “fixed” and “‘cost”’ categories, incentive contracts
enjoyed about a two to one edge in ratios in 1967 (5.0/2.5 for
CPIF/CPEF and 5.9/3.0 for FPIF/FFP).
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(d) Renegotiable profits—Net profits and net losses

Net renegotiable profits (for firms reporting net profits) fluctuated
during 1963-67: from $1,250 million in 1963 to a high of $1,492
million in 1964 ; profits then declined to a low of $1,245 million in 1966;
and they climbeg again in 1967 to $1,443 million, or an increase of 15.4
percent over the 1963 level. Total reported net renegotiable losses,
on the other hand, declined steadily from a high of $359 million in
1964 to a low of $272 million in 1967 (see app. E for details on net
renegotiable profits and losses, by major contract types).

‘Firm fixed-price (FEFP) contracts accounted for a majority of
reported net renegotiable profits: ranging from a low of 41.9 percent
of profits in 1965 to a high of 54.4 percent in 1967. Cost-plus-fixed-fee
(CPFF) contracts represented a declining portion of net renegotiable
profits: from 28.4 percent in 1963 to a low of 10.6 percent in 1967.
“Other” contracts (primarily fixed-price and cost incentive) in-
creased from 22.0 percent of reported profits in 1963 to 37.8 percent
in 1966, and 35.0 percent in 1967.

FFP contracts also accounted for most of the reported renegotiable
losses: averaging over 90 percent of net losses. CPFF contracts,
however, represented only a very insignificant percent of losses, e.g.,
2.0 percent in 1963 and 0 percent in 1967.

Net renegotiable profits as a percentage of renegotiable sales (with
net profits) ranged slightly higher than combined profits to combined
sales (profit and loss sales) during 1963-1967. As portrayed in table
23, the profit/sales ratio ranged from 4.4 percent in 1964 to 5.0 percent
in 1967, or approximately 40 percent greater than when renegotiable
losses were ‘netted” agaist renegotiable profits.

Whereas FFP contracts had the lowest profit/sales ratios in table
21 (combined sales and profits), these same type contracts revealed
the highest ratio (in most cases) in table 23. The picture changed so
markedly for FFP contracts because these contracts had the largest
share of net renegotiable losses; these losses ranged from 7.1 percent
to 9.1 percent of renegotiable sales during 1963-67. At the same time,
CPFF contracts had the lowest profit/sales ratios in table 23; they
also had the lowest loss/sales ratios on reported net renegotiable losses.

TABLE 23.—RENEGOTIABLE PROFITS AND LOSSES AS A PERCENT OF SALES BY CONTRACT TYPE,
FISCAL YEARS 1963-67

Contract type 1963 1964 1965 1966 1967
A. Reparted net renegotiable profits_._____________ 4.5 4.4 4.8 4.6 580)
Eirm fixed. prices e o aaaasy 4.9 5.4 5.7 5i2 55
Cost plus fixed fee - - oo 3.2 3.2 3.4 2.9 2.9
Other1meest_ NS NN . ... 5.2 4.7 5.6 5.3 5.4
B. Reported net renegotiable losses. ... --.......__ 6.0 6.9 6.6 5.7, 6.4
Firm fixed price o S e Tl 8.1 £l 8.3 8.2
Cost plus fixed fee_ - .- ... _____ 1.6 1.7 1.0 .8 0
6.8 17 @ 2.8

Otherl . s 4.8

1 Includes fixed price incentive fee, cost plus incentive fee, price redeterminable, and time and materials.
2 Profit reported.

Source: Renegotiation Board.
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2. Renegotiable sales and profits, and excessive profits determinations

The Renegotiation Board did not provide a data breakdown of
renegotiable sales and profits by type of contract pricing for those
contractors with respect to which there were excessive profits de-
terminations, as it did for total renegotiable sales, profits, and losses.
These data would be helpful in analyzing the type of procurement
most likely to result in “excessive profits.” In addition, it would help
in ascertaining whether or not new or strengthened procurement
policies were increasing competitive pricing in contract awards, thus
reducing the potential for occurrences of profits which are out of line
with those in the particular industry. The available data, however,
do afford some indication of the relative magnitude of excessive profits
within the overall framework of renegotiation. In addition, some
indications are provided of the relative profitability of those con-
tractors with respect to which excessive profits determinations were
made.

(a) Excessive profits determinations

Excessive profits determinations, as a percent of total renegotiable
sales, ranged from a low of 0.03 percent (three one-hundredths of 1
percent) in 1962 and 1963 to a high of 0.08 percent in 1966, and back
down to 0.05 percent in 1967. Excessive profits as a percent of rene-
gotiable sales with a net profit ranged slightly higher: From 0.04 per-
cent in 1963 to 0.09 percent in 1966 (see table 24).

TABLE 24.—EXCESSIVE PROFIT DETERMINATIONS AS A PERCENT OF RENEGOTIABLE SALES, FISCAL YEARS 1961-67

[Dollar amounts in millions]

Excessive profits

Fiscal year Total renego-  Profitable rene-
tiable sales gotiable sales Amount Percent of Percent of

total sales profitable sales

$25, 084 1) $17.2 0.07 2. S0RRTE
29, 262 1 7.8 3 SRR e
31,228 26, 208 10.4 .03 0.04
39, 28 34,073 24.2 06 .07
b 29, 16.1 05 .05

31, 841 26,915 24.5 08 .09
33,124 28,914 16.0 05 . 06

1 Not available.
Source: Renegotiation Board.

Excessive profits determinations (before adjustment for the Federal
income tax credit), as a percent of total reported renegotiable profits
during 1963-67, ranged from a low of 0.8 percent in 1963 to a high of
1.9 percent in 1966, with a decline to 1.1 percent of profits in 1967.
The 5-year average was 1.3 percent:

) Total renegotiable Excessive profits
Fiscal year profits (millions)

Amount (millions) Percent
$1,250 §10.1 0.8
,492 24.2 1.6
15333 16.1 1.2
1,245 24.5 1.9
1,443 16.0 150

S-year total ... 6,763 90.9
5-year average_... 1,353 18.2 1.3

91-043—68——3S8
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(b) Net excessive profits refunded (after Federal income tax
adjustment)

Net excessive profits returned to the Federal Government (after
adjustment for Federal income taxes) fluctuated considerably eve
other year from 1963 to 1967: $5.0 million in 1963, up to $12.3 million
in 1964, down to $8.8 million in 1965, up again to $12.6 million in
1966, and back to $8.3 million in 1967. The 5-year annual average
amounted to $9.4 million per year. The net excessive profits, as a
percent of reported renegotiable profits, ranged from a low of 0.4 per-
cent in 1963 to a high of 1.0 percent in 1966, before dropping to 0.6
percent in 1967.

) ) Net excessive profits refunded (after Federal income tax
Fiscal year Total renegotiable profits adjustment) x
(millions)

Amount (millions) Percent

3
1,492 1
1,245 11

5
2
8
2
8.

5-year total_..._ 6,763 7
5-year average__ 15353 e

=

a0 | wooowo

! Revised

(¢) Renegotiable sales and profits of firms determined by the Board
to have excessive profits

The Renegotiation Board provided the staff with aggregate annual
data for renegotiable sales and profits before Federal income taxes
for those firms (contractors-and subcontractors) with respect to which
excessive profits determinations were made. Renegotiable profits
(before refund) as a percent of renegotiable sales increased from 8.8
percent in 1963 to 16.0 percent in 1967 (see table 25). Profit/sales
ratios after renegotiation ranged from 7.3 percent to 13.8 percent for
the same period. The renegotiable profit/renegotiable sales ratio for
these firins contrasts with the profit/sales ratios reported previously in
table 23 for total renegotiable profits and sale of all firnis filing reports
with the Board: : -

S

. Profit/sales ratios, before renegotiation
Fiscal year -

Firms with excess profit All reported renegotiable
determinations ! profits 2

Gl
. oD N ®o
PR
oM os;

U

1 See table 25. 2See table 23.

Excessive profits determinations, as a percent of the renegotiable
sales of these firms, ranged from 1.2 percent in 1964 to 2.3 percent
in 1966, and 2.1 percent in 1967. For net excessive profits refunded
(after Federal income tax adjustments), the profits refunded/sales
ratio for these firms varied from 0.6 percent in 1964 to 1.2 percent
in 1966, and 1.1 percent in 1967.
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TABLE 25.—RENEGOTIABLE SALES AND PROFITS OF FIRMS DETERMINED TO HAVE EXCESSIVE PROFITS,
FISCAL YEARS 1963-67

[Dollar amounts in millions]

Before renegotiation Excessive profit determination After renegotiation 1
Profits After State tax  Net of Federal Profits
Fiscal year credit taxes
Sales Sales
Amount Percent Amount Percent Amount Percent Amount Percent
ot sales ot sales ot sales of sales

$62.9 877 §10.1 1.4 $.0 0.70 $705.7 $51.4 7.28
261.0 1276 242 118 123 . : 8 :
1987 15023816, 1"S1723 8.8 .67 1,282.9 176.7 13.77
146.6 13.59 24.5 2.27 12.6

124.2 15,99 16.0  2.06 8.3

1 Renegotiable sales and profits after excess profit determination are adjusted by the gross amount of the excess profit
(before State tax credits).

Source: Based on data supplied by Renegotiation Board.

Data on renegotiable sales and profits of firms determined to have
excessive profits by the Renegotiation Board indicate that these
firms represent a declining portion of total renegotiable sales and
profits over the past 4 years, 1964—67. As portrayed in the following
tabulation, renegotiable sales of these firms, as a percent of total
renegotiable sales, have declined from the high of 5.2 percent in 1964
to 2.3 percent in 1967. As a percent of profitable renegotiable sales,
the decline has been from 6 percent in 1964 to 2.7 percent in 1967:

TABLE 25A.—RENEGOTIABLE SALES OF FIRMS DETERMINED TO HAVE EXCESSIVE PROFITS,
FISCAL YEARS 1963-67

\ As a percent of —
Fiscal year

Total renegotiable sales  Profitable renegotiable
sales

P 2o
NosOo~ .

Wi
W or W

In addition, renegotiable profits of firms with excessive profits
determinations have declined absolutely and as a percent of total
renegotiable profits reported : from $261 million, or 17.5 percent of total
renegotiable profits in 1964, to $127 million, or 8.6 percent in 1967:

Renegotiable profits of firms determined to have excessive profits, fiscal years, 1963—67—
As a percent of total renegotiable profits
Fiscal year:

The profit/sales ratios on the nonrenegotiable business (all other
sales of the firm—commercial and nonrenegotiable governmental) of
the firms having excessive profits determinations were much higher
than the profit/sales ratios on the renegotiable business of these firms
for 1964—67 (see table 26). This ratio increased from 19.9 percent in
1964 to 31.4 percent in 1967, as compared to the increase from 12.8
percent to 16.0 percent for the ratio on renegotiable sales during the

~
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same period. Overall profit/sales ratios for these firms ranged from
8.2 percent in 1963 to 29.2 percent in 1967.

Although the renegotiable sales of these firms declined substantially
from 1964 to 1967, nonrenegotiable sales for 1967 were only slightly
below the 1964 level after reaching a low point in 1966. Profits on non-
renegotiable sales rose from $987 million in 1964 to $1,484 million in
1967.

TABLE 26.—PROFITS AS A PERCENT OF SALES, NONRENEGOTIABLE VERSUS RENEGOTIABLE SALES OF FIRMS
DETERMINED TO HAVE EXCESSIVE PROFITS, FISCAL YEARS 1963-67

[Amounts in millions]

Total Nonrenegotiable Renegotiable 1
Fiscal > Profits Profits Profits
year _
Sales Amount Percent Sales Amount Percent Amount Percent
of sales of sales of sales
1963-.. - $111913.:8 $157.1 8.21 $1,196.6 $94.2 7.87 $62.9 8.77
1964._.._.__ 7,010.1 1,248.3 17.81 4,964.0 987.3 19.89 261.0 12.76
1965 ._____ 5,630.9 1,341.9 23.83 4,326.1 1,143.2 26,43 198.7 15.23
1966---... 4,370.4 932.2 24933 3,291.3 785.6 23.87 146.6 13.59
19673 58 5150721 1, 608. 6 29.21 4,730.5 1,484. 4 31.38 124.2 5899

1 See table 25 for renegotiable sales before renegotiation.
Source: Based on data supplied by the Renegotiation Board.

The annual profit/sales ratios in tables 25 and 26 represent the
average of all the firms with respect to which excessive profits deter-
minations were made; thus, an analysis of the variation between firms
is not possible. The Renegotiation Board did not supply data on
a case-by-case basis. Moreover, the comparability or noncomparabil-
ity of the renegotiable and nonrenegotiable business of these firms
was not indicated. In addition, data were also not provided for a
comparison of profits as a percent of net worth. Therefore, the above
comparisons of average profit/sales ratios are based on only one
indicator of corporate profitability, and the validity of the comparisons
also is limited by the aggregate nature of the data.



Appendix C

ADDITIONAL INFORMATION ON DEPARTMENT OF DEFENSE
PROCUREMENT

A. FormAL ADVERTISEMENT VERSUS NEGOTIATION IN DOD
ConTrAaCT PoLicy

The term ‘“formal advertisement’’ suggests that the nature of the
procedure is formal and legalistic, with strict and clear specifications
to be followed by both Government and industry participants. The
“Government Invitation for Bid” is distributed to prospective hidders
as well as being announced publicly. Sealed bids are submitted, pub-
licly opened, and the contract is awarded “to that responsible bidder
whose bid, * * * will be most advantageous to the Government, price
and other factors considered.”’! Thus, if clear-cut specifications are not
available for the proposed contract (e.g., research and development
contract) or cost experience data are not accurately determinable
(e.g., new weaponry systems), then the contract must be awarded on
some type of negotiated basis.

Under a negotiation procedure, a request for proposals or quota-
tions accompanied by adequate supporting cost or price data is made.
Following review and analysis (and sometimes audit verification),
negotiations are conducted with “all responsible offerors who submit
proposals within a competitive range, price and other factors con-
sidered.”? In order to justify the use of negotiations, a contract may
not be negotiated unless it comes within one of 17 statutorily au-
thorized categories (10 U.S.C. 2304 (a)):

(1) necessarily in the public interest during a period of ‘‘na-
tional emergency’’—this includes (a) labor surplus area and
industry set-asides, (b) small business set-asides, and (¢) balance-
of-payments program;

(2) if the “public exigency” does not allow the delay present
in advertising;

(3) if the total contract purchase price does not exceed $2,500;

(4) contracts for personal or professional services;

(5) services of educational institutions;

(6) supplies or services purchased and used outside the United
States; '

(7) medicine or medical supplies;

(8) supplies purchased for authorized resale;

(9) perishable or nonperishable subsistence supplies;

(10) if it is ‘““impractical to secure competition by formal
advertising’’ (includes items obtainable from only one source,
where patent rights preclude competition, where formal advertise-
ment has not resulted in a “responsive’ bid, ete.);

I"ASPR, sec. 2-101.
2’ASPR, sec. 3-102.
(111)
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(11) “experimental, developmental, test, or research’ contracts;

(12) purchases involving security classified items;

(13) determination that “standardization of technical equip-
ment and interchangeability of parts’’ is necessary;

(14) determination of ‘‘technical or specialized supplies
requiring substantial initial investment or extended period of
preparation for manufacture’;

(15) where formally advertised bids are not reasonable or have
not been arrived at independently in open competition;

(16) purchases from a supplier in order to ‘“keep facilities
available in the interest of national defense or industrial mobili-
zation’’; or

(17) otherwise authorized by specific laws or statutes.

B. NegoriateEp AurHOoRITY—DOD MiLitARy CONTRACTS

As previously mentioned, contracts may be negotiated only if they
may be categorized within one of the 17 statutory authorizations.
A comparative summary for 11 of the major statutory categories is
presented in tables A and B. Contract awards under “public exigency”’
have shown the greatest absolute and percentage increases from 1960
to 1967: (1) an increase from $144 million in 1960 to $6,029 million
in 1967, and (2) a rise from 0.6 percent of total awards (excluding
intragovernmental) in 1960 to 13.9 percent of such awards in 1967.
The next greatest increase in dollar magnitude was in the category of
contracts determined to be “impractical to secure by formal advertis-
ing”’: (1) from $3,327 million in 1960 to $7,521 million in 1967; and
(2) an increase from 14.5 percent of the total in 1960 to 17.3 percent
in 1967,

Negotiated purchases from a supplier in order to ‘“keep facilities
available in the interest of national defense or industrial mobilization”
also increased sharply: (1) first, declining from $924 million in 1960
to a low of $328 million in 1964 and, second, rising to a new high of
$3,293 in 1967; and (2) as a percent of total purchases, declining from
4.2 percent in 1960 to 1.2 percent in 1964, then rising rapidly to 7.6
percent in 1967.

The two categories previously representing the largest share of
negotiated procurement were (a) ‘“experimental, developmental, test,
or research” and (b) “technical or specialized supplies requiring sub-
stantial initial investment or extended period of preparation for
manufacture.” These two categories accounted for 20.4 percent and
26.4 percent respectively in 1960; category (b) increased to 29.2 per-
cent in 1962, and thereafter declined to 15 percent in 1967; while
category (a) increased to 21.4 percent in 1961, and steadily decreased
to 11.2 percent of total defense procurement in 1967. The absolute
amounts for each category in 1967 were about the same as they were
in 1960, after increases during the intervening years. Thus, the above
four major categories (each over 10 percent) of negotiated contracts
(all those mentioned except the category of purchases to keep facilities
available) accounted for 57.5 percent of total procurement in 1966 and
57.4 percent in 1967. These same four categories accounted for 61.9
percent of procurement in 1960 and 64.4 percent in 1961.
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Appendix D

SECRETARY NITZE’S MEMO OF SEPTEMBER 29, 1967, AND
VIEWS THEREON BY THE COMPTROLLER GENERAL, RE-
GARDING POSTAWARD AUDITS

THE SECRETARY OF DEFENSE,
Washington, September 29, 1967 .

Memorandum for: Secretaries of the Military Departments.
Assistant Secretary of Defense (Comptroller).
Assistant Secretary of Defense (I. & L.).
Directors of Defense agencies.
Subject: Access to cost performance records on noncompetitive firm
fixed-price contracts.

I have given careful consideration to the arguments for and against
access to contractor postaward cost performance records on non-
competitive firm fixed-price contracts, for the purpose of determining
the degree of contractor compliance with Public Law 87-653. Clearly,
it has been and remains our policy that in firm fixed-price contracts
the cost and profit consequences are the full responsibility of the
contractor since he assumes all the risk of performing in accordance
with the contract. Likewise, it is our policy that such contracts be
used only where there exists a reliable basis for judging reasonable-
ness of contractor cost estimates. Where such a basis does not exist,
other contract forms should be used.

The Department of Defense is required to conduct a program of
review an£ audit sufficient to ascertain that the cost or pricing data
submitted by contractors in connection with the negotiation of non-
competitive firm fixed-price contracts were current, accurate, and
complete as required by Public Law 87-653. It is our policy to make
such audits, as fully as possible, prior to completing the negotiation
of the contract. However, when 1t is necessary to provide assurance
that defective cost or pricing data were not submitted, audits should
also be conducted of actual costs incurred after contracts are con-
summated. To assure that such postaward audits may be conducted
when deemed appropriate, action shall be taken to include in all
noncompetitive firm fixed-price contracts involving certified costs
or pricing data, a contractual right to have access to the contractor’s
actual performance records.

Circumstances which may dictate the use of a postaward cost
performance audit include such cases as those where: (1) factors of
urgency in placing the initial procurement were clearly present; (2)
material costs are a significant portion of the contractor’s total cost
estimate; (3) a substantial portion of the contract is proposed for
subcontracting; or (4) there was a substantial interval between com-
pletion of the precontract cost evaluation and agreement on price.

In directing this action, I wish to make it clear that the purposeiof
any postaward cost performance audit, as provided herein, is limited

(115)
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to the single purpose of determining whether or not defective cost or
pricing data were submitted. Access to a contractor’s records shall not
be for the purpose of evaluating profit-cost relationships, nor shall any
repricing of such contracts be made because the realized profit was
greater than was forecast, or because some contingency cited by the
contractor in his submission failed to materialize—unless the audit
reveals that the cost and pricing data certified by the contractor were,
in fact, defective.

I desire that the Assistant Secretary of Defense (Installations and
Logistics) and the Assistant Secretary of Defense (Comptroller) issue
implementing instructions to place the above policies into effect.

Pauvr H. NiTzE.

CoMPTROLLER GENERAL OF THE UNITED STATES,
Washington, D.C., October 30, 1967 .
Hon. WiLLiam PROXMIRE,
U.S. Senate. :

DEeAr SENATOR ProxmirE: In view of your interest in the imple-
mentation of Public Law 87-653 by the Department of Defense, we
are offering our views on a memorandum issued by the Deputy Secre-
tary of Defense dated September 29, 1967, on access to cost perform-
ance records on noncompetitive firm fixed-price contracts.

The memorandum is addressed to the Secretary of the Military
Departments, the Assistant Secretaries of Defense (Comptroller) and
(Installations and Logistics) and Directors of Defense agencies. It
contains statements on contracting and auditing policies of the
Department of Defense and directs the Assistant Secretaries of
Defense to issue implementing instructions to place the policies,
summarized below, into effect.

Noncompetitive firm fixed-price contracts shall be used only where
there exists a reliable basis for judging reasonableness of contractor
cost estimates; where such a basis does not exist, other contract forms
shall be used.

A program shall be conducted for review and audits sufficient to
ascertain that the cost or pricing data submitted by contractors in
connection with the negotiation of noncompetitive firm fixed-price
contracts were current, accurate, and complete as required by Public
Law 87-653. Such audits shall be made, as fully as possible, prior to
completing the negotiation of the contract.

When it is necessary to provide assurance that defective cost or
pricing date were not submitted, audits should be conducted of actual
costs incurred after contracts are consummated. To assure that such
postaward audits may be conducted, action shall be taken to include,
in all noncompetitive firm fixed-price contracts involving certified
cost or pricing data, a contractual right to have access to the con-
tractor’s actual performance records.

The memorandum also lists circumstances which may indicate the
need for postaward audits of performance costs.

With respect to access to contractors’ records, we believe that the
memorandum would accomplish by administrative action what would
be accomplished by enactment of the bill, S. 1913, submitted by you
on June 6, 1967, except that the Deputy Secretary’s memorandum is
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silent on the matter of the agency’s right of access to subcontractors’
performance records which was specifically provided for in your bill.
We, therefore, spoke to Department of Defense officials responsible
for drafting regulations to implement the memorandum about this
apparent omission.

We were advised that consideration would be given, in drafting the
implementing regulations, to requiring prime contractors to include
clauses in subcontracts giving agency representatives the right to have
access to subcontractors’ records of performance. As soon as we have
had an opportunity to review the Department of Defense regulations
on this matter we will advise you.

Sincerely yours,
Erver B. StaaTs,
Comptroller General of the United States.
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Appendix F

INFORMATION RELATING TO NATIONAL AERONAUTICS
AND SPACE ADMINISTRATION CONTRACTS

NATIONAL AERONAUTICS AND SPACE ADMINISTRATION,
Washington, D.C., March 13, 1968.
Hon. WiLBur D. MiwLLs,
Chairman, Joint Committee on Internal Revenue Taxation, House
of Representatives, Washington, D.C.

Dear Mg. CuarrMAN: This is in reply to Mr. Woodworth’s letter
of February 13, 1968, requesting information about NASA contracts
for use in a report on the Renegotiation Act of 1951. The requested
data is an attachment to this letter.

Mr. Woodworth also solicits our views on the application of the
act to NASA contracts, and I appreciate the opportunity to comment
on this subject.

As T understand it, the determination of excessive profits must,
in each instance, reflect the judgment of the Board of the application
of each of the statutory factors enumerated in section 103 of the
Renegotiation Act. Among these factors is subparagraph (6) which
reads in part: “Such other factors the consideration of which the
public interest and fair and equitable dealing may require * * *.”

We believe that the Renegotiation Board might well give added
weight to special factors involved in performing work under NASA
contracts. We believe that it should be recognized that NASA’s work
involves complex, long leadtime, advanced research, and development
in which progress, development plans, and costs cannot always be
laid out with assurance of meeting every goal established. Every
effort is made to plan the work in such a way that potential
problems are anticipated and so that guidance 1s given to con-
tractors by the Government to assure that the work proceeds as
satisfactorily as passible. These circumstances require close monitoring
of contractor activities by NASA laboratories having a strong technical
interface with the contractor. Through our laboratory competence
we must provide constructive criticism all through the program,
rather than waiting for demonstration of successful achievement of
program goals only when the end product is delivered and flown.
Nevertheless, the final test of the success of the development program
and of the work aimed at solving and reducing the number of problems
encountered through the course of the development program is in
the final flicht operations of the aeronautical or space system involved.

While we are aware that the Board under its regulation and policy
pronouncements recognizes the objectives of incentive contracts,
we believe the Board has not given full recognition to the difficult
performance requirements of our major research and development
programs. NASA has relied on extensive management and technical
program reviews, as well as innovative contractual arrangements, to
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assure that the Government receives the result it is seeking through
the expenditures of Government funds. These reviews, and the
incentive contract arrangements wherein the contractor’s profit is
based on evaluation of the quality of his work and his ability to
achieve specified program requirements, provide for a thoughtful
control of the profit paid to the contractor. This control considers the
difficulty of the job, the risk of the contractor’s reputation and financial
status, the investment made by the contractor in undertaking the
work, including his financial and management commitment to the job,
and the overall management responsibility that he assumes for the
work that he directly performs or that his subcontractors perform.
In our effort to get the best possible performance and in recognition
of these various factors, our incentive fee contract arrangements are
so established that added profit goes with high performance by the
contractor.

In summary, then we believe that the complexity of our work, its
public visibility, and the long time required for completion of any
individual part of it argue for some special consideration when the
reasonableness of the fees we have paid are rejudged. We do believe,
however, that the Renegotiation Act of 1951 should have continuing
effect. We support legislation removing the provision of that act which
li}rlnits to June 30, 1968, the contracts subject to renegotiation under
that act.

Because of the urgency of your committee’s most recent request,
this report has not been submitted to the Bureau of the Budget for
advice as to its relationship to the program of the President.

Sincerely,
JameEs E. WesB, Administrator.

DiscussioN oF NASA’s METHODS OF PROCUREMENT AND SELECTION
orF TypEs oF CONTRACTS

The attached table 1 shows NASA awards to business firms by
method of placement for the period fiscal years 1961-67. This table
includes all awards to business firms regardless of the dollar value of
the individual award.

Table 2 shows NASA awards to business firms by type of contract
for the period fiscal years 1961-67. The data in this table include
only awards on research and development contracts of $10,000 and
over and on other contracts of $25,000 and over. However, the dollar
value of these larger awards account for more than 90 percent of the
dollar value of the total awards. Conversely, in terms of numbers of
actions, the larger contracts account generally for less than 10 percent
of the total number of actions.

NASA'’s extensive use of negotiation procedures, which is evidenced
in table 2, reflects the fact that most of our procurements are for
experimental, development, or research work. Specifications for these
procurements can rarely be established to the degree necessary for
firm-fixed-price contracts and formal advertising.

With respect to the negotiated procurements, NASA utilizes a wide
range of contract types from which we select, for a given procurement,
that type most practical and advantageous to the Government. In
major research and development projects, NASA employs ‘“Phased
Project Planning.” This procedure provides for the conduct of the
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projects in an appropriate number of sequential phases and the most
advantageous type of procurement is utilized for each phase.

As may be noted from table 2, NASA has been utilizing, to an
increasing degree, incentive-type contracts. These employ various
types of incentive arrangements from which are selected those most
suitable for the specific procurements. The various types in effect as of
December 31, 1967, and their aggregate target values are shown in
table 3. It will be noted that the majority of the dollars represent
cost-plus-incentive-fee contracts. These contracts utilize formulas
against which performances may be measured objectively. The second
and third largest groups are the cost-plus-award-fee and the combined
cost-plus-incentive-fee/cost-plus-award-fee contracts which are pri-
marily for support services and which require subjective evaluation of
contract performance.

Generally the range in confidence in negotiated target costs is within
plus or minus 15 to 25 percent. This range becomes smaller as we gain
experience in space age products and are better able to define our
requirements.

Information about overruns and underruns of estimated costs is not
regularly maintained in our procurement data bank and is not im-
mediately available. It could be gathered from procuring centers, if
required. We would, of course, have to carefully define these terms
since cost growth in a research and development program has multiple
causes.

TABLE 1.—NASA AWARDS TO BUSINESS FIRMS ! BY METHOD OF PLACEMENT, FISCAL YEARS 1961-67

Method of placement 1961 1962 1963 1964 1965 1966 1967

Net value of awards (millions) !

1 (L, $423.3 $1,030.1 $2,261.7 $3,521.1 $4,141.4 $4,087.7 §3,864.1
Total, competitive...______._______ 276.8 565.8 1,302.0 2,119.5 2,630.1 2,692.5 2,698.4
Advertised . ___________________________ 38.6 64.1 106.6 134.4 169.2 111.0 8l.1
Negotiated_ ... _____________.____. ___ 2382 501.7 1,195.4 1,985.1 2,460.9 2,581.5 2,617.3
Total, noncompetitive______.._..__ 46,5 464.3 95917815401, 6 W1 751103 153952 1,165.7
Follow-on after competition..____________ ® ® 3255.7 34948 3503.6 3372.7 3346.9
Other noncompetitive__ .. _____________ 146.5 464.3 704.0 906.8 1,007.7 1,022.5 818.8

Number of contract actions !
_.. 82,700 109,600 176,600 237,100 235,100 216,600 212,100

iatal¥eompetitive..__. ..o oo 32,000 36,700 72,800 88,200 101,200 973 30}) 91, 000
Advertised. . ... 4,000 3,700 9,900 15,600 15,500  13.200 11, 400
Negotiated .- __________ ... 28,000 33,000 62,900 72,600 85,700 84,100 79, 600

Total, noncompetitive...____._____ 50,700 72,900 103,800 148,900 133,900 119,300 121,100
Follow-on after competition_ .. __________ ) ® 3100 3200 3100 3100 5200
Other noncompetitive_..._____.__________ 50,700 72,900 103,700 148,700 133,800 119,200 120,900

1 Total awards to business firms.
2 Data included in other noncompetitive procurements. . ) .
3 Follow-on after competition procurements of less than $25,000 are included in other noncompetitive procurements

91-043—68——9
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TABLE 2.—NASA AWARDS TO BUSINESS FIRMS! BY TYPE OF CONTRACT, FISCAL YEARS 1961-67

[Net value of awards (millians) 1

Type of contract Fiscal Fiscal Fiscal Fiscal Fiscal Fiscal Fiscal
year 1961 year 1962 year 1963 year 1964 year 1965 year 1966 year 1967
Tatal. oL $362.5 $908.4 $2,113.8 §3,379.6 $3,993.0 $3,951.2 $3,775.4
Incentiveloss o DonC I e o1 13.1 162.7 269.3 602.2 1,922.5 2,567.6
Fixed price______________________ .1 3.8 10.2 27.2 100.6 73.6 117.1
Cost reimbursable___. ... _______________ 9.3 15285 242.1 501.6 1,848.9  2,450.5
Other fixed price__—._____._._..._ o 56. 3 125.4 251.8 388.4 492.5 407.1 411.3
R e - oo S S 55.4 125.0 247.5 387.0 492.0 3992 409.5
Redeterminable__ .9 .4 4.1 1.4 .3 193 192
Escalation. . .. B —— 2 6.6 .6
Other cost reimbursable_______________ 300.4 760.2  1,692.5 2,713:60 2, 83545 M 1E6T2 81! 780.7
GostinoMfeef iooan ot 2ot ” TORERE 11.1 71.4 46.5 42.9 20.8 5.6
Cost plus fixed fee__ 299.9 748.6 1,618.0 2, 664 9 2,841.3 1,591.0 774.6
Cost sharing = 5 341 13 o) )
Laborhour________________ . ____ 2 193 1.7 2.0 il ol
lime andimaterials I eeNBRERac PiS L A0S 5.7 905 5.5 6.6 10.8 9.4 15.1
Number of contract actions !
DAL oo e e i e 1,270 2,438 4,295 7,544 11,716 12,029 11,623
Incentive . ccrrccs —strsenesnamanns 1 10 68 237 602 956 1,265
Fixed price. oo o-cooooooacaaaaa- 1 4 5 48 99 110 145
Cast reimbursable_ .o _oocoeoomaaoos 6 63 189 503 846 1,120
Other:fixed price-2 RWEsT s S 551 984 1,965 3,565 6,279 6,785 5,870
1,941 3,550 6,262 6,740 5,844
22 15 15 10 13
.......... 2 35 13
Other cost reimbursable-—c.oo-.o-... 669 1,361 2,185 3,626 4,689 4,077 4,216
GosHTingTon e S 5 26 80 95 190 198 164
Cost plus fixed fee .o __ooomooaaaos 662 1,332 2,096 3,515 4,484 3,872 4,039
Costshafing.eeoct oo oo oLl 2 3 9 16 15 7 13
L aba o S e oot 3 14 28 31 8 6
Timeland materials_-- ..o ___.-. 49 80 63 88 115 203 266

1 Awards on R. & D. contracts of $10,000 and over and on all other contracts of $25,000 and over.

TABLE 3.—NASA INCENTIVE CONTRACTS—BY TYPE AS OF DEC. 31, 1967

Type of contract Number of contracts Target value

(millions)

Cost-plus-incentivesfee a o e 117 $3,848.3
Cost-plus-award-fees -8 o atceoecooo 77 848.1
Cost-plus-incentive-fee/award-fee. 45 1,026.7
Fixed-price-incentive. .__..____ 30 342.1
Fixed-price-incentive/award=fee .- - oo ae 3 131.6
(el T T L Tt i e e e e S o 1 6.4
Total e L 273 6,203.2




Appendix G

INFORMATION RELATING TO ATOMIC ENERGY
COMMISSION CONTRACTS

U.S. Aromic ENErcY COMMISSION,
Washington, D.C., February 26, 1968.
Mr. LavrencE N. WoobwoRrTH,
Chief of Staff, Joint Committee on Internal Revenue Taxation,
Congress of the United States.

Dear Mr. WoobpworTa: In response to your letter of February 13,
1968, addressed to Chairman Glenn T. Seaborg, I am enclosing
herewith procurement statistics in the form of summary of procure-
ment actions for the fiscal years 1961 through 1967. Prime contracts
are broken down to show method of placement; i.e., advertised or
negotiated. Since subcontracts are not subject to the formal adver-
tising statutory requirements that apply to prime contracts, we do
not have this same breakdown with respect to method of placement.
However, our cost-type contractors who operate AEC plants and
laboratories have established procurement and contracting procedures
which provide for the placing of subcontracts wherever possible on
a competitive basis. The enclosed statistics also show for both prime
contracts and subcontracts a breakdown as to type of work, source of
supply, and type of procurement.

You will note that there was a substantial decline in the percentage
of dollars awarded under fixed-price contracts after fiscal year 1962.
This was due to a significant reduction in the program for the purchase
of uranium ore.

Our cost contracts are basically all either cost-plus-a-fixed-fee or, in
the case of educational institutions and nonprofit organizations,
straight cost contracts. In the case of our cost-plus-a-fixed-fee con-
tracts, we have adopted declining fee curves which are based upon the
scope, character, and estimated cost of the work to be performed
by the contractor and which provides for fees which we feel are fair
and reasonable.

Expenditures under our cost contracts are closely controlled by
established cost prineiples, periodic audits, establishment of approved
procurement and contracting procedures for subcontracting and
purchasing, and specific approval of subcontracts over a specified
dollar amount. We do not have readily available information as to
overruns and underruns of estimated cost. In the case of cost-plus-
a-fixed-fee contracts, the fee, which includes the contractor’s profit,
of course would not change because of overruns or underruns of
estimated cost.

While our contracts cover the entire range from off-the-shelf items
to first-of-a-kind production items to basic research, the major part
of our prime contracting is carried on under cost or cost-plus-a-fixed-
fee operating contracts, which provide little, if any, opportunity for
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excessive profits; therefore, the Renegotiation Act has a limited
impact on our program. However, in view of the possibility that there
may be some direct fixed-price procurements for which there is rela-
tively little cost and production experience available and for fixed-
price procurements by our cost-type contractors, we believe the
Renegotiation Act may be a deterrent to excessive pricing and provides
a measure of insurance against excessive profits. We do not have any
specific suggestions for improvement in the act.

If there is any further or additional information that you desire,
we shall be happy to furnish it to you.

Sincerely yours,
JoseEpHa L. SmiTH,
Director, Division of Contracts.

PROCUREMENT STATISTICS—SUMMARY OF PROCUREMENT ACTIONS,! FISCAL YEAR 1961

{Dollars in millions]

Actions Amount Percent
). Advertised versus negotiated (15,752 prime actions):

Advertised 1,388 $65.5 205
Negotiated 14, 364 2,546.0 97.5

Total . 15,752 2,611.5 100.0

Prime actions Percent Subactions Percent
1. Type ot work:

Constructionand A-E__________________________ 15153 SRR $54.:3 LN
Materials, supplies, and equipment (for construc-

T miemn g iy i 323 I G553
Materials, supplies, and equipment (other than

CONSHEEICHOTy) DN E sl « oe 830.3 474.9
Research and development. . 20.6
Plant eperation and other______________________ 5 54.1

Total 669.2  ____________

111, Source of supply:

Bigihusiness —aosme e oo A 67.5 377 2 56.4
Small business.__.__ 7:3 271.4 41.4
Government agency. . 10.5 7.2 1.1
Educational and other nenprofit organizations-____ 385.6 14.7 7.4 15,11

] £ et 2,611.5 100.0 669. 2 100.0

IV. Type of procurement:

Fixed-price._ . 1,169.2 44.8 587.6 87.8
Cost-type.___ 99.2 81.6 1752

) O R 26115 100. 0 669. 2 100.0

1 Actiunts are $25and over and include original contract (or subcontract) modifications, amendments, and supplemental:s
agreements.
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PROCUREMENT STATISTICS—SUMMARY OF PROCUREMENT ACTIONS,! FISCAL YEAR 1962

[Dollars in millions]

Actions Amount Percent
|. Advertised versus negotiated (16,494 prime actions):
Advertisel 1,138 70.2 2.6
Negotiated 15,356 2,667.5 97.4
Totals eeine oy o O 16,424 2,737.7 100. 0
Prime actions Percent Subactions Percent
1. Type of work:
Constructionand A-E_____ ... . _____ $163.3 T e CRLLIL & ST
Materials, suppiies, a1d equipment (for construc-
Hon)_ e .l (Bl e o e 100 R
Materials, supplies, and equipment (other than
for construction)___ . __________ . ____________ GRS SI1COS SN .
Researcn and development. - 692.2 . . 2.1 .
Plant operation and other______________________ 1,305.8 N . 6.0 ..
THRHEI e e e 29371 e 736,00
111. Source of supply:
Big business__.._ . .. _____________ : 65.6 382.0 51.9
Small business 1185/ 7.0 338.0 45.9
10.1 10.2 1.4
173 5.8 0.8
100.0 736.0 100.0
IV. Type of procurement
Fixed-price.. . 884.2 32.3 639.9 86.9
Gost=typebtemed  _____ SEECEEeay 1,853.5 67.7 96.1 Q351
ofalsee = oW e 2,737.7 100.0 736.0 100.0

1 Actions are $25 and over and include original contract (or subcontract) meodifications, amendments, and supple-
mental agreements.

PROCUREMENT STATISTICS—SUMMARY OF PROCUREMENT ACTIONS 1 FISCAL YEAR 1963
[Dollars in millions]

Actions Amount Percent
I. Advertised versus negotiated (15,419 prime actions):
Advertised 968 $58.5 2502
Negotiated 14,451 2,542.6 97.8
Total . 15,419 2,601.1 100.0
Prime actions Percent Subactions  Percent
11. Type of work:
Constructionand A-E__________________________ LY e e SR2O N L
Materials, supplies, and equipment (for construc-
TN sl g g, A 453 L CTEE - 6722 ool .
Materials, supplies, and equipment (other than
for construction) . ________._._______.______ 198.4 549.3
Research and development. _ o 732.8 27.1
Plant and operation and other________._________ 1,484.3 62.0
B0 e R 27 001 TS T S
111. Source of supply:
Big business_ .- ... 1,754. 2 67.4 391.9 52.6
Small business.- 83.5 352 334.9 45.0
Government agency_._ ... __________ - 248.5 9.6 10.8 1.4
Educational and other nonprofit organizations_____ 514.9 19.8 6.9 1.0
1077 S I S 2,601.1 100.0 744.5 100.0
IV. Type of procurement
Fixed-price.__ 529.9 20.4 645.8 86.7
Basftype CEEREEE TS s e . 79.6 98.7 13::3
Total. - i 100.0 744.5 100.0

1 Actions are $25 and over and include original contract (or subcontract) modifications, amendments, and supple-
mental agreements.



128

PROCUREMENT STATISTICS—SUMMARY OF PROCUREMENT ACTIONS ! FISCAL YEAR 1964
[Dollars in millions]

Actions Amount Percent
1. Advertised versus negatiated (16,670 prime actions):

Advertised 932 S0, 257
Negotiated 15,738 2,544,7 97.3

{10t S 16, 670 2,616.4 100.0

Prime actions Percent Subactions Percent
1. Type of work: )

Constructionfand A= T $133.3 e $40.6 ... EOTHE
Materials, supplies, and equipment (for construc-

SETICHIO )R S s S 1.4 S 86.4 ..
Materials, supplies, and equipment (other than tor

construetion_ _._____________________________ 17735 565. 1
Research and development._ o 848.2 21.8
Plant operation and other._ .____________.______ 1,456.0 58.9

LT 0 2,616.4  ______________ 772, 80Nt

111. Source of supply:

Big business_________________ ... 1,745.9 66.7 388.0 50.2
Small business__ 60.7 2.3 364.9 47.2
Government agency... & 225.8 8.7 13.7 1.8
Educational and other nonprofit organizations___ .. 584.0 2223 6.2 .8

FTOTal N e PR 2,616.4 100.0 772.8 100.0

1V. Type ot pracurement:

Fixed-price_ 573.6 21.9 682.0 88.3
Cost-type___ 2,042.8 78.1 90.8 17

ffofal S3ESE - 2,616.4 100.0 772.8 100.0

1 Actions are $25 and over and include original contract (or subcontract) modifications, amendments, and supple-
mental agreements.

PROCUREMENT STATISTICS—SUMMARY OF PROCUREMENT ACTIONS ¢ FISCAL YEAR 1965

[Doliars in millions}

Actions Amount Percent
I. Advertised versus negotiated (16,494 prime actions):
Advertised_. ______________ .. 830 $50. 5 20
Ne a0 tidted e e 15, 664 2,423.9 97.9
T OTa ] N e 16, 494 2,474.4 100.0
Prime actions Percent Subactions Percent
I1. Type of work:
Constructionand A-E_______________________... 228N i §34, 0 e
Materials, suoplies, and equipment (for construc- : X
Hom) T I S RO 76./7
Materials, supplies, and equipment (other than
for conStruction). - ——oooooo 264.4 474, 3 BN
Research and development.__ = 824.1 19.7 [ ir e
Plant operation and ether_ _____________________ 1,253.2 731 e e
Tota|Ms=c i o SN, 5B - 2,478.4 . 6773 S ——
111. Source ot supply:
BigiDUSINESSLcn ceeeea o o 1,599.5 64.6 341.0 50.3
Small business._ 67.5 2.7 31233 46.2
Government agency_.___ = 234.5 9.5 14.9 2.2
Educational and other nonprofit urganlza ions_.._- 572.9 2372 il 1.3
Total s TCio . TR N SRR 2,474.4 100.0 677.3 100.0
V. Type of procurement:
Fixed-price_.. 605.7 24,5 611.3 90.3
Cost-type_ _ e 1,868.7 75.5 66.0 9.7
Total ..o 2osi ol o TR oo 2,474.4 '100.0 67783 100. 0

lActlonfare $25 and over and include original contract (er subcontract) mndltlcatlons amendments, and supplementalt
agreements.
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PROCUREMENT STATISTICS—SUMMARY OF PROCUREMENT ACTIONS ! FISCAL YEAR 1966

[Dollars in millions]

Actions Amount Percent
|. Advertised versus negotiated (14,800 prime actions):
Advertised o 721 $52.0 2.2
Negotiated - oo oo oo oo acaoaan 14,079 2,312.2 97.8
LT Bt e SRR ey - 14, 800 2,364.2 100.0
Prime actions Percent Subactions Percent
11. Type of work:
Sonstruction andyA-Erses s e e LRI o SO $36.2° TS
Materials, supplies, and equipment (for construc-
T e copmogmosatrte By e 220 annmnrsrneers 554 B e
Materials, supplies, and equipment (other than
for construction). . ... 171.2 .. 478.2
Research and development. o 834.5 .. 19.2
Plant operation and other_ .. . ... ____ (15252153 61.9
T e e R S I ey 2,36420 ot o 650, 9 S
111. Source of supply:
Big buSiNesS oo oo eimooo 1,510.2 63.9 g1I585 48.5
Small business___ - 5845 2.5 312.9 48.1
Government agency ... ________ = 182.6 7.7 13.1 2.0
Educational and other nonprofit organizations..._- 612.9 25.9 9.4 1.4
[ToTaINNEEE I8 5 NN 2,364.2 100.0 650.9 100.0
IV. Type of procurement:
Fixed-price..._ 505.2 21.4 590.0 90.6
Cost-type 1,859.0 78.6 60.9 9.4
L e i e 2,364.2 100.0 650.9 100.0

lActiunts are $25 and over and include original contract (or subcontract) modifications, amendments, and supplemental
agreements.

PROCUREMENT STATISTICS—SUMMARY Of PROCUREMENT ACTIONS,! FISCAL YEAR 1967

[Dollars in millions]

Actions Amount Percent
1. Advertised versus negotiated (14,288 prime actions):
Advertise 692 $62.0 27
Negotiated BN _ Sty O cutl 13,596 2,259.0 97.3
I e 14,288 2,32130 100.0
Prime actions Percent Subactions Percent
11. Type of work:
Gonstruction; and - ot $85. 3 s $30. ST S - T
Materials, supplies, and equipment (for construc-
glomysmm. W e % 293 e
Materials, supplies, and equipment (other than for
Constitiction)seemien® " ST Lol ol o 484.5 .
Research and development. . = 5 2] A SR
Plant operation and other. . _._.________________ Ta:5 il .
Total o el 643.50 _ooesooo2nl
111. Source of supply:
Bl USI eSS e e no 1,656.0 7183 337.3 52.4
Small business... 55.8 2.4 280.0 43.5
Government agency_ ... .___._.___ 5.1 15.6 2.4
2.2 10.6 157
100.0 643.5 100.0
IV. Type of procurement:
Fixed-price._- 534.3 23.0 572.8 89.0
Cost-type . - oo 5 77.0 70.7 11.0
AT {alS SR S S 3 100.0 643.5 100.0

1 Actions are $25 and over and include original contract (or subcontract) modifications, amendments, and supplemental
agreements.






Appendix H

INFORMATION RELATING TO MARITIME ADMINISTRATION
AND MARITIME SUBSIDY BOARD (SUCCESSOR TO FED-
ERAL MARITIME BOARD) CONTRACTS

OFFICE OF THE ADMINISTRATOR,
U.S. DEpARTMENT OF COMMERCE,
MARITIME ADMINISTRATION,
Washington, D.C., March 1, 1968.
Mr. Lavrence N. WooDWORTH,
Chief of Staff, Joint Committee on Internal Revenue Tazation, Congress
of the Unated States, Washington, D.C.

Dear MRr. Woopworta: By your letter of February 13, 1968, you
asked for certain statistical data with respect to contracts entered
into by the Maritime Administration and the Maritime Subsidy Board,
or its predecessor, the Federal Maritime Board, during the fiscal years
1961 through 1967. Attached to this letter for each of the referred to
fiscal years is a tabulation of the number and dollar value of the
agency’s contracts (excluding contracts of $10,000 or less) by method
of procurement, type of contract, and type of product and service.

You have asked about the extent of overrun or underrun of esti-
mated costs employed in initial pricing. Overruns or underruns arise
primarily in connection with the administration’s research and de-
velopment cost reimbursable contracts. An analysis of the research
and development contracts completed during fiscal years 1961 through
1967 indicates that overruns and underruns have not been in excessive
amounts. As the attached tabulation shows, however, in fiscal year
1967, there was a 20-percent overrun in a ship construction contract.

The procurements of the Maritime Administration (Maritime Sub-
sidy Board) are of ships employed in the foreign commerce of the
United States, under the Merchant Marine Act of 1936, as amended.
Under these three-party contracts the owner, the ship operator, pays
to the contractor a sum equal to the Maritime Subsidy Board’s
estimate of the cost of building the vessel of the owner to similar
plans and specifications in a foreign shipyard. The Board pays the
difference between the estimated foreign cost and the domestic price.
The Maritime Administration also enters into ship construction con-
tracts with shipbuilders on the basis of orders placed by other Federal
agencies under the Economy Act of 1932, as amended.

The dollar values shown for new ship construction and ship con-
version do not represent, in the entirety, Government expenditures
in the indicated amounts. With respect to procurements under the
Merchant Marine Act of 1936, as amended, Government expenditures
amounted to approximately 51 percent of the total contract expendi-
tures. The balance is paid by the owner. Of course, under the
Economy Act contracts, the Government is responsible for the
total price.
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The maintenance and repair contracts noted in the attached tabula-
tion represent specific job orders awarded on the basis of competitive
bid or negotiation, and are referrable to master lump-sum repair
contracts entered into by the Maritime Administration with ship-
yards in the several coastal regions. A ship, undergoing maintenance
and repair after each voyage, will have a considerable number of job
orders to be performed. Because of the magnitude of the number of
maintenance and repair job orders brought about by the increased
activity due to the Southeast Asian conflict, currently involving ap-
proximately 650 voyages each year, estimates of the total number of
contracts, and the total dollars connected therewith, are based upon
sampling of ships and voyages as they relate to geographic and traffic
factors. The sampling is necessary only for fiscal years 1966 and 1967.
In the earlier fiscal years, the number of contracts and dollar amounts
shown were based upon actual data.

We trust the above contains the information you desire. Please
advise use of any further questions you may have.

Sincerely, = =
ArL C. Davis,
Acting Maritime Administrator.

CONTRACTS AWARDED BY MARITIME SUBSIDY BOARD/ | CONTRACTS AWARDED BY MARITIME SUBSIDY BOARD/
MARITIME ADMINISTRATION MARITIME ADMINISTRATION— Continued
Number Amount Number Amount
FISCAL YEAR 1961 FISCAL YEAR 1962
Method of placement: Method of placement:
Advertised_ ... _________ 35 §$315,117,546 | Advertised..__.___.__.______ 56 $130,170, 792
Negotiated - ..o ______ 32 5,242,284 Negotiated_ ... ... _._..__ 42 3,711,570
320, 359, 830 133, 882, 362
Compensation arrangement: Compensation arrangement:
Fixed price_._._..____._.____ 55 315,789,661 | Fixed price._.._.._..._.____ 88 130,455,479
Cost plus fixed fee 6 ,102, 314 Cost plus fixed fee. 10 83
Costesesmes . e i o 6 1,467, 855 (111 AR SOOI it
320, 359, 830 133, 882, 362
Types of products and services: Types of products and services:
New ship construction__._._.. 8 305, 799, 789 New ship construction_.._.__ 4 128, 855, 000
SHIDICOTV IS0 1 8,193,300 Ship conversion
Research and development.___ 17 5,147,458 Research and development.__ 12 3,498,575
Supplies, services, and ma- Supplies, services, and ma-
terial ________ ... 19 11,055,818 teriald o ___ 7 11,169,348
Maintenance and repair. ... 22 163, 465 Maintenance and repair.._._ 55 359,439
320, 359, 830 133, 882, 362

See footnote at end of table, p. 133.
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CONTRACTS AWARDED BY MARITIME SUBSIDY BOARD/
MARITIME ADMINISTRATION—Continued

CONTRACTS AWARDED BY MARITIME SUBSIDY BOARD/
MARITIME ADMINISTRATION—Continued

Number Amount Number Amount
FISCAL YEAR 1963 FISCAL YEAR 1965—Continued

Method of placement: Types of products and services:

Advertised. ... ____._____. 56  $252,521,123 New ship construction__.___. 7  $186,547,377
Negotiated... ... _.___ 40 4,539 Ship conversion. - _ _ o _____.
—_— Research and development___ 7/ 1,729,172

255, 895, 662 Supplies, services, and
—_————— matefial Moo W - 23 1946, 344

Compensation arrangement: Maintenance and repair_____ 42 301, 464
Fixed price_ - oo ... 87 252,917,847 _—
Cosi plus tixed fee__ 9 2,977,815 189, 524, 357

e FISCAL YEAR 1966
255, 895, 662
=———————| Method of placement:

Types of products and services: Advertised________.________ 189 296, 831,924
New ship construction_..____ 8 242,307,538 Negotiated_ .. _..._______ 504 22,212,065
Ship conversion - 2 , 762, 600 e
Research and developmen B 10 2,997,798 319, 043, 989
Supplies, services, and —_—

Iateria[1aweey - eus - 2 25 11,346,804 | Compensation arrangement:
Maintenance and repair_ ... 51 430,922 Fixed price 692 319,022,974
Cost plus fixed fee. . 1 21,015

255, 895, 662
FISCAL YEAR 1964

Method of placement:

Advertisede=tiumt o G 157,040, 310
Negotiated .. ___________ 38 , 199, 302
159, 239, 612
Compensation arrangement:
Fixed'pricecss s . _____. 48 137 422 058
Cost plus fixed fee__ 7 7 554
(T e commmeomeaccm o NN == L LR o
159, 239, 612
Types of products and services:
New ship construction 5 155,999, 087
Ship cONVersion_ _ - oo
Research and development._. 10 1,927,283
Supplies, services, and ma-
tafial Lo e T 25 1992, 588
Maintenance and repair____ . 51 320, 654
159, 239,612
FISCAL YEAR 1965
Method of placement:
Advertised it L . 43 187,450,811
Negotiated ... _____._____ 36 2,073, 546
189, 524, 357
Compensation arrangement:
Eixedipricesse e . o 74 188, 699, 185
Cust plus fixed tee....._.___ 5 825,172

189, 524, 357

319, 043,989

Types of products and services:
New ship construction______. 7 262, 818,796
Ship conversion___._._._... 2 7,779,000
Research and development___ 1 21,015
Supplies, services, and

material et S Rt ail 11,248,082
Maintenance and repair-.._ - 652 47,177,096
319,043,989
FISCAL YEAR 1967 -
Method of placement:
Advertised______________.__ 442 47,172,862
Negotiated. ... - _.__._.___ 848 25,523,744
72,696,606
Compensatlon arrangement:
Fixed price_________________ 1,281 AL 422 508
Cost plus fixed fee_ ... 6 098
Cost oo 3 110 000
72,696, 606
Types ot products and services:
New ship construction_- ... 2 16, 540, 450
Ship conversion. .. ______ ...
Research and development... 11 932,688
Supplies, services, and ma-
toria[HC S 43 1 3,202,376
Maintenance and repair_.___. 1,234 52,021,092
72,696,606

1 Due to the large number of purchase orders/contracts
under $10,000 placed by this agency each year for supplies,
services, and materials, the analysis excludes approximately
$4,000, 000 of such expenditures annually.






Appendix 1

INFORMATION RELATING TO GENERAL SERVICES
ADMINISTRATION CONTRACTS

GENERAL SERVICES ADMINISTRATION,
Washington, D.C., March 1, 1968.
Mr. LaurencE N. WooDWORTH,
Chief of Staff, Joint Committee on Internal Revenue Taxation, Congress
of the United States, Washington, D.C.

Dear Mr. Woopworra: This is in further reply to your letter of
February 13 requesting statistics and information for use in preparing
a report on the Renegotiation Act of 1951.

The statistics requested are attached. Pursuant to discussion of
February 19 between Mr. Holmead of this office and Mr. Bedell of
your staff, wherein it was indicated that statistical information was
not required on Public Buildings Service contracts, such data have
not been included. Schedule I covers Federal Supply Service con-
tracts for supplies and equipment and schedule II covers property
management and disposal service contracts for servicing the various
strategic and critical materials in the stockpile, together with con-
tracts for upgrading basic materials to higher use form and for
appraisals of real property. The only procurement by GSA of strategic
and critical materials during the period covered was for jewel bear-
ings from the Government-owned plant at Rolla, N. Dak. However,
there were certain of these materials acquired through the Commodity
Credit Corporation under its barter program and transferred to GSA.

The vast majority of the Federal Supply Service contracts are on
a fixed-price basis and do not involve the problem of initial pricing
and subsequent price redeterminations as in the case in cost-type
contracts. We do encounter cases where there is little cost and pro-
duction experience available for new items being introduced into the
supply system; however, in most cases it is possible to extrapolate
pricing data available with respect to similar supply items involving
closely related types of cost and production. Variances in the products
and services procured from year to year are experienced but the
differences normally do not relate to commodity or service areas in
which we have not had some prior experience. The footnotes shown
on schedule II are self-explanatory regarding PMDS contracts.

Due to the nature of our programs and operations, the Renegotia-
tion Act has limited application to contracts placed by this agency.
The basic statutory exemptions in the act, particularly the one
covering standard commercial articles and standard commerecial
services, are applicable to a wide range of our procurement activities.
In addition, the Renegotiation Board has determined that major
areas of GSA contracting do not have a direct and immediate connec-
tion with the national defense and, therefore, are exempt from re-

(135)
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negotiation (see par. 5-53.804.1 of the attached copy of General
Services Administration Procurement Regulations, Subpart 5-53.8).

With respect to the proposed amendments to the Renegotiation
Act of 1951, GSA has no objection to the enactment of the Board’s
draft bill which was submitted to the Speaker of the House by letter
dated February 23, 1968, from Mr. Lawrence E. Hartwig, Chairman
of the Renegotiation Board.

If we can assist you further, please let us know.

Sincerely yours,
Lawson B. Knort, Jr.,
Admanistrator.

Part 5-53 CoNTRACT ADMINISTRATION

SUBPART 5-53.8 RENEGOTIATION

§ 5-53.801 General.

(a) The Renegotiation Act of 1951, as amended (50 U.S.C. App.
1211-1224), provides for recovery by the Government of contractors’
excessive profits under certain contracts. GSA contracts are subject
to renegotiation under the terms of the Renegotiation Act of 1951
unless exempted by the statute or by authorization of the Renegotia-
tion Board.

(b) The Renegotiation Board, in its Regulations under the Re-
negotiation Act of 1951 (32 CFR Ch. XIV), prescribes definitions,
sets forth mandatory and permissive exemptions, implements the
statute with substantive rules, and provides procedures in connection
with contracts subject to renegotiation.

§ 5-53.802 Contract clause.
(a) Contracts which are determined to be subject to the Renegotia-
tion Act of 1951 shall contain the following clause:

RENEGOTIATION

The contract is subject to the Renegotiation Act of 1951, as
amended, and shall be deemed to contain the provisions re-
quired by section 104 thereof. The extent of renegotiation
will be determined in accordance with regulations under
the Act. The Contractor agrees to include this Renegotiation
clause (including this sentence) in each subcontract made to
perform any part of the work or to furnish any materials
required for this contract.

(b) When this clause is to be included in preprinted supplemental
provisions, the clause set forth in (a), above, may be preceded by a
preamble setting forth the basic exemptions applicable to the con-
tracting programs for which the supplemental provisions form is
generally used; for example:

The following Renegotiation clause shall apply unless the
contract calls for delivery to a GSA supply depot or a
Government agency not included in the Renegotiation Act
of 1951.
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§ 5-53.803 Exemptions by statute.

The Renegotiation Act of 1951 exempts the following:

(a) Any contract with any Territory, possession, or State, or any
agency or political subdivision thereof, or with any foreign govern-
ment or any agency thereof. (See Renegotiation Board Regulations
32 CFR 1453.1))

(b) Any contract or subcontract for an agricultural commodity in
its raw or natural state, or if the commodity is not customarily sold
or has not an established market in its raw or natural state, in the
first form or state, beyond the raw or natural state, in which it is
customarily sold or in which it has an established market. The term
“agrim)lltural commodity’’ includes but is not limited to (see 32 CFR
1453.2) :

(1) Commodities resulting from the cultivation of the soil,
such as grains of all kinds, fruits, nuts, vegetables, hay, straw,
cotton, tobacco, sugarcane, and sugar beets.

(2) Natural resins, saps, and gums of trees.

(3) Animals, such as cattle, hogs, poultry, and sheep, fish and
other marine life, and the produce of live animals, such as wool,
eggs, milk, and cream.

(¢) Any contract or subcontract for the product of a mine, oil, or
gas well, or other mineral or natural deposit, or timber, which has not
been processed, refined, or treated beyond the first form or state
suitable for industrial use. (See 32 CFR 1453.2(b).)

(d) Any contract or subcontract with a common carrier for trans-
portation, or with a public utility for gas, electric energy, water,
communications, or transportation, when made in either case at
rates not in excess of published rates or charges filed with, fixed,
approved, or regulated by a public regulatory body, State, Federal,
or local, or at rates not in excess of unregulated rates of such a public
utility which are substantially as favorable to users and consumers as
are regulated rates. In the case of the furnishing or sale of transporta-
tion by common carrier by water, this paragraph shall apply only to
such furnishing or sale which is subject to the jurisdiction of the
Interstate Commerce Commission under Part II1 of the Interstate
Commerce Act or subject to the jurisdiction of the Federal Maritime
Board under the Intercoastal Shipping Act, 1933, and to such furnish-
ing or sale in any case in which the Renegotiation Board finds that
the regulatory aspects of rates for such furnishing or sale, or
the type and nature of the contract for such furnishing or sale, are
such as to indicate, in the opinion of the Renegotiation Board,
that excessive profits are improbable. (See 32 CFR 1453.3.)

(e) Any contract or subcontract with an organization exempt from
taxation under section 501(c)(3) of the Internal Revenue Code
of 1954, but only if the income from such contract or subcontract
is not includible under section 512 of such Code in computing the un-
related business taxable income of such organization. (See 32 CFR
1453.4.)

(f) Any contract which the Renegotiation Board determines does
not have a direct and immediate connection with the national defense.
In designating those classes and types of contracts which shall be
exempt and in exempting any individual contract under this paragraph,
the Board considered as not having a direct or immediate connection
with national defense any contract for the furnishing of materials
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or services to be used by the United States, a Department or agency
thereof, in the manufacture and sale of synthetic rubbers to a private
person or to private persons which are to be used for nondefense
purposes. (See 32 CFR 1453.5.)

(2) Any subcontract directly or indirectly under a contract or sub-
contract already exempt in accordance with paragraph (b), (c), (d),
(f), or (h) of this § 5-53.803. (See 32 CFR 1453.6.)

(h) Any contract, awarded as a result of competitive bidding, for
the construction of any building, structure, improvement, or facility
other than a contract for the construction of housing financed with a
mortgage or mortgages insured under the provisions of Title VIII of
the Na;ional Housing Act, as now or hereafter amended. (See 32 CFR
1453.7.

(i) Any contract or subcontract which the Renegotiation Board
exempts, as provided in § 5-53.805.

(j) Contracts and subcontracts for standard commercial articles
and standard commercial services (and “like’” articles and services)
exempt from renegotiation in accordance with section 106(e) of the
Renegotiation Act of 1951. The exemption on standard commercial
articles only is self-executing; the other require application to the
Renegotiation Board.

§ 5-53.804 National defense considerations.

§ 5-53.804-1 Determinations by the Renegotiation Board.

Subject to § 1453.5(c) of the Renegotiation Board’s Regulations,
the Renegotiation Board has determined that the following contracts
do not have a direct and immediate connection with the national
defense and, therefore, are exempt from renegotiation:

(a) All contracts of the Public Buildings Service and the National
Archives and Records Service.

(b) All stores stock contracts for delivery to GSA supply depots.

(c) All Federal Supply Schedule contracts and consolidated direct
delivery contracts with respect to deliveries made to Government
agencies other than the Department of Defense (including the military
departments), Atomic Energy Commission, and National Aeronautics
and Space Administration.

(d) Contracts for maintenance and repair of buildings and
structures.

(e) Contracts to the extent they obligate funds of, or are reimbursed
by, another Department named in section 103 of the Renegotiation
Act of 1951 as exercising functions having a direct and immediate
connection with the national defense, if the contracts would be exempt
if made by such other Department. Contractors should be informed
that funds of other Departments are being used. (See 32 CFR
1453.5(b)(2).) The Departments named in section 103 are the De-
partment of Defense, the Department of the Army, the Department
of the Navy, the Department of the Air Force, the Maritime Ad-
ministration, the Federal Maritime Board, the General Services
Administration, the National Aeronautics and Space Administration,
and the Atomic Energy Commission. (See 32 CFR 1451.14(b).)

(f) Contracts to the extent they obligate funds of another agency
of the Government, other than a Department named in or designated
in section 103 of the Renegotiation Act of 1951, or to the extent that
GSA is to be reimbursed by such other Government agency or other
person. Contractors should be informed that funds of other De-
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partments are being used. Those contracts obligating funds for
military assistance in connection with foreign aid programs are not
exempt from renegotiation under this paragraph. (See 32 CFR
1453.5(b) (3) (ii).)

(2) Contracts for the purchase of materials for authorized resale
except contracts for the purchase of materials to be issued or sold
under the monetary clothing allowance system of the armed services.
(See 32 CFR 1453.5(b)(4).)

(h) Contracts for the removal of waste materials. (See 32 CFR
1453.5(b) (5).)

(i) Contracts for laundry, cleaning, and pressing services. (See
32 CFR 1453.5(b)(6).)

§ 5-53.804—2 Determinations by GSA.

(a) Notwithstanding the determination set forth in §5-53.804-1,
individual contracts will be subject to renegotiation when the Head of
the appropriate Service or Staff Office, or any of his designees, de-
termines that such individual contract doeshave a direct and immediate
connection with the national defense. This determination shall be set
forth in the contract as follows:

For the purpose of the Renegotiation Act of 1951, as amended,
it has been determined that this contract has a direct and
immediate connection with the national defense. (See 32 CFR
1453.5(c).)

(b) In considering whether a specific contract does have a direct
and immediate connection with the national defense, the Renegotia-
tion Board requested that such determination be made in any case
in which:

(1) The language of the appropriation act making funds
available, enabling legislation, or the legislative history, is such
that it is evident that the project was presented to, and approved
by, the Congress because of its importance to the national
defense.

(2) Award of the contract cannot be made without a certifi-
cation, determination, or comparable prior action that the
procurement is essential or necessary in the interest of the
national defense. Such certification, determination, or com-
parable prior action would normally be made by the General
Services Administration, but could be made by any agency of
the Government which is competent to act in such manner.

(3) The contract is to be made under a War Powers Act—
such as Public Law 85-804 (50 U.S.C. 1431-1435).

(4) Loans or advances are to be made to the contractor under
the Defense Production Act of 1950 in order to facilitate per-
formance of the contract.

(5) For other reasons, it is believed that the contract has a
direct and immediate connection with the national defense.

§ 5-53.804—-3 Individual prime contracts.

Individual prime contracts may be determined not to have a direct
and immediate connection with the national defense by the Re-
negotiation Board on application of the prime contractor through

91-043—68——10
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§ 5-53.805 Exemptions by the Renegotiation Board.

§ 5-53.805-1 IHExempted classes of contracts.

In the exercise of its discretion as authorized by the Renegotiation
Act of 1951, the Renegotiation Board has exempted the following
classes of contracts from renegotiation:

(a) All prime contracts and subcontracts wholly performed outside
the United States by any person who is not engaged in a trade or
business in the United States and is (1) an individual who is not a
national of the United States; (2) a partnership or joint venture in
which individuals who are not nationals of the United States or
corporations which are not domestic corporations are entitled to more
than 50 percent of the profits; or (3) a corporation (other than a
domestic corporation) more than 50 percent of the voting stock of
which is owned directly or indirectly by persons described in sub-
divisions (1) and (2) of this paragraph. (See 32 CFR 1455.2(c),
(c-1).) :

For the purposes of this paragraph, the term ‘“United States”,
when used in a geographical sense, includes the Territories
and possessions of the United States, the Commonwealth of
Puerto Rico, and the Canal Zone; and the term ‘“domestic
corporation” means a corporation organized under the laws
of the United States or of any State, any Territory or posses-
sion of the United States, the District of Columbia, the
Commonwealth of Puerto Rico, or the Canal Zone. (See 32
CFR 1455.2(c), (c-1).)

(b) Individual prime contracts or subcontracts, or the prime
contracts or subcontracts related to a particular authorized procure-
ment program, when such prime contracts or subcontracts are to be
performed outside the territorial limits of the continental United
States or in Alaska, and when it is established to the satisfaction of
the Board that (1) the prime contracts or subcontracts involved in
the request are to be placed with foreign nationals or foreign corpora-
tions whom it is not practicable to subject to renegotion; (2) the pro-
visions of the prime contracts or subcontracts are otherwise sufficient
to prevent excessive profits; (3) the program is of direct and immediate
concern to the defense of the United States and refusal to grant the
exemption would jeopardize the success of the program; or (4) the
contract or group of contracts should be exempted for any combina-
tion of the foregoing reasons or for any other reason. (See 32 CFR
1455.2(d).)

(¢) Contracts or subcontracts under which, in the opinion of the
Board, the profits can be determined with reasonable certainty when
the contract price is established. On this basis, the Board has exempted
the following:

(1) All prime contracts with natural persons (not partnerships,
joint ventures, or corporations) which call for performance of
personal or professional services by the individual contractor in
person under the supervision of the Government, and which are
paid for on a time basis. (See 32 CFR 1455.3(b)(1).)

(2) Prime contracts for the sale or rental of any interest in
existing real estate. (See 32 CFR 1455.3(b)(2).)

(3) Prime contracts and subcontracts for the sale or exchange
of tangible property used in the trade or business of the vendor
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with respect to which depreciation is allowable under section 167
of the Internal Revenue Code of 1954. (This exemption extends
only to contracts under which the price is a fixed or determinable
amount at the time the contract is entered into, and does not
apply to any contract under which the price, at the time the
contract is entered into, is contingent upon a subsequent event
or is thereafter to be determined by reference to a variable
element.) (See 32 CFR 1455.3(b)(3).)

(4) Prime contracts and subcontracts for perishable subsist-
ence supplies. (See 32 CFR 1455.3(b)(4).)

(5) Prime contracts where the aggregate amount does not ex-
ceed $1,000 and the period of performance is not in excess of 30
days. (See 32 CFR 1455.3(b)(5).)

(6) Subcontracts for architectural, design, or engineering serv-
ices as provided in the Renegotiation Board’s Regulations
§1455.3(b) (6).

(7) Contracts entered into with a non-profit-making agency
for the blind pursuant to the program for the purchase of blind-
made products. (See 32 CFR 1455.3(b)(7).)

§ 5-53.805-2 Contracts exempt subject to prescribed conditions.

The following contracts or subcontracts may be exempted on an
individual contract basis on application to the Renegotiation Board
by GSA:

(a) Contracts or subcontracts where the profits thereunder can be
determined with reasonable certainty when the contract price is
established. (See 32 CFR 1455.3(c).)

(b) Contracts or subcontracts where the contract provisions are
otherwise adequate to prevent excessive profits. (See 32 CFR
1455.4(c).)

(c) Contracts or subcontracts the renegotiation of which would
jeopardize secrecy required in the public interest. (See 32 CFR
1455.5(Db).)

§ 5-53.805-3 Subcontracts exempted by the Renegotiation Board.

(a) Stock item exemption. Amounts received or accrued prior to
January 1, 1964 on subcontracts and groups of subcontracts subject
to the Act for materials (including maintenance, repair, and operating
supplies) customarily purchased for stock in the normal course of the
purchaser’s business, except when such materials are specially pur-
chased for use in performing one or more prime contracts or higher
tier subcontracts subject to the Act. (See 32 CFR 1455.6.)

(b) Subcontracts related to exempt prime contracts and sub-
contracts except those performed outside the United States (see
§ 5-53.805-1(a)) and other subcontracts, when the Board, in exempt-
ing prime contracts or subcontracts, determined that the exemption
will not extend to some or all of the subcontracts related to such prime
contracts or subcontracts. (See 32 CFR 1455.7.)
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Schedule 11
SUMMARY OF PMDS PROCUREMENTS

Firm price contracts Cost-type contracts
Advertised Negotiated Advertised Negotiated
Fiscal year and offices
Num- Num- Num- Num-
ber of Dollar ber ot Doliar ber of Dallar  ber of Dollar
con- value con- value con- value  can- value
tracts tracts tracts tracts
1961
Central office ... ___.______ 15 300, 075 80 1,002,671 . 2 800, 000
Regional offices.-.occooo oo 55 1,661,852 300, 836,787 T LY
lota[SeMesew - 70 1,961,927 380 2,839,458 _______.____.... 2 800, 000
1962 .
Geniralloffico  THMMEIRENRS o= 7 193,171 O T 5 )6 e
Regioal officos o= ae uam e o 86 1,282,528 527e2: 143, 0348 % L SRR Y
L & e - 93 1,475,699 e Rl R e e
1963
Gentralloffice. MRS, 0 Lt L 11 230,230 5 2FR93 57470 T NERet T e 1 300, 000
Regional offices. - ... __....__. 46 1,017,457 (81T T R S R G S G e e
Total oo 57 1,247,687 718 5,144,526 . o icieees
1964
Centralfoffice?= 200" . __. 21 482,432 858N1,935,4998 0o oo i 2 700, 000
Regional offices. .- ..__________ 60 916517101, 024501422 5200 BEEERE S s S S
T s A e e SO BIRNINI 08T A0 DO N3 57/ 46 90 eSS 2 700, 000
1965
Central office.. oo oo _____ 17 1,794,731 57 1,924,857
Regional offices. ... - _____._ 91 934,570 881 1,266,980
Tintal SR 108 2,729,301 938 3,191,837
1966 -
Central office_ ... _____________ 19 2,153,082 28 197,695
Regional offices. ..o ._.________ 134 1,229,108 780 1,738,563
Jotaloaoee e 153 3,382,190 808 1,936,258
1967
Central office._..oo..._._______. 12 775,428 381 311 337 5761 SRS 5 101,759
Regional offices_- ... _________ 159 1,746,087 R S 1768 S S
Motal T e 173 2,521,515 5880 4,151,467 Lo EATTL AR 5 101, 759

Note: The firm price contracts are recurring fixed-price type for services and supplies required in the receipt, and/or
removal, storage, maintenance, protection, and quality control of the various stockpile materials. Also included in this
category are contracts for upgradinfg basic stockpile materials to higher use form and contracts for appraisal of real property.
Prior experience in these types of contracting enables us to determine proper charges. The cost-type contracts include
economic studies of certain stockpile materials and could be considered labor-hour type contracts. These contracts do not
lend themselves to standardization for cost purposes as the scope and complexities of each commodity study will vary
depending on the depth of investigation required. A contract with the Bulova Watch Co., which was entered into in June
1958, for operating the Government-owned plant at Rolla, N. Dak., is also included in the cost-type category. This con tract
is considered as a cost-plus-fixed-fee type. The contract has been extended from year to year and the figures include only
the amended portion applicable to each fiscal year.

Aﬂproximately 85 percent of the dollar value of contracts negotiated by PMDS for fiscal years 1961 through 1967 were
as the result of competitive negotiations (2 or more bids). . o ;
. The balance of negotiated contracts for which competition could not be obtained were in instances where (1) a particuar
item or service was required to fit a particular need for which there was only one source, (2) there was urgent need for
the item or service, and (3) competition was not available for services needed in remote areas.
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SCHEDULE 111.—FEDERAL SUPPLY SERVICE CONTRACTS FOR SUPPLIES AND EQUIPMENT FOR FISCAL YEARS 1961
THROUGH 1967, MULTIPLE AWARD SCHEDULES

Number of multiple  Dollar value of multiple

Fiscal year award contracts award contracts
negotiated negotiated
3,023 551,285, 541
3,199 595,982, 634
3,250 668, 592, 960
35011 839,411,910
3,677 665, 941, 284
3,664 820, 014, 309
3, 406 947, 584, 227

Note: Multiple-award Federal Supply Schedule contracts are those contracts made for items where it is not practicable
to have formal standards or specifications permitting formal advertised procurement. These are indefinite quantity term
contracts negotiated with more than 1 supplier for comparable items at either the same or different prices for delivery
to the same geographical area and are designed to provide effective utilization of industry production and distribution
facilities. Examples of the type items procured by this method of contracting are office machines, including typewriters,
adding machines, computing machines, and dictating machines; laboratory equipment; data processing equipment; etc.
Using agencies submit their purchase orders direct to the supplier and delivery is made direct to the using agency or
pointof use. Under Federal Procurement Management Regulations, each ordering agency placing an order under a schedule
contract is required to purchase the lowest delivered priced item that will satisfy the agency’s minimum needs unless
purchase of a higher priced item can be fully justified, subject to review by the General Accounting Office.



Appendix J

INFORMATION RELATING TO FEDERAL AVIATION ADMIN-
ISTRATION CONTRACTS

DerartMEXT OF TRANSPORTATION,
FEDERAL AVIATION ADMINISTRATION,
OFFICE OF THE ADMINISTRATOR,
Washington, D.C., March 1, 1968.
Hon. Russers B. Long,
Chairman, Joint Committee on Internal Revenue Tazation,

U.S. Senate, Washington, D.C.

Drar Mr. Caairman: Reference is made to Mr. Laurence N. Wood-
worth’s letter dated February 13, 1968, requesting contract informa-
tion between the years 1961 and 1967.

A portion of the information requested is readily available and is
as follows:

Enclosure 1 lists the method of procurement for the fiscal
years 1961 through 1967.

Enclosure 2 lists for the fiscal years 1964 through 1967 the
variety of cost and fixed-price-type contracts. This information
has been accumulated only since 1964.

Enclosure 3 is a list of the contracts for fiscal years 1965 through
1967 that have been reported to the Renegotiation Board. This
was not requested in the referenced letter but is being furnished
as a result of a telephone call with a member of Mr. Woodworth’s
staff. [Enclosure 3 is not reproduced.]

The Federal Aviation Administration does not record the ac-
cumulated overrun or underrun dollars except on an individual
contract basis.

The materials/services procured by this agency cover a wide range
of cost type study, design, or design and initial production of hard-
ware. The fixed price type contracts cover production or performance
type specifications, follow on supply type of procurement, and the
bulk of our construction contracting. To illustrate this point, our
current active contracts list contains 479 contracts that are not com-
pleted for a variety of reasons. A breakdown of the 479 contracts is as
follows: Fixed price, 256 (53 percent); cost type, 147 (30 percent);
issued to other government agencies, 48 (10 percent); labor hour and
time and materiel [sic], 28 (7 percent). Many of our contracts are
entered into for which there is no previous cost or production experi-
ence. We find that there is little change in the variety of supplies and
services that are procured from year to year.

At this time the FAA has no particular comment to make as to the
merits of any proposed extension of the Renegotiation Act. It is
expected that the Office of the Secretary will in the future be making
one comment on the effects of such legislation on all elements of the
Department of Transportation.

(145)
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The data being furnished as enclosures 1 through 3 was discussed in
a telephone conversation between Mr. Erwin Ames of our Logistics
Service and Mr. Dennis P. Bedell, a member of Mr. Woodworth’s
staff. Mr. Bedell suggested that the data be submitted and if additional
information was required, it would be requested.
Sincerely,
D. D. Tuowmas, Acting Administrator.

SUMMARY OF FAA PROCUREMENT ACTIVITY BY METHOD—FORMAL ADVERTISING AND NEGOTIATION

Actions ! Dollar value (millions) 2

Fiscal year Adver- Percent Negoti- Percent Adver- Percent Negoti- Percent
tised adver- ated negoti- Total tised adver- ated negoti- Total

tised ated tised ated

6,275 19 26,780 81 33,055 45.2 55 37.6 45 82
8,941 22 32,411 78 41,352  48.1 0 724 60 120,

. © ® (0) 27.1 18 1194 8 14

2,213 60 1,485 40 3,698 19,9 12 1451 8 1650

742 31 1,676 69 2,418 18.7 18 831 8 1018

77 31 1,569 69 2,286 18.6 11 1894 89 2080

1,000 4 1,130 59 2,430 26.6 13 1904 87  217.1

1For fiscal year 1961 and fiscal year 1962 these data include all procurement awards over $100 from all sources for
fiscal year 1964 through fiscal year 1967 these data include all procurement awards over $2,500 to U.S. business firms
only, including new contracts, modifications, and other follow-on actions involving monetary changes to the contract.

2These data include all procurement awards over $100 to U.S. business firms and through established sources; i.e.,
under other agency’s contracts.

3 No data available.

SUMMARY OF FEDERAL AVIATION ADMINISTRATION CONTRACT ACTIONS BY CONTRACT TYPE

[Dollar amounts in millions]

Fiscal Fiscal Fiscal Fiscal
Contract type year Percent year Percent year Percent year Percent
1964 1965 1966 1967
FIXED PRICE
Firm fixed price $103. 14 82.65  $64.24 93.72  $46.09 93.07 $102.37 96.70
Fixed price incentive. 18.89 15.14 4,22 6.11 P! 5.60 2.65 2051
Fixed price redetermin = 109 1161 .05 .07 .61 15123 .78 .74
Fixed price escalation- E .76 .60 .07 .10 .05 .10 .06 .05
Subtotal.____________ 124.78  100.0 68.58  100.00 49,52 100.00  105.86 100. 00
COST
Cost'contractoc o —— =" <39 2:97 %93 1.47 .20 12 2.74 20.51
Cost-plus-incentive. 2.83 23.98 e, 1111 3.08 .39 .24 74 5.61
Cost-plus-fixed-fee_____ 7.48 63. 39 7.79 21.58 7.46 4,65 5.30 39.67
Cost sharing....__...__ 7 1.44 25.81 71,50 151.67 94,48 3.85 28.84
Labor hours____.____ . .49 4.15 .16 .44 813 .08 .10 .74
Time and materials .48 4.07 .70 1.93 .69 .43 .62 4.63
Stibtofa] S-S 11.80  100.00 36.10 100.00  160.54  100.00 13.36 100. 00
Grand total._.._______ 135558 S5 104,68 ____..__. 210,06 —....__... 19722 I———




Appendix K

RENEGOTIATION ACT OF 1951 AS
AMENDED TO DATE

[Public Law 9, 82d Cong., approved March 23, 1951, as amended by
Public Law 764, 83d Cong., approved September 1, 1954; Public
Law 216, 84th Cong., approved August 3, 1955; Public Law 870,
84th Cong., approvec,l August 1, 1956; Public Law 85-930, 85th
Cong., approved September 6, 1958; Public Law 86-89, 86th Cong.,
approved July 13, 1959; Public Law 87-520, 87th Cong., approved
July 3, 1962; Public Law 88-339, 88th Cong., approved June 30,
1964; and Public Law 89-480, 89th Cong., approved June 30, 1966]

To provide for the renegotiation of contracts, and for other purposes.

Be it enacted by the Senate and House of Representatives of the United
States of America in Congress assembled, That this Act may be cited
as the “Renegotiation Act of 19517,

TITLE I—RENEGOTIATION OF CONTRACTS

SEC. 101. DECLARATION OF POLICY.

It is hercby recognized and declared that the Congress has made
available for the execution of the national defense program extensive
funds, by appropriation and otherwise, for the procurement of prop-
erty, processes, and services, and the construction of facilities neces-
sary for the national defense; that sound execution of the national
defense program requires the elimination of excessive profits from
contracts made with the United States, and from related subcontracts,
in the course of said program; and that the considered policy of the
Congress, in the interests of the national defense and the gencral
welfare of the Nation, requires that such excessive profits be eliminated
as provided in this title.

SEC. 102. CONTRACTS SUBJECT TO RENEGOTIATION.

(a) In GenERAL.—The provisions of this title shall be applicable
(1) to all contracts with the Departments specifically named in section
103(a), and related subcontracts, to the extent of the amounts received
or accrued by a contractor or subcontractor on or after the first day
of January 1951, whether such contracts or subcontracts were made
on, before, or after such first day, and (2) to all contracts with the
Departments designated by the President under section 103(a), and
related subcontracts, to the extent of the amounts received or accrued
by a contractor or subcontractor on or after the first day of the first
month beginning after the date of such designation, whether such
contracts or subcontracts were made on, before, or after such first day.!

(b) PerrorMANCE Prior 10 JULY 1, 1950.—Notwithstanding the
provisions of subsection (a), the provisions of this title shall not
apply to contracts with the Departments, or related subcontracts, to

the extent of the amounts received or accrued by a contractor or sub-
1 Pub. Law 870, 84th Cong., approved August 1, 1956, struck out at this point **; but provisions of this title
shall not be applicable to receipts or accruals attributable to performance, under contracts, or subcontracts,

after December 31, 1956"". The last date was changed from ‘1953 to *‘1954" by Pub. Law 76483d Cong.,
approved September 1, 1954, and changed to *“1956’* by Pub. Law 216, 84th Cong., approved August 3, 1965.

91-043 O - 68 - 11
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contractor on or after the 1st day of January 1951, which are attribut-
able to performance, under such contracts or subcontracts, prior to
July 1,-1950. This subsection shall have no application in the case
of contracts, or related subcontracts, which, but for subsection (c),
would be subject to the Renegotiation Act of 1948. :

(¢c) TERMINATION — W

(1) Iv geNERAL.—The from'sions of thas title shall apply only
with respect to receipts and accruals, under contracts with the De-
pariments and related subcontracts, which are defermined under
regulations prescribed by the Board to be reasonably attributable
to performance prior to the close of the termination date. Not-
withstanding the method of accounting employed by the contractor
or subcontractor in keeping his records, receipls or aceruals deter-
mined to be so attributable, even 1if recewed or accrued after the
termination date, shall be considered as having been recewved or
accrued not later than the termination date. For the purposes of
this title, the term ‘‘termination date” means June 30, 1968,

(2) TERMINATION OF STATUS AS pEPARTMENT —When the status
of any agency of the Government as a Department within the
meaning of section 103 (a) is terminated, the provisions of this
title shall apply only with respect to receipts and accruals, under
contracts with such agency and related subcontracts, which are
determined under regulations prescribed by the Board to be rea-
sonably attributable to performance prior to the close of the status
termination date. Notunthstanding the method of accounting
employed by the contractor or subcontractor in keeping his rec-
ords, receipts or accruals determined to be so attributable, even if
recewved or accrued after the status termination date, shall be con-
sidered as having been received or accrued not later than the status
termination date. For the purposes of this paragraph, the term
“status termination date’’ means with respect to any agency, the
date on which the status of such agency as a Department unthin
the meaning of section 103 (a) is terminated.?

(d) RenEgoriaTioN Acr oF 1948.—The Renegotiation Act of 1948
shall not be applicable to any contract or subcontract to the extent
of the amounts received or accrued by a contractor or subcontractor
on or after the 1st day of January 1951, whether such contract or
subcontract was made on, before, or after such first day. In the case
of a fiscal year beginning in 1950 and ending in 1951, if a contractor
or subcontractor has receipts or accruals prior to January 1, 1951, from
contracts or subcontracts subject to the Renegotiation Act of 1948,
and also has receipts or aceruals after December 31, 1950, to which
the provisions of this title are applicable, the provisions of this title *
shall, notwithstanding subsection (a), apply to such receipts and
accruals prior to January 1, 1951, if the Board and such contractor
or subcontractor agree to such application of this title; and in the case
of such an agreement the provisions of the Renegotiation Act of 1948
shall not apply to any of the receipts or accruals for such fiscal year.

1 Subsection (c) of sectlon 102 was added by Pub. Law 870, 84th Cong., approved August 1, 1956, wbich
also relettered former subsections (¢) and (d) as (d) and (eS, respectively. The “termination date” in
paragraph (1) of such subsection (¢) was changed by Pub. Law 85-930, 85th Cong., approved September
6, 1958, from Decermber 31, 1958 to June 30, 1959. By Pub. Law 86-89, 86th Cong., approved July 13, 1959.
“June 30, 1959” was changed to “June 30, 1962"”. By Pub. Law 87-520, 87th Cong., .pproved July 3, 1962,
“‘June 30, 1952,"" was changed to “June 30, 1964.”” By Pub. Law 88-339, 88th Cong., approved June 30, 1964,
‘"June 30, 1964 was changed to “June 30, 1966.” By Pub. Law 89-480, 89th Cong., approved June 30, 1966,
“‘June 30, 1966'’ was changed to “June 30, 1968.”
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(e) SuspENsioN oF CERTAIN ProrFiT LimiTaTions.—Notwithstand-
ing any agreement to the contrary, the profit-limitation provisions
of the Act of March 27, 1934 (48 Stat. 503, 505), as amended and
supplemented, and of section 505 (b) of the Merchant Marine Act,
1936, as amended and supplemented (46 U.S.C. 1155 (b)), shall not
apply, in the case of such Act of March 27, 1934, to any contract or
subcontract if any of the receipts or accruals therefrom are subject to
this title or would be subject to this title except l&w the provisions of
section 106 (e), and, in the case of the Merchant Marine Act, 1936, to
any contract or subcontract entered into after December 31, 1950, if
any of the receipts or accruals therefrom are subject to this title or
would be subject to this title except for the provisions of section 106 (e).3

SEC. 103. DEFINITIONS.

For the purposes of this title—

(a) DeparrmMeNT.—The term “Department” means the Department
of Defense, the Department of the Army, the Department of the Navy,
the Department of the Air Force, the Maritvme Admainistration, the
Federal Maritime Board, the General Services Administration, the
National Aeronautics and Space Administration, the Federal Awviation
Agency, and the Atomic Energy Commission. Such term also tncludes
any other agency of the Government exercising functions having a direct
and immediate connection with the national defense which vs designated
by the President during a national emergency proclaimed by the President,
or declared by the Congress, after the date of the enactment of the Renego-
tiation Amendments Act of 1956 ; but such designation shall cease to be in
effect on the last day of the month during which such national emergency
18 terminated.*

(b) SECRETARY.—The  term ‘‘Secretary”’ means the Secretary of
Defense, the Secretary of the Army, the Secretary of the Navy, the
Secretary of the Air Force, the Secretary of Commerce (with respect
to the Maritime Administration), the Federal -Maritime Board, the
Administrator of General Services, the Administrator of the National
Aeronautics and Space Administration, the Administrator of the Federal
Awiation Agency, the Atomic Energy Commission, and the head of
any other agency of the Government which the President shall desig-
nate as a Department pursuant to subsection (a) of this section.s

3 Matter in italics in section 102 (e) was added by Pub. Law 216, 84th Cong., approved August 3, 1955,
asamended by Pub. Law 870, 84th Cong., approved August 1, 1956, and applles only to the extent of amounts
recelved or accrued after December 31, 1053. Pub. Law 870 changed “‘section 106 (a) (8)” to ‘“‘section 106
(e)” with respect to fiscal years ending after June 30, 1956.

4 Section 103 (a) was amended by Pub. Law 870, 84th Cong., agproved August 1, 1956, which struck out,
effective December 31, 1966, the Department of Commerce, the Reconstruction Finance Corporation,
the Canal Zone Government, the Panama Canal Company, the Housing and Home Finance Agency,
and such other agencies of the Government as were designated by the President under the former subsection
(8). Federal Civil Defense Administration, National Advisory Committee for Aeronautics, Tennessee
Valley Authority, and U.S. Coast Guard were designated by Executive Order 10260, dated June 27, 1951;
Defense Materials Procurement Agency, Bureau of Mines, and (United States) Geological Survey by
Executive Order 10204, September 28, 1951; Bonneville Power Administration by Executive Order 10299,
October 31, 1951; Bureau of Reclamation by Executive Order 10369, June 30, 1952; and Federal Facllities
Corporation by Exceutive Order 10567, September 29, 1954. Section 103 (a) was further amended by Pub.
Law 85-930, 85th Cong., approved September 6, 1958, which added the National Aeronautics and Space
Administration and which made section 103 (a) applicable to contracts entered into by such Administration
and to contracts transferred to such Administration from a Department under section 301 or 302 of the
National Aeronautics and Space Act of 1958, and to related subcontracts; and by Pub. Law 88-339, 88th
Cong., approved June 30, 1864, which added the Federal Aviation Agency and which made section 103(a)
applicable to contracts with such Agency, and related subcontracts, to the extent of the amounts received
or accrued by a contractor or subcontractor after June 30, 1964.

$ Matter in italles in section 103(b), except the references to the Administrater of the National Aero-
nautics and Space Administration and the Administration of the Fedcral Aviation Agency, was added
by Pub. Law 870, 84th Cong., approved August 1, 1956, which also changed “‘the Chairman ofthe Atomic
Energy Commission’’ to “the Atomic Energy Commission’’ and struck out the Board of Dircctors of the
Reconstruction Finance Corporation, the Ggovernor of the Canal Zone, the President of the Panama Canal
Company, and the Housing and Home Finance Administrator, all effective on December 31, 1956. The
Administrator of the National Aeronautics and Space Administration was added by Pub. Law 85-930,
85th an%, approved Segtember 6, 1968. The Administrator of the Federal Aviation Agency was added
by Pub. Law 88-339, 88th Cong., approved June 30, 1964.
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(¢) Boarp.—The term ‘‘Board” means the Renegotiation Board
created by section 107(a) of this Act.

(d) ReNEGOTIATE AND RENEGOTIATION.—The terms ‘remegotiate’”
and “renegotiation’’ include a determination by agreement or order
under this title of the amount of any excessive profits.

(e) Excessive Prorirs.—The term ‘‘excessive profits’” means the
portion of the profits derived from contracts with the Departments
and subcontracts which is determined in accordance with this title to
be excessive. In determining excessive profits favorable recognition
must be given to the efficiency of the contractor or subcontractor, with
particular regard to attainment of quantity and quality production,
reduction of costs, and economy in the use of materials, facilities, and
manpower; and in addition, there shall be taken into consideration
the following factors:

(1) Reasonableness of costs and profits, with particular regard
to volume of production, normal earnings, and comparison of
war and peacetime products;

(2) The net worth, with particular regard to the amount and
source of public and private capital employed;

(3) Extent of risk assumed, including the risk incident to
reasonable pricing policies;

(4) Nature and extent of contribution to the defense effort,
including inventive and developmental contribution and coopera-
tion with the Government and other contractors in supplying
technical assistance;

(5) Character of business, including source and nature of
materials, complexity of manufacturing technique, character and
extent of subcontracting, and rate of turn-over;

(6) Such other factors the consideration of which the public
interest and fair and equitable dealing may require, which factors
shall be published in the regulations of the Board from time to
time as adopted.

(f) Prorirs DErivED FroM ContrACTS WitH THE DEPARTMENTS
AND SuBcoNTRACTS.—The term “‘profits derived from contracts with
the Departments and subcontracts” means the excess of the amount
received or accrued under such contracts and subcontracts over the
costs paid or incurred with respect thereto and determined to be
allocable thereto. All items estimated to be allowed as deductions and
exclusions under chapter 1 of the Internal Revenue Code (excluding
taxes measured by income) shall, to the extent allocable to such con-
tracts and subcontracts, be allowed as items of cost, except that no
amount shall be allowed as an item of cost by reason of the application
of a carry-over or carry-back. Notwithstanding any other provision
of this section, there shall be allowed as an item of cost in any fiscal
%ear ending before December 31, 19565 subject to regulations of the

oard, an amount equal to the excess, if any, of costs (computed
without the application of this sentence) paid or incurred in the pre-
ceding fiscal year with respect to receipts or accruals subject to the
provisions of this title over the amount of receipts or accruals subject
to the provisions of this title which were received or accrued in such
preceding fiscal year, but only to the extent that such excess did not

¢ Matter in italics in section 103(f) was added by Pub. Law 870, 84th Cong., approved August 1, 1956
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result from gross inefficiency of the contractor or subcontractor.
For the purposes of the preceding sentence, the term “preceding fiscal
year” does not include any fiscal year ending prior to January 1, 1951.
Costs shall be determined in accordance with the method of account-
ing regularly employed by the contractor or subcontractor in keeping
bis records, but, if no such method of accounting has been employed,
or if the method so employed does not, in the opinion of the Board,
or, upon redetermination, in the opinion of The Tax Court of the
United States, properly reflect such costs, such costs shall be deter-
mined in accordance with such method as in the opinion of the Board,
or, upon redetermination, in the opinion of The Tax Court of the
United States, does properly reflect such costs. In determining the
amount of excessive profits to be eliminated, proper adjustment shall
be made on account of the taxes measured by income, other than
Federal taxes, which are attributable to the portion of the profits
which are not excessive.
(g) SuBconNTRACT.—The term “subcontract’”’ means—

(1) any purchase order or agreement (including purchase
orders or agreements antedating the related prime contract or
bigher tier subcontract) to perform all or any part of the work,

. or to make or furnish any materials, required for the performance
of any other contract or subcontract, but such term does not
include any purchase order or agreement to furnish office supplies;

(2) any contract or arrangement covering the right to use any
patented or secret method, formula, or device for the performance
of a contract or subcontract; and

(3) any contract or arrangement (other than a contract or
arrangement between two contracting parties, one of whom is
found by the Board to be a bona fide executive officer, partner,
orh_fllxlll-time employee of the other contracting party) under
which—

(A) any amount payable is contingent upon the procure-
ment of a contract or contracts with a Department or of a
subcontract or subcontracts; or
(B) any amount payable is determined with reference to
the amount of a contract or contracts with a Department or
of a subcontract or subcontracts; or
(C) any part of the services performed or to be performed
consists of the soliciting, attempting to procure, or procuring
a contract or contracts with a Department or a subcontract
or subcontracts.
Nothing in this subsection shall be construed (i) to affect in any way
the validity or construction of provisions in any contract with a
Department or any subcontract, heretofore at any time or hereafter
made, prohibiting the payment of contingent fees or commissions; or
(ii) to restrict in any way the authority of the Board to determine
the nature or amount of selling expense under subcontracts as defined
in this subsection, as a proper element of the contract price or as a
reimbursable item of cost, under a contract with a Department or a
subcontract.
(h) FiscaL YEAR.—The term “fiscal year” means the taxable year
of the contractor or subcontractor under chapter 1 of the Internal
Revenue Code, except that where any readjustment of interests occurs

e -
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in a partnership as defined in section 3797 (a) (2) of such code, the
fiscal year of the partnership or partnerships involved in such read-
justment shall be determined in accordance with regulations prescribed
by the Board.

(i) RecrrveEp or AccrUED AND Paip or INcurrED.—The terms
“received or accrued”” and ‘‘paid or incurred’’ shall be construed accord-
ing to the method of accounting employed by the contractor or sub-
contractor in keeping his records, but if no such method of accounting
has been employed, or if the method so employed does not, in the
opinion of the Board, or, upon redetermination, in the opinion of The
Tax Court of the United States, properly reflect his receipts or aceruals
or payments or obligations, such receipts or accruals or such payments
or obligations shall be determined in accordance with such method as
in the opinion of the Board, or, upon redetermination, in the opinion
of The Tax Court of the United States, does properly reflect such
receipts or accruals or such payments or obligations.

(3) PersoN.—The term ‘‘person’ shall include an individual, firm,
corporation, association, partnership, and any organized group of per-
sons whether or not incorporated.

(k) MareriaLs.—The term “materials’ shall include raw materials,
articles, commodities, parts, assemblies, products, machinery, equip-
ment, supplies, components, technical data, processes, and other per-
sonal property.

(1) Acency orF THE GovERNMENT.—The term “‘agency of the Gov-
ernment’”’ means any part of the executive branch of the Government
or any independent establishment of the Government or part thereof,
including any department (whether or not a Department as defined in
subsection (a) of this section), any corporation wholly or partly owned
by the United States which is an instrumentality of the United States,
or any board, bureau, division, service, office, officer, employee, author-
ity, administration, or other establishment of the Government which
is not a part,of the legislative or judicial branches. :

(m) RENEGOTIATION Lioss CARRYFORWARDS.—

(1) ArLowance.—Notwithstanding any other provision of
this section, the renegotiation loss deduction for any fiscal year
ending on or after December 31, 1956, shall be allowed as an item
of cost in such fiscal year, under regulations of the Board.

(2) Derinirions.—For the purposes of this subsection—

(A) The term “‘renegotiation loss deduction’ means—

() for any fiscal year ending on or after December 31,
1956, and before January 1, 1959, the sum of the renegotiation
loss carryforwards to such fiscal year from the preceding
two fiscal years; and

(¢3) for any fiscal year ending after December 31, 1958, the
sum of the renegotiation loss carryforwards to such fiscal
year from the preceding five fiscal years (excluding any
fiscal year ending before December 31, 1956).

(B) The term ‘‘renegotiation loss’” means, for any fiscal
year, the excess, if any, of costs (computed without the appli-
cation of this subsection and the third sentence of subsection
() pard or incurred in such fiscal year with respect to re-
ceipts or accruals subiect to the prowsions of this title over
the amount of receipts or accruals subject to the prowmsions of
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this title which were received or accrued in such fiscal year,
but only to the extent that such excess did not result from gross
nefficiency of the contractor or subcontractor.

(3) AMOUNT OF CARRYFORWARDS TO 1956, 1957, AND 1958.—
For the purposes of paragraph (2)(A)(E), @ renegotiation loss
for any fiscal year (hereinafter in this paragraph referred to as
the “loss year”) shall be a renegotiation loss carryforward to the
first fiscal year succeeding the loss year. Such renegotiation loss,
after being reduced (but not below zero) by the profits derived
from contracts with the Departments and subcontracts in the first
fiscal year succeeding the loss year, shall be a renegotiation loss
carryforward to the second fiscal year succeeding the loss year.
For the purposes of the preceding sentence, the profits derived
from contracts with the Departments and subcontracts in the first
fiscal year succeeding the loss year shall be computed as follows:

(A) If such first fiscal year ends on or after December 31,
1956, such profits shall be computed by determining the
amount of the renegotiation loss deguction for such first fiscal
year without regard to the renegotiation loss for the loss year,

(B) If such first fiscal year ends before December 31, 1956,
such profits shall be computed without regard to any renego-
tiation loss for the loss year or any fiscal year preceding the
loss year.

(4) AMOUNT OF CARRYFORWARDS TO FISCAL YEARS ENDING AFTER
1958.—For the purposes of paragraph (2)(A)(it), a renegotia-
tion loss for any fiscal year (hereinafter in this paragraph referred
to as the “‘loss year’”) ending on or after December 31, 1956, shall
be a renegotiation loss carryforward to each of the five fiscal
years following the loss year. The entire amount of such loss
shall be carried to the first fiscal year succeeding the loss year.
The portion of such loss which shall be carried to each of the other
four fiscal years shall be the excess, if any, of the amount of such
loss over the sum of the profits derived from contracts with the
Departments and subcontracts in each of the prior fiscal years
to which such loss may be carried. For the purposes of the pre-
ceding sentence, the profits derived from contracts with the De-
partments and subcontracts in any such prior fiscal year shall
be computed by determining the amount of the renmegotiation loss
deduction without regard to the renegotiation loss for the loss year
or for any fiscal year thereafter, and the profits so computed shall
not be considered to be less than zero.”

SEC. 104. RENEGOTIATION CLAUSE IN CONTRACTS.

Subject to section 106(a) the Secretary of each Department specifi-
cally named in section 103(a) shall insert in each contract made by
such Department thirty days or more after date of the enactment
of this Act, and the Secretary of each Department designated by the
President under section 103(a) shall insert in each contract made
by such Department thirt dags or more after the date of such
designation, a provision under which the contractor agrees—

(1) to the elimination of excessive profits through renegotiation;

7 Section 103(m) was added by Pub. Law 870, 84th Cong., approved August 1, 1966, and was amended
by Pub. Law 80-89, 86th Cong., approved July 13, 1959.
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(2) that there may be withheld by the United States from
amounts otherwise due the contractor, or that he will repay to the
United States, if paid to him, any excessive profits;

(3) that he will insert in each subcontract described in section
103(g) a provision under which the subcontractor agrees—

(A) to the elimination of excessive profits through rene-
gotiation;

(B) that there may be withheld by the contractor for the
United States from amounts otherwise due to the subcon-
tractor, or that the subcontractor will repay to the United
States, if paid to him, any excessive profits;

(C) that the contractor shall be relieved of all liability to
the subcontractor on account of any amount so withheld, or
so repaid by the subcontractor to the United States;

(D) that he will insert in each subcontract described in
section 103(g) provisions corresponding to those of sub-
paragraphs (A), (B), and (C), and to those of this sub-
paragraph;

(4) that t%ere may be withheld by the United States from
amounts otherwise due the contractor, or that he will repay to the
United States, as the Secretary may direct, any amounts which
under section 105(b)(1)(C) the contractor is directed to with-
hold from a subcontractor and which are actually unpaid at the
time the contractor receives such direction.

The obligations assumed by the contractor of subcontractor under
paragraph (1) or (3)(A), as the case may be, agreeing to the elimi-
nation of excessive profits through renegotiation shall be binding on
him only if the contract or subcontract, as the case may be, is subject
to this title. A provision inserted in a contract or subcontract, which
recites in substance that the contract or subcontract shall be deemed
to contain all the provisions required by this section shall be sufficient
compliance with this section. hether or not the provisions specified
in this section are inserted in a contract with a Department or sub-
contract, to which this title is applicable, such contract or subcontract,
as the case may be, shall be considered as having been made subject to
this title in the same manner and to the same extent as if such provi-
sions had been inserted.

SEC. 105. RENEGOTIATION PROCEEDINGS.

(a) ProcEEDINGS BEFORE THE BoARD.—Renegotiation proceedings
shall be commenced by the mailing of notice, to that effect, in such
form as may be prescribed by regulation, by registered mail or by
certified mail to the contractor or subcontractor. The Board shall °
endeavor to make an agreement with the contractor or subcontractor
with respect to the elimination of excessive profits received or accrued
and with respect to such other matters relating thereto as the Boar
deems advisable. Any such agreement, if made, may, with the con-
sent of the contractor or subcontractor, also include provisions with
rcsl,]ﬁ)ect to the elimination of excessive profits likely to be received
or accrued. If the Board does not make an agreement with respect
to the elimination of excessive profits received or accrued, it shall issue
and enter an order determining the amount, if any, of such excessive
profits, and forthwith give notice thereof by registered mail or by
certified mail to the contractor or subcontractor. In the absence of
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the filing of a petition with The Tax Court of the United States under
the provisions of and within the time limit prescribed in section 108,
such order shall be final and conclusive and shall not be subject to
review or redetermination by any court or other agency. The Board
shall exercise its powers with respect to the aggregate of the amounts
received or accrued during the fiscal year (or such other period as may
be fixed by mutual agreement) by a contractor or subcontractor under
contracts with the Departments and subcontracts, and not separately
with respect to amounts received or accrued under separate contracts
with the Departments or subcontracts, except that the Board may
exercise such powers separately with respect to amounts received or
accrued by the contractor or subcontractor under any one or more
separate contracts with the Departments or subcontracts at the
request of the contractor or subcontractor. By agreement with any
contractor or subcontractor, and pursuant to regulations promulgated
by it, the Board may in its discretion conduct renegotiation on a con-
solidated basis in order properly to reflect excessive profits of two or
more related contractors or subcontractors. Renegotiation shall be
conducted on a consolidated basis with a parent and its subsidiary
corporations which constitute an affiliated group under section 141(d)
of the Internal Revenue Code if all of the corporations included in such
affiliated gréup request renegotiation on such basis and consent to such
regulations as the Board shall prescribe with respect to (1) the deter-
mination and elimination of excessive profits of such affiliated group,
and (2) the determination of the amount of the excessive profits of such
affiliated group allocable, for the purposes of section 3806 of the
Internal Revenue Code, to each corporation included in such affiliated
group. Whenever the Board makes a determination with respect to
the amount of excessive profits, and such determination is made by
order, it shall, at the request of the contractor or subcontractor, as the
case may be, prepare and furnish such contractor or subcontractor with
a statement of such determination, of the facts used as a basis therefor,
and of its reasons for such determination. Such statement shall not
be used in The Tax Court of the United States as proof of the facts or
conclusions stated therein.”
(b) METHODS OF ELIMINATING EXCESSIVE PROFITS.—

(1) In geENERAL—Upon the making of an agreement, or the
entry of an order, under subsection (a) of this section by the
Board, or the entry of an order under section 108 by The Tax
Court of the United States, determining excessive profits, the
Board shall forthwith authorize and direct the Secretaries or any
of them to eliminate such excessive profits—

(A) by reductions in the amounts otherwise payable to
the contractor under contracts with the Departments, or by
other revision of their terms;

(B) by withholding from amounts otherwise due to the
contractor any amount of such excessive profits;

(C) by directing any person having a contract with any
agency of the Government, or any subcoxntractor thereunder,
to withhold for the account of the United States from any
amounts otherwise due from such person or such subcon-
tractor to a contractor, or subcontractor, having excessive

s Matter in italles in sectlon 105(a) was added by Pub. Law 86-507, 86th Oong., approved June 11, 160



156

profits to be eliminated, and every such person or subcon-
tractor receiving such direction shall withhold and pay over
to the United States the amounts so required to be withheld;

(D) by recovery from the contractor or subcontractor, or
from any person or subcontractor directed under subpara-
graph (g) to withhold for the account of the United States,
through payment, repayment, credit, or suit any amount of
such excessive profits realized by the contractor or subcon-
tractor or directed under subparagraph (C) to be withheld
for the account of the United States; or

(E) by any combination of these methods, as is deemed
desirable. ‘

(2) InTEREST.—Interest at the rate of 4 per centum per annum
shall accrue and be paid on the amount of such excessive profits
from the thirtieth day after the date of the order of the Board
or from the date fixed for repayment by the agreement with the
contractor or subcontractor to the date of repayment, and on
amounts required to be withheld by any person or subcontractor
for the account of the United States pursuant to paragraph (1)
(C), from the date payment is demanded by the Secretaries or
any of them to the date of payment. When The Tax Court of the
United States, under section 108, redetermines the amount of
excessive profits received or accrued by a contractor or subcon-
tractor, interest at the rate of 4 per centum per annum shall
accrue and be paid by such contractor or subcontractor as follows:

(A) When the amount of excessive profits determined by
the Tax Court is greater than the amount determined by the
Board, interest shall accrue and be paid on the amount deter-
mined by the Board from the thirtieth day after the date of
the order of the Board to the date of repayment and, in addi-
tion thereto, interest shall accrue and be paid on the addi-
tional amount determined by the Tax Court from the date of
its order determining such excessive profits to the date of
repayment.

(B) When the amount of excessive profits determined by
the Tax Court is equal to the amount determined by the
Board, interest shall accrue and be paid on such amount from
the thirtieth day after the date of the order of the Board to
the date of repayment.

(C) When the amount of excessive profits determined by
the Tax Court is less than the amount determined by the
Board, interest shall accrue and be paid on such lesser amount
from the thirtieth day after the date of the order of the Board
to the date of repayment, except that no interest shall accrue
or be payable on such lesser amount if such lesser amount is
not in excess of an amount which the contractor or sub-
contractor tendered in payment prior to the issuance of the
order of the Board. _

[Notwithstanding the provisions of this paragraph, no interest
shall accrue after three years from the date of filing a petition
with the Tax Court pursuant to section 108 of this title in any case
in which there has not been a final determination by the Tax Court
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with respect to such petition within such three-year period.]®

(3) Surrs ror RECOVERY.—Actions on behalf of the United
States may be brought in the appropriate courts of the United
States to recover, (A) from the contractor or subcontractor, any
amount of such excessive profits and accrued interest not withheld
or eliminated by some other method under this subsection, and
(B) from any person or subcontractor who has been directed
under paragraph (1)(C) of this subsection to withhold for the
account of the United States, the amounts required to be withheld
under such paragraph, together with accrued interest thereon.

(4) SureriEs.—The surety under a contract or subcontract
shall not be liable for the repayment of any excessive profits
thereon.

(5) AssigNEES.—Nothing herein contained shall be construed
(A) to authorize any Department or agency of the Government,
except to the extent provided in the Assignment of Claims Act of
1940, as now or hereafter amended, to withhold from any assignee
referred to in said Act, any moneys due or to become due, or to
recover any moneys paid, to such assignee under any contract with
any Department or agency where such moneys have been assigned
pursuant to such Act, or (B) to authorize any Department or
agency of the Government to direct the withholding pursuant
to this Act, or to recover pursuant to this Act, from any bank,
trust company or other financing institution (including any
Federal lending agency) which is an assignee under any subcon-
tract, any moneys due or to become due or paid to any such
assignee under such subcontract.

(6) InpEMNIFICATION.—Each person is hereby indemnified by
the United States against all claims on account of amounts with-
held by such person pursuant to this subsection from a contractor
or subcontractor and paid over to the United States.

(7) TREATMENT oF RECOVERIES.—AIll money recovered by way
of repayment or suit under this subsection shall be covered into
the Treasury as miscellaneous receipts. Upon the withholding
of any amount of excessive profits or the crediting of any amount
of excessive profits against amounts otherwise due a contractor
from appropriations from the Treasury, the Secretary shall
certify the amount thereof to the Treasury and the appropria-
tions of his Department shall be reduced by an amount equal to
the amount so withheld or credited. The amount of such reduc-
tions shall be transferred to the surplus fund of the Treasury.

(8) CrEpIiT FOR TAXES PAID.—In eliminating excessive profits,
the Secretary shall allow the contractor or subcontractor credit
for Federal income and excess profits taxes as provided in section
3806 of the Internal Revenue Code.

(¢c) Periops or LimitatioNs.—In the absence of fraud or malfea-
sance or willful misrepresentation of a material fact, no proceeding to
determine the amount of excessive profits for any fiscal year shall be
commenced more than one year after a financial statement under sub-
section (e)(1) of this section is filed with the Board with respect to

™ By Pub. Law 87-620, 87th Cong., approved July 3, 1862, the matter in brackets was made Inapplicable
with respect to petitions for redetermination flled with the Tax Court after July 3, 1962.
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such year, and, tn the absence of fraud or malfeasance or willful mis-
representation of a material fact, if such proceeding is not commenced
prior to the expiration of one year following the date upon which such
statement is so filed, all liabilities of the contractor or subcontractor
for excessive profits received or accrued during such fiscal year shall
thereupon be discharged. If an agreement or order determining the
amount of excessive profits is not made within two years following the
commencement of the renegotiation proceeding, then, in the absence
of fraud or malfeasance or willful misrepresentation of a material
act, upon the expiration of such two years all liabilities of the con-
tractor or subcontractor for excessive profits with respect to which
such proceeding wss commenced shall thereupon be discharged, ex-
cept that (1) if an order is made within such two years pursuant to a
delegation of authority under subsection (d) of section 107, such two-
year limitation shall not apply to review of such order by the Board,
and (2) such two-year period may be extended by mutual agreement.®

(d) AcreeMEeNnTS To ErimiNaTE ExcEssive Prorirs.—For the pur-
poses of this title the Board may make final or other agreements with
a contractor or subcontractor for the elimination of excessive profits
and for the discharge of any liability for excessive profits under this
title. Such agreements may contain such terms and conditions as the
Board deems advisable. Any such agreement shall be conclusive
according to its terms; and, except upon a showing of fraud or mal-
feasance or a willful misrepresentation of a material fact, (1) such
agreement shall not for the purposes of this title be reopened as to the
matters agreed upon, and shall not be modified by any officer, employee,
or agent of the United States, and (2) such agreement and any deter-
mination made in accordance therewith shall not be annulled, modi-
fied, set aside, or disregarded in any suit, action, or proceeding. Not-
withstanding any other provisions of this title, however, the Board
shall have the power, pursuant to regulations promulgated by it, to
modify any agreement or order for the purpose of extending the time
for payment of sums due under such agreement or order, and shall also
have the power to set aside and declare null and void any such agree-
ment if, upon a request made to the Board within three years from the
date of such agreement, the Board finds as a fact that the aggregate of
the amounts received or accrued by the other party to such agreement
during the fiscal year covered by such agreement was not more than
the minimum amounts subject to renegotiation specified in section 106
(f) for such fiscal year.®

() INFORMATION AVAILABLE TO BOARD.—

(1) FURNISHING OF FINANCIAL STATEMENTS, Erc.—Every per-
son who holds contracts or subcontracts, to which the provisions
of this title are applicable, shall, in such form and detail as the
Board may by regulations prescribe, file with the Board, on or
before the first day of the fifth calendar month following the
close of his fiscal year, a financial statement setting forth such
information as the Board may by regulations prescribe as neces-
sary to carry out this title. The preceding sentence shall not apply

 Matter in italies in section 105 (¢) was added by Pub. Law 870, 84th Cong., approved August 1, 1956.
The words “a financial statement” were substituted for “the statement required”. These amendments
apply only with respect to fiscal years ending after June 30, 1966,

¥ Matter in italics in sectlon 105 (d) was added b% Pub. Law 764, 83d Cong., approved September 1, 1054,
This amendment is effective as if it were a part of the Renegotiation Act of 1951 on the date of its enactment.
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to any such person with respect to a fiscal year if the aggregate
of the amounts recewed or accrued under such contracts and sub-
contracts during such fiscal year by him, and all persons under
control of or controlling or under common control with him, is not
more than the applicable amount prescribed in subsection (f) (1)
or (2) of this section; but any person to whom this sentence ap-
plies may, if he so elects, file with the Board for such fiscal year a
financial statement setting forth such information as the Board
may by regulations prescribe as necessary to carry out this title.
The Board may require any person who holds contracts or sub-
contracts to which the provisions of this title are applicable (whether
or not such person has filed a financial statement under this para-
graph) to jgrnish any information, records, or data which are
determined by the Board to be mecessary to carry out this title
and which the Board specifically requests such person to furnish.
Such information, records, or data may not be required with re-
spect to any fiscal year after the date on which all liabilities of
such person jfor excessive profits received or accrued during such
fiscal year are discharged. Any person who willfully fails or
refuses to furnish any statement, information, records, or data
required of him under this subsection, or who knowingly furnishes
any statement, information, records, or data pursuant to this
subsection containing information which is false or misleading in
any material respect, shall, upon conviction thereof, be pumnished
by a fine of not more than $10,000 or imprisonment for not more
than one year, or both.*®

(2) AupIT OF BOOKS AND RECORDS.—For the purpose of this
title, the Board shall have the right to audit the books and records
of any contractor or subcontractor subject to this title. In the
interest of economy and the avoidence of duplication of inspection
and audit, the services of the Bureau of Internal Revenue shall,
upon request of the Board and the approval of the Secretary of
the Treasury, be made available to the extent determined by the
Secretary of the Treasury for the purpose of making examina-
tions and audits under this title.

(f) MiNniMmuM AMOUNTS SUBJECT TO RENEGOTIATION.—

(1) In ceNErAL.—If the aggregate of the amounts received or
accrued during a fiscal year (and on or after the applicable effec-
tive date specified in section 102(a)) by a contractor or subcon-
tractor, and all persons under control of or controlling or under
common control with the contractor or subcontractor, under con-
tracts with the Departments and subcontracts described in section
103(g) (1) and (2), is not more than $250,000, in the case of a
Siscal year ending before June 30, 1953, or $500,000, in the case of
a fiscal year ending on or after June 30, 1953, or $1,000,000, in
the case of a fiscal year ending after June 30, 1956, the receipts or
accruals from such contracts and subcoutracts shall not, for such
fiscal year, be renegotiated under this title. If the aggregate of
such amounts received or accrued during the fiscal year under such
contracts and subcontracts is more than $250,000, in the case of a

10 Matter in italics in section 105 (e)(1) was added by Pub. Law 870, 84th Cong., approved August 1:
1956, which also struck out the second and third sentences of the former paragraph (1). The word **fifth’
was substituted for “fourth’’ in the first sentence. These amendments apply only with respect to fiscal
years ending after June 30, 1056,
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fiscal year ending before June 30, 1953, or $600,000, in the case of
a fiscal year ending on or after June 30, 1953, or $1,000,000, in
the case of & fiscal year ending after June 30, 1966, no determina-
tion of excessive profits to be eliminated for such year with respest
to such contracts and subcontracts shall be in an amount greater
than the amount by which such aggregate exceeds $250,000, in
the case of a fiscal year ending before June 30, 19563, or $500,000,
in the case of a fiscal year ending on or after June 30, 19568, or
$1,000,000, vn the case of a fiscal year ending after June 30, 1966."

(2) SUBCONTRACTS DESCRIBED IN SECTION 103(g)(8).—If the
aggregate of the amounts received or accrued during a fiscal year
(and on or after the applicable effective date specified in section
102(a)) by a subcontractor, and all persons under control of or
controlling or under common control with the subcontractor,
under subcontracts described in section 103(g)(3) is not more
than $25,000, the receipts or accruals from such subcontracts shall
not, for such fiscal year, be renegotiated under this title. If the
aggregate of such amounts received or accrued during the fiscal
year under such subcontracts is more than $25,000, no determina-
tion of excessive profits to be eliminated for such year with
respect to such subcontracts shall be in an amount greater than
the amount by which such aggregate exceeds $25,000.

(3) CompuraTioN.—In computing the aggregate of the
amounts received or accrued during any fiscal year for the pur-
poses of paragraph (1) of this subsection, there shall be elimi-
nated all amounts received or accrued by a contractor or subcon-
tractor from all persons under control of or controlling or under
common control with the contractor or subcontractor and all
amounts received or accrued by each such person from such con-
tractor or subcontractor and from each other such person. If the
fiscal year is a fractional part of twelve months, the $250,000
amount, the $500,000 amount, the $1,000,000 amount, and the
$25,000 amount shall be reduced to the same fractional part
thereof of the purposes of paragraphs (1) and (2). In the case of
a fiscal year beginning in 1950 and ending in 1951, the $250,000
amount and the $25,000 amount shall be reduced to an amount
which bears the same ratio to $250,000 or $25,000, as the case may
be, as the number of days in such fiscal year after December 31,
1950, bears to 365, but this sentence shall have no application if
the contractor or subcontractor has made an agreement with the
Board pursuant to section 102(c) for the application of the pro-
visions of this title to receipts or accruals prior to January 1, 1951,
during such fiscal year. In the case of a fiscal year beginning on
or before the termination date and ending after the termination
date, the $1,000,000 amount and the $26,000 amount shall be re-
duced to an amount which bears the same ratio to $1,000,000 or
$26,000, as the case may be, as the number of days in such fiscal
year before the close of the termination date bears to 365.12

1 Matter in talics In sectlon 105(f) (1) was added by Pub. Law 764, 83d Cong., approved September 1,
1954, as amended by Pub. Law 870, 84th Cong., approved August 1, 1956. The latter amendment added the
references to $1,000,000 for fiscal years ending after June 30, 1956,

12 Pub. Law 764, 83d Cong., approved September 1, 1954, added *‘the $500,000 amount” in the second sen-
tence of section 105(f)(3). Pub. Law 870, 84th Cong., approved August 1, 1956, substituted “paragraph (1)”
for “paragraphs (1) and (2)” in the first sentence; added “the $1,000,000 amount” in the second sentence;
and added the last sentence. The amendment substituting ‘“‘paragraph (1)’ applies only to fiscal years
ending on or after June 30, 1956,
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SEC. 106. EXEMPTIONS,
(si) Manparory Exemprions.—The provisions of this title shall not
apply to—

- (1) any contract by a Department with any Territory, posses-
sion, or State, or any agency or political subdivision thereof, or
with any foreign government or any agency thereof; or

(2) any contract or subcontract Zn‘ an agricultural commodity
in its raw or natural state, or if the commodity is not customarily
sold or has not an established market in its raw or natural state,
in the first form or state, beyond the raw or natural state, in which
it is customarily sold or in which it has an established market.
The term ‘‘agricultural commodity’’ as used herein shall include
but shall not be limited to—

(A) commodities resulting from the cultivation of the
soil such as grains of all kinds, fruits, nuts, vegetables, hay,
straw, cotton, tobacco, sugarcane, and sugar beets;

(B) natural resins, saps, and gums of trees;

(C) animals, such as cattle, hogs, poultry, and sheep, fish
and other marine life, and the produce of live animals, such
as wool, eggs, milk and cream; or

(3) any contract or subcontract for the product of a mine, oil
or gas well, or other mineral or natural deposit, or timber, which
has nor been processed, refined, or treated beyond the first form or
state suitable for industrial use; or

(4) any contract or subcontract with a common carrier for
transportation, or with a public utility for gas, electric energy,
water, communications, or transportation, when made in either
case at rates not in excess of published rates or charges filed with,
fixed, approved, or regulated by a public regulatory body, State,
Federal, or local, or at rates not in excess of unregulated rates of
such a public utility which are substantially as favorable to users
and consumers as are regulated rates. In the case of the furnish-
ing or sale of transportation by common carrier by water, this
paragraph shall apply only to such furnishing or sale which is
subject to the jurisdiction of the Interstate Commerce Commis-
sion under Part III of the Interstate Commerce Act or subject to
the jurisdiction of the Federal Maritime Board under the Tnter-
coastal Shipping Act, 1933, and to such furnishing or sale in any
case i which the Board finds that the regulatory aspects of rates
for such furnishing or sale, or the type and nature of the contract
Jor such furnishing or sale, are such as to indicate, in the opinion
of the Board, that excessive profits are improbable; or 2

(5) any contract or subcontract with an organization exempt
from taxation under section 101 (6) of the Internal Revenue
Code, but only if the income from such contract or subcontract
is not includible under section 422 of such code in computing the
unrelated business net income of such organization; or

(6) any contract which the Board determines does not have a
direct and immediate connection with the national defense. The
Board shall prescribe regulations designating those classes and
types of contracts which shall be exempt under this paragraph;

13 Matter In italics in section 106 (a) (4) was added by Pub. Law 764, 83d Cong., approved September 1,
1954, and applies only with respect to fiscal years ending on or after December 31, 1953,
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and the Board shall, in accordance with regulations prescribed
by it, exempt any individual contract not falling within any such
class or type if it determines that such contract does not have
a direct and immediate connection with the national defense.
In designating those classes and types of contracts which shall
be exempt and in exempting any individual contract under this
paragraph, the Board shall consider as not having a direct or im-
mediate connection with national defense any contract for the
Sfurnishing of materials or services to be used by the United States,
a Department or agency thereof, in the manufacture and sale of
synthetic rubbers to a private person or to private persons which
are to be used for nondefense purposes. If the use by such private
person or persons shall be partly for defense and partly for non-
defense purposes, the Board shall consider as not having a direct
or immediate conmection with national defense that portion of the
contract which is determined not to have been usetf or national
defense purposes. The method used in making such determination
shall be subject to approval by the Board. Notwithstanding sec-
tion 108 of this title, regulations prescribed by the Board under
this paragraph, and any determination of the Board that a con-
tract is or is not exempt under this paragraph, shall not be
reviewed or redetermined by the Tax Court or by any other court
or agency; or '

(7) any subcontract directly or indirectly under a contract
or subcontract to which this title does not apply by reason of any
paragraph, other than paragraph (1), (6), or (8), of this subsec-
tion; or 1®

[Applicable to fiscal years ending on or before June 30, 1956. See footnote 16.]

(8) any contract or subcontract for the making or furnishing of
a standard commercial article or @ standard commercial service,
unless the Board makes a specific finding that competitive conditions
affecting the sale of such article or such service are such as will not
reasonably prevent excessive profits. This paragraph shall apply to
any such contract or subcontract only if (1) the contractor or sub-
contractor files, at such time and in such form and detail as the
Board shall by regulations prescribe, such information and data as
may be required by the Board under its regulations for the purpose
of enabling it to reach a decision with respect to the making of specific
Jinding under this paragraph, and (2) within a period of swx months
after the date of filing of such information and data, the Board fails
to make a specific finding that competitive conditions affecting the
sale of such artwcle or such service are such as will not reasonably
prevent excessive profits, or (3) within such sixz-month period, the
Board makes a specific finding that competitive conditions affecting
the sale of such article or such service are such as will reasonably
prevent excessive profits. Any coniractor or subcontractor may
waive the exemption provided in this paragraph with respect to

U Matter in {talics in section 106 (a) (6) was added by Puh. Law 764, 83d Cong., approved September 1,
19534& 'I‘h:q amendment Is effective as if it were a part of the Renegotiation Act of 1951 on the date of its
enactment.

1* Matter in italics in section 106 (a) (7) was added by Pub. Law 764, 83d Cong., approved September 1
19564, a< amended by Pub, Law 870, 84th Cong., approved August 1, 1856. The former amendment llmlted
the excluslon to paragraph (8) and applies only to the extent of amounts received or accrued after Decem-
ber 31, 1953. The latter amendment added the references to paragraphs (1) and (5), and applies only with
respect to subcontracts made after June 30, 1956,
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receipts or accruals in any fiscal year by including a statement to
such effect in the financial statement filed by such contractor or sub-
contractor for such fiscal year pursuant to section 106(e)(1). Any
specific finding of the Board under this paragraph shall not be
reviewed or redetermined by any court or agency other than by the
Tax Court of the United States in a proceeding for a redetermination
of the amount of excessive profits determined by an order of the
oard. For the purpose of this paragraph—

(A) the term ‘“‘article’’ includes any material, part, com-
ponent, assembly, machinery, equipment, or other personal
property,

(B) the term ‘‘standard commercial article” means an
article—

(1) which, in the normal course of business, is customar-
Wy manufactured for stock, and is customarily maintained
in stock by the manufacturer or any dealer, distributor, or

" other commercial agency for the marketing of such article;

or

(2) which is manufactured and sold by more than two
persons for general cwilian indusirial or commercial use,
or which 1s identical in every material respect with an article
so manufactured and sold;

(O) the term “identical in every material respect’’ means of
the same kind, manufactured of the same or substitute materials,
and having the same industrial or commercial use or uses, with-
out necessarily being of identical specifications;

(D) the term ‘“‘service” means any processing or other opera-
tion performed by chemical, electrical, physical, or mechanical
methods directly on materials owned by another person;

(E) the term ‘“‘standard commercial service’’ means a service
which is customarily performed by more than two persons for
general civilian industrial or commercial requirements, or s
reasonably comparable with a service so performed;

(F) the term ‘‘reasonably comparable’ means of the same or
a stmilar kind, performed with the same or similar materials,
and having the same or @ simzlar result, without necessarily in-
volving vdentical operations; and

(G) the term ‘“‘persons” does not include any person under
control of, or controlling, or under common control with any
other person considered for the purposes of subparagraph (B)(2)
of this paragraph.'®

(9) any contract, awarded as a result of competitive bidding, for
the construction of any building, structure, improvement, or facility,
other than a contract for the construction of housing financed with a
mortgage or mortgages insured under the provisions of title VIII
of the National Housing Act, as now or hereafter amended.’

16 Paragraph (8) of section 106(a) was added by Pub. Law 764, 83d Cong., approved September 1, 1954,
as amended by Pub. Law 216, 84th Cong., approved August 3, 1955. The latter amendment added the
references to standard commercial services. These amendments apply only to the extent of amounts re-
ceived or accrued after December 31, 1953. Pub. Law 870, 84th Cong., approved August 1, 1956, struck out
paragraph (8) with respect to fiscal years ending after June 30, 1956 and added seotion 106(e) with respect to
such fiscal years. Therefore, section 106(a)(8) applies to contracts and subcontracts only to the extent of
amounts recelved or accrued after December 31, 1953, in fiscal years ending on or before June 30, 1956.

17 Section 106(a)(9) was added by Pub. Law 216, 84th Cong., approved August 3, 1955, and applies only to
contracts with the Departments made after December 31, 1954,
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(b) Cost ALLowaNceE.—In the case of a contractor or subcontractor
who produces or acquires the product of a mine, oil or gas well, or
other mineral or natural deposit, or timber, and processes, refines, or
treats such a product to and beyond the first form or state suitable
for industrial use, or who produces or acquires an agricultural product
and processes, refines, or treats such a product to and beyond the first
form or state in which it is customarily sold or in which it has an
established market, the Board shall prescribe such regulations as may
be necessary to give such contractor or subcontractor a cost allowance
substantially equivalent to the amount which would have been real-
ized by such contractor or subcontractor if he had sold such product
at such first form or state. Notwithstanding any other provisions of
this title, there shall be excluded from consideration in determining
whether or not a contractor or subcontractor has received or accrued
excessive profits that portion of the profits, derived from receipts and
accruals subject to the provisions of this title, attributable to the
increment in value of the excess inventory. For the purposes of this
subsection the term ‘‘excess inventory’’ means inventory of products,
hereinbefore described in this subsection, acquired by tlie contractor
or subcontractor in the form or at the state in which contracts for such
products on hand or on contract would be exempted from this title
by subsection (a) (2) or (3) of this section, which is in excess of the
inventory reasonably necessary to fulfill existing contracts or orders.
That portion of the profits, derived from receipts and accruals sub-
ject to the provisions of this title, attributable to the increment in
value of the excess inventory, and the method of excluding such por-
tion of profits from consideration in determining whether or not the
contractor or subcontractor has received or accrued excessive profits,
thall g)e determined in accordance with regulations prescribed by the

oard.

(¢) ParTiaL ManpaTORY ExEMPTION FOR DURABLE PRODUCTIVE
EquipMENT.— :

[Applicable to fiscal years ended before June 30, 1953. See footnote 18]
(1) In eeNneraL.—The provisions of this title shall not apply
to receipts or accruals (other than rents) from subcontracts for
new durable productive equipment, except to that part of such
receipts or accruals which bears the same ratio to the total of such
receipts or accruals as five years bears to the average useful life
of such equipment as set forth in Bulletin F of the Bureau of
Internal Revenue (1942 edition) or, if an average useful life is
not so set forth, then as estimated by the Board.
(2) Drrinirrons.—For the purpose of this subsection—
(A) the term “durable productive equipment” means
machinery, tools, or other equipment which does not become
a part of an end product acquired by any agency of the
Government under a contract with a department, or of an
article incorporated therein, and which has an average useful
life of more than five years; and
(B) the term ‘“subcontracts for new durable productive
equipment’’ does not include subcontracts where the pur-
chaser of such durable productive equipment has acquired
such equipment for the account of the Government, but
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includes pool orders and similar commitments placed in the
first instance by a Department or other agency of the Govern-
ment when title to the equipment is transferred on delivery
thereof or within one year thereafter to a contractor or sub-
contractor.

[Applicable to fiscal years ending on or after June 30, 1953. See footnote 18]

(1) In ceneraL.—The provisions of this title shall not apply
to receipts or accruals (other than rents) from contracts or sub-
contracts for new durable productive equipment, except (A) to
that part of such receipts or accruals which bears the same ratio
to the total of such receipts or accruals as five years bears to the
average useful life of such equipment as set forth in Bulletin F of
the Bureau of Internal Revenue (1942 edition) or, if an average
useful life is not so set forth, then as estimated by the Board
and (B) to receipts and accruals from contracis for new durable
productive equrpment in cases in which the Board finds that the
new durable productive equipment covered by such contracts cannot
be adapted, converted, or retooled for commercial use.

(2) DEerinirion—For the purpose of this subsection, the term
“durable productive equipment’” means machinery, tools, or other
productive equipment, which has an average useful life of more than
five years.®

(d) Permissive ExemprioNs.—The Board is authorized, in its dis-
cretion, to exempt from some or all of the provisions of this title—

(1) any contract or subcontract to be performed outside of the
territorial limits of the continental United States or in Alaska;

(2) any contracts or subcontracts under which, in the opinion
of the Board, the profits can be determined with reasonable
certainty when the contract price is established, such as certain
classes of (A) agreements for personal service.or for the pur-
chase of real property, perishable goods, or commodities the
minimum price for the sale of which has been fixed by a public
regulatory body, (B) leases and license agreements, and (C)
agreements where the period of performance under such contract
or subcontract will not be in excess of thirty days;

(3) any contract or subcontract or performance thereunder
during a specified period or periods if, in the opinion of the Board,
the provisions of the contract are otherwise adequate to prevent
excessive profits;

(4) any contract or subcontract the renegotiation of which
would jeopardize secrecy required in the public interest;

(5) any subcontract or group of subcontracts not otherwise
exempt from the provisions of this section, if, in the opinion of the
Board, it is not administratively feasible in the case of such sub-
contract or in the case of such group of subcontracts to deter-
mine and segregate the profits attributable to such subcontract
or group of subcontracts from the profits attributable to activities
not subject to renegotiation.

18 Matter in itallcs in paragraph 1 was added by Pub. Law 764, 83d Cong., approved September 1, 1954.
Paragraph 2 was amended to read as shown in {talics by Pub. Law 764, as amended by Pub. Law 216, 84th
Cong., approved August 3, 1955. The latter amendment added ‘“‘productive’ between “‘other’ and ‘‘equip-
ment’’ and struck out ‘which does not become a part of an end product, or of an article incorporated therein,
&ntg”Jsfteragoigg. equipment”. These amendments apply only with respect to fiscal years ending on or

r June 30,
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The Board may so exempt contracts and subcontracts both individ-
ually and by general classes or types.

[Applicable to fiscal years ending after June 30, 1956]

(¢) ManDATORY EXEMPTION FOR STANDARD COMMERCIAL ARTICLES
AND SERVICES.—

(1) Arricres AnD serviceES.—The provisions of this title shall
not apply to amounts recewed or accrued in a fiscal year under any
contract or subcontract for an article or service which (with respect to
such fiscal year) is—

(A) a standard commercial article;

(B) an article which is identical in every material respect with
a standard commercial article; or

(Q) a service which is a standard commercial service or s
reasonably comparable with a standard commercial service.

(2) Crasses oF arricLes.—The provisions of this title shall
not apply to amounts received or accrued in @ fiscal year under any
contract or subcontract for an article which (with respect to such
fiscal year) is an article in a standard commercial class of articles.

(8) Arppricarions.—Paragraph (1) (B) or (C) and para-
graph (2) shall apply to amounts received or accrued in a fiscal
ye(;r under any contract or subconiract for an article or service
only yf— :

(A) the contractor or subcontractor at his election files, at
such time and in such form and detail as the Board shall by
regulations prescribe, an application containing such infor-
mation and data as may be required by the Board under its
regulations for the purpose of enabling it to make a determina-
tion under the applicable paragraph, and

(B) the Board determines that such article or service 1s,
or fails to determine that such article or service ts mot, an
article or service to which such paragraph applies, within the
following periods after the date of filing such application:

(z) in the case of paragraph (1) (B) or (C), three
months;

(1) n the case of paragraph (2), siz months; or

(111) in either case, any longer period stipulated by
mutual agreement.

(4) Derinrrions.—For the purposes of this subsection—

(A) the term “article” includes any material, part, com-
ponent, assembly, machinery, equipment, or other personal
property;

(B) the term “standard commercial article’” means, with
respect to any fiscal year, an article—

(1) which either is customarily maintained in stock
by the contractor or subcontractor or is offered for sale
in accordance with a price schedule regularly mavntained
by the contractor or subcontractor, and

(1) from the sales of which by the contractor or sub-
contractor at least 35 percent of the receipts or accruals
in such fiscal year, or of the aggregate receipts or accruals
in such fiscal year and the preceding fiscal year, are not
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(without regard to this subsection and subsection (c) of
this section) subject to thus title;

(O) an article is, with respect to any fiscal year, *““identical
'inlev(:zfry material respect with a standard commercial article”
only if—

(%) such article is of the same kind and manufactured
of the same or substitute materials (without mecessarily
being of identical specifications) as a standard commer-
cial article from sales of which the contractor or sub-
contractor has receipts or accruals in such fiscal year,

(11) such article is sold at a price which vs reasonably
comparable with the price of such standard commercial
article, and

(121) at least 35 percent of the aggregate receipts or
accruals in such fiscal year by the contractor or subcon-
tractor from sales of such article and sales of such stand-
ard commercial article are mot (without regard to this
subsection and subsection (c) of this section) subject to
this title;

(D) the term ““service’” means any processing or other oper-
ation performed by chemical, electrical, physical, or mechani-
cal methods directly on materials owned by another person;

(E) the term “standard commercial service’’ means, with
respect to any fiscal year, a service from the performance of
which by the contractor or subcontractor at least 35 percent
of the receipts or accruals in such fiscal year are not (without
regard to this subsection) subject to this title;

(F) a service is, with respect to any fiscal year, “reasonably
comparable with o standard commercial service’” only if—

(1) such service ts of the same or a similar kind, per-
formed with the same or similar materials, and has the
same or a similar result, without mnecessarily involving
wdentical operations, as a standard commercial service
from the performance of which the contractor or sub-
contractor has receipts or accruals in such fiscal year, and

(73) at least 36 percent of the aggregate receipts or
accruals in such fiscal year by the contractor or subcon-
tractor from the performance of such service and such
standard commercial service are mot (without regard to
this subsection) subject to this title; and

(@) the term “‘standard commercial class of articles” means,
with respect to any fiscal year, two or more articles with respect
to which the following conditions are met:

(2) at least one of such articles either is customarily
maintained in stock by the contractor or subcontractor
or 18 offered for sale in accordance with a price schedule
regularly maintained by the contractor or subcontractor,

(22) all of such articles are of the same kind and manu-
factured of the same or substitute materials (without
necessarily being of identical specifications),

(42) all of such articles are sold at reasonably com-
parable prices, and
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(1) at least 35 percent of the aggragete receipts or
accruals 1 the fiscal year by the contractor or subcon-
tractor from sales of all of such articles are not (without
regard to this subsection and subsection (¢) of this sec-
tion) subject to this title.

(5) WarveEr oF EXEMPTION.—Any contractor or subcontractor
may waive the exemption provided in paragraphs (1) and (2)
with respect to his receipts or accruals in any fiscal year from
sales of any article or service by including a statement to such effect
in the financial statement filed by him for such fiscal year pursuant
to section 105(e)(1), without mecessarily waiving such exemption
with respect to recepts or accruals in such fiscal year from sales of
any other article or service. A waiver, if made, shall be unconds-
tronal, and no waiver may be made without the permission of the
Board for any recerpts or accruals with respect to which the contracior
or subcontractor has previously filed an applicatron under para-
granh (3).

(6) NoNAPPLICABILITY DURING NATION AL EMERGENCIES.—Para-
graphs (1) and(2) shall not apply to amounts received or accrued
during a national emergency proclaimed by the President, or de-
clared by the Congress, after the date of the enactment of the Renego-
tiation Amendments Act of 1956.%°

SEC. 107. RENEGOTIATION BOARD.

(a) CreaTioN oF Boarp.—There is hereby created, as an independ-
ent establishment in the executive branch of the Government, a Re-
negotiation Board to be composed of five members to be appointed
by the President, by and with the advice and consent of the Senate.
The Secretaries of the Army, the Navy, and the Air Force, respec-
tively, subject to the approval of thevgecretary of Defense, and the
Administrator of General Services shall each recommend to the Presi-
dent, for his consideration, one person from civilian life to serve as a
member of the Board. The President shall, at the time of appoint-
ment, designate one member to serve as Chairman. The Chairman
shall receive compensation at the rate of $17,500 per annum, and the
other members shall receive compensation at the rate of $15,000 per
annum,'®® No member shall actively engage in any business, vocation,
or employment other than as a member of the Board. The Board
shall have a seal which shall be judicially noticed.

(b) Praces or MEETING AND QUorRUM.—The principal office of the
Board shall be in the District of Columbia, but it or any division
thereof may meet and exercise its powers at any other place. The
Board may establish such number of offices as it deems necessary to
expedite the work of the Board. Three members of the Board shall
constitute a quorum, and any power, function, or duty of the Board
may be exercised or performed by a majority of the members present
if the members present constitute at least a quorum.

(c) PersoNNEL.—There shall be a General Counsel of the Renego-
tiation Board who shall be appointed by the Board without regard to the
civil-service laws and regulations. The Board is authorized, subject

18 Section 106(¢) was added by Pub. Law 870, 84th Oong., approved August 1, 1956, and applies only with
respact to fiscal years ending after June 30, 1956.

19 By Federal Executive Pay Act of 1956, Pub. Law 854, 84th Cong., approved July 31, 1956, compensation
of Chairman and other members of Board was increased to $20,500 and $20,000, respectively. By Federal
Executive Salary Act of 1964, Title III, Pub. Law 88-426, 88th Cong., approved August 14, 1964, compensa-
tion of Chairman and other members*of Board was increased to $26,000.
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to the Classification Act of 1949 and the civil-service laws and regula-
tions,® to employ and fix the compensation of such officers and
employees as it deems necessary to assist it in carrying out its duties
under this title. The Board may, with the consent of the head of the
agency of the Government concerned, utilize the services of any officers
or employees of the United States, and reimburse such agency for the
services so utilized. Officers or employees whose services are so uti-
lized shall not receive additional compensation for such services, but
shall be allowed and paid necessary travel expenses and a per diem in
lieu of subsistence in accordance with the Standardized Government
Travel Regulations while away from their homes or official station on
duties of the Board.

(d) DeLEGATION OF PowERs.—The Board may delegate in whole or
in part any function, power, or duty (other than its power to pro-
mulgate regulations and rules and other than its power to grant per-
missive exemptions under section 106(d)) to any agency of the Gov-
ernment, including any such agency established by the Board, and may
authorize the successive redelegation, within limits specified by it, of
any such function, power, or duty to any agency of the Government,
including any such agency established by the Board. But no function,
power, or duty shall be delegated or redelegated to any person pur-
suant to this subsection or subsection (f) unless the Board has deter-
mined that such person (other than the Secretary of a Department)
is responsible directly to the Board or to the person making such dele-
gation or redelegation and is not engaged on behalf of any Department
in the making of contracts for the procurement of supplies or services,
or in the supervision of such activity; and any delegation or redelega-
tion of any function, power, or duty pursuant to this subsection or
subsection (f) shall be revoked by the person making such delegation
or redelegation (or by the Board if made by it) if the Board shall at
any time thereafter determine that the person (other than the Secretary
of a Department) to whom has been delegated or redelegated such
function, power or duty is not responsible directly to the Board or to
the person making such delegation or redelegation or is engaged on
behalf of any Department in the making of contracts for the procure-
ment of supplies or services, or in the supervision of such activity.

(e) OrgaNizaTION AND OPERATION OF BoArRD.—The Chairman of
the Board may from time to time divide the Board into division of one
or more members, assign the members of the Board thereto, and in
case of a division of more than one member, designate the chief
thereof. The Board may also, by regulations or otherwise, determine
the character of cases to be conducted initially by the Board through
an officer or officers of, or utilized by, the Board, the character of cases
to be conducted initially by the various agencies of the Government
authorized to exercise powers of the Board purusnat to subsection (d)
of this section, the character of cases to be conducted initially by the
various divisions of the Board, and the character of cases to be con-
ducted initially by the Board itself. The Board may review any
determination in any case not initially conducted by it, on its own
motion or, in its discretion, at the request of any contractor or sub-

20 First sentence of section 107(c) was added by Pub. Law 86-89, 86th Cong., approved July 13, 1959, as
amended by Pub. Law 88-426, 88th Cong., approved August 14, 1964, which repealed that part of such
sentence reading: ““, and shall receive compensation at the rate of $19,000 per annum”. Matter in italics
in second sentence was substituted by Pub. Law 870, 84th Cong., approved August 1, 1956, for ““(but
without regard to the c_ivil-'servjce laws and regulations)”’.
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contractor aggrieved thereby. Unless the Board upon its own motion
initiates a review of such determination within ninety days from the
date of such determination, or at the request of the contractor or sub-
contractor made within ninety days from the date of such determina-
tion initiates a review of such determination within ninety days from
the date of such request, such determination shall be deemed the
determination of the Board. If such determination was made by an
order with respect to which notice thereof was given by registered mail
or by certified mail pursuant to section 105(a), the Board shall give
notice by registered mail or by certified mail to the contractor or-sub-
contractor of its decision not to review the case. If the Board re-
views any determination in any case not initially conducted by it and
does not make an agreement with the contractor or subcontractor
with respect to the elimination of excessive profits, it shall issue and
enter an order under section 105(a) determining the amount, if any,
of excessive profits, and forthwith give notice thereof by registered
mail or by certified mail to the contractor or subcontractor. The
amount of excessive profits so determined upon review may be less
than, equal to, or greater than, that determined by the agency of the
Government whose action is so reviewed.®

(f) DeLEGaTION oF RENEGoTIATION FuNcrioNs To Boarp.—The
Board is hereby authorized and directed to accept and perform such
renegotiation powers, duties, and functions as may be delegated to it
under any other law requiring or permitting renegotiation, and the
Board is further authorized to redelegate any such power, duty, or
function to any agency of the Government and to authorize successive
redelegations thereof, within limits specified by the Board. Notwith-
standing any other provision of law, the Secretary of Defense is
hereby authorized to delegate to the Board, in whole or in part, the
powers, functions. and duties conferred upon him by any other
renegotiation law.

SEC. 108. REVIEW BY THE TAX COURT.

Any contractor or subcontractor aggrieved by an order of the Board
determining the amount of excessive profits received or accrued by
such contractor or subcontractor may—

(a) if the case was conducted initially by the Board itself—
within ninety days (not counting Sunday or a legal holiday in
the District of Columbia as the last day) after the mailing under
section 105(a) of the notice of such order, or

(b) if the case was not conducted initially by the Board itself—
within ninety days (not counting Sunday or a legal holiday in the
District of Columbia as the last day) after the mailing under
section 107(e) of the notice of the decision of the Board not to
review the case or the notice of the order of the Board determining
the amount of excessive profits,

file a petition with The Tax Court of the United States for a redeter-
mination thereof. Upon such filing such court shall have exclusive
jurisdiction, by order, to [finally] determine the amount, if any, of
such excessive profits received or accrued by the contractor or sub-
contractor, and such determination shall not be reviewed or redeter-

30s Matter in italics in section 167(9) was added by Pub. Law 86-507, 86th Cong., approved June 11, 1860.
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mined by any court or agency except as provided in Section 108A.%°
The court may determine as the amount of excessive profits an
amount either less than, equal to, or greater than that determined
by the Board. A proceeding before the Tax Court to finally de-
termine the amount, if any, of excessive profits shall not be treated
as a proceeding to review the determination of the Board, but shall
be treated as a proceeding de novo. For the purposes of this section
the court shall have the same powers and duties, insofar as appli-
cable in respect of the contractor, the subcontractor, the Board, and
the Secretary, and in respect of the attendance of witnesses and
the production of papers, notice of hearings, hearings before divi-
sions, review by the Tax Court of decisions of divisious, stenographic
reporting, and reports of proceedings, as such court has under sections
1110, 1111, 1113, 1114, 1115(a), 1116, 1117(a), 1118, 1120, and 1121
of the Internal Revenue Code in the case of a proceeding to redeter-
mine a deficiency. In the case of any witness for the Board, the fees
and mileage, and the expenses of taking any deposition shall be paid
out of appropriations of the Board available for that purpose, and in
the case of any other witnesses shall be paid, subject to rules pre-
scribed by the court, by the party at whose instance the witness
aﬁ»pears or the deposition is taken. The filing of a petition under
this section shall operate to stay the execution of the order of the
Board under subsection (b) of section 105 only?! if within ten days
after the filing of the petition the petitioner files with the Tax Court a
good and sufficient bond, approved by such court, in such amount
as may be fixed by the court. Any amount collected by the United
States under an order of the Board in excess of the amount found to
be due under a determination of excessive profits by the Tax Court
shall be refunded to the contractor or subcontractor with interest
thereon at the rate of 4 per centum per annum from the date of
collection by the United States to the date of refund.

SEC. 108A. VENUE OF APPEALS FROM TAX COURT DECISIONS IN
RENEGOTIATION CASES.

[Applicable with respect to petitions for redetermination filed with the Tax Court
on or before July 3, 1962]

A decision of the Tax Court of the United States under section 108 of
this Act may, to the extent subject to review, be reviewed by—
(1) the United States Court of Appeals for the circuit in which
18 located the office to which the contractor or subcontractor made
his Federal income-tax return for the tazable year which corresponds
to the fiscal year with respect to which such decision of the Tax Court
was made, or if no such return was made for such taxable year, then
by the United States Court of Appeals for the District of Columbia, or
(2) any United States Court of Appeals designated by the Attorney
General and the contractor or subcontractor by stipulation in
writing.??

b By Pub, Law 87-520, 87th Cong., approved July 3, 1962, the word “finally’* was made inapplicable
with respect to petitions for redetermination filed with the Tax Court after July 3, 1962; and the matter in
italics was added effective only with respect to petitions filed after such date.

3 Matter in italics in next to last sentence of sectlon 108 was added by Pub. Law 870, 84th Cong.,
?;t)mggailmgust 1,1958, This amendment is effective as of the date of the enactment of the Renegotlation

ct o

2 Section 108A was added by Pub. Law 870, 84th Cong., approved August 1, 1956,
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SEC. 108A. R%\;Iggg OF TAX COURT DECISIONS IN RENEGOTIATION

v

[Applicable with respect to petitions filed with the Tax Court after July 3, 1962.
See footnote 22a)

(a) Jurisprcrion.—Ezxcept as provided in section 1254 of title 28
of the United States Code, the United States Courts of Appeals shall
have exclusive jurisdiction to review decisions by the Tax Court of the
United States under section 108 of this Act in the same manner and
to the same extent as decisions of the district courts in civil actions tried
without a jury, except as otherwise provided in this section. In mno
case shall the question of the existence of excessive profits, or the extent
thereof, be reviewed, and findings of fact by the Tax Court shall be con-
clusive unless such findings are arbitrary or capricious. The judgment
of any such court shall be final except that it shall be subject to review,
under the limitations herein provided for, by the Supreme Court of the
United States upon certiorari, in the manner provided in section 125/
of title 28 of the United States Code.

() Powers.—Upon such review, such courts shall have only the
power to affirm the decision of the Tax Court or to reverse such decision
on questions of law and remand the case for such further action as
Justice may require, except that such court shall not reverse and remand
t(}/;e case for error of law which is immaterial to the decision of the Tax

ourt.

(¢) Venue or AppeaLs Frou Tax Courr Dscisions IN RewEego-
r14r10N C4ases.—A decision of the Tax Court of the United States
under section 108 of this Act may, to the extent subject to review, be
reviewed by—

(1) the United States Court of Appeals for the circuit in which
18 located the office to which the contractor or subcontractor made
his Federal income tax return for the tazable year which corresponds
to the fiscal year with respect to which such decision of the Tax
Court was made, or if no such return was made for such taxable
year, then by the United States Court of Appeals for the District
of Columbia, or

(2) any United States Court of Appeals designated by the
Attorney General and the contractor or subcontactor by stipula-
tion in writing.

SEC. 109. RULES AND REGULATIONS.

The Board may make such rules, regulations, and orders as it deems
necessary or appropriate to carry out the provisions of this title.
SEC. 110. COMPLIANCE WITH REGULATIONS, ETC.

No person shall be held liable for damages or penalties for any act
or failure to act resulting directly or indirectly from his compliance
with a rule, regulation, or order issued pursuant to this title, notwith-
standing that any such rule, regulation, or order shall thereafter be
declared by judicial or other competent authority to be invalid.

SEC. 111. APPLICATION -OF ADMINISTRATIVE PROCEDURE ACT.

The functions exercised under this title shall be excluded from the
operation of the Administrative Procedure Act (60 Stat. 237) except
as to the requirements of section 3 thereof. ~

s Section 108A was amended by Pub. Law 87-520, 87th Cong., approved July 3, 1962, to provide for
r(;,t;ie}v unir ’13;8’1‘ 9(g2ourt decisions for cases in wkich the petition for redetermination is filed with the Tax Court
after July 3, 1962,

2. -~ L
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SEC. 112. APPROPRIATIONS.

There are hereby authorized to be appropriated such sums as may
be necessary and appropriate for the carrying out of the provisions and
purposes of this title. Funds made available for the purposes of this
title may be allocated or transferred for any of the purposes of this
title, with the approval of the Bureau of the Budget to any agency of
the Government designated to assist in carrying out this title. Funds
so allocated or transferred shall remain available for such period as
may be specified in the Acts making such funds available.

SEC. 113. PROSECUTION OF CLAIMS AGAINST UNITED STATES BY
FORMER PERSONNEL.

Nothing in title 18, United States Code, sections 281 and 283, or in
section 190 of the Revised Statutes (U.S.C., title 5, sec. 99) shall be
deemed to prevent any person by reason of service in a Department
or the Board from acting as counsel, agent, or attorney for prosecuting
any claim against the United States: Provided, That such person shall
not prosecute any claim against the United States (1) involving any
subject matter directly connected with which such person was so
employed, or (2) during the period such person is engaged in employ-
ment In a Department of the Board.??

SEC. 114. REPORTS TO CONGRESS.

The Board shall on or before January 1, 1957, and on or before Jan-
wary 1 of each year thereafier, submit to the Congress a complete report
of its activities for the preceding year ending on June 30. Such report
shall include—

(1) the number of persons in the employment of the Board during
such year, and the places of their employment;

(2) the administrative expenses incurred by the Board during
such year;

(3) statistical data relating to filings during such year by con-
tractors and subconiractors, and to the conduct and disposition
during such year of proceedings with respect to such filings and
filings made during previous years;

(4) an explanation of the principal changes made by the Board
during such year in its requlations and operating procedures;

(6) the number of remegotiation cases disposed of by the Taz
Court, each United States Court of Appeals, and the Supreme
Court during such year, and the number of cases pending in each
“such court at the close of such year; and

(6) such other information as the Board deems appropriate.*

TITLE II—MISCELLANEOUS PROVISIONS

SEC. 201. FUNCTIONS UNDER WORLD WAR II RENEGOTIATION ACT.

(a) AporiTioN oF WaAR Contracts PRICE ADJUSTMENT BOARD.—
The War Contracts Price Adjustment Board, created by the Renego-
tiation Act, is hereby abolished.

2 Sectlon 113 was amended by Pub. Law 870, 84th Cong., approved August 1, 1958, by striking ont **duting
the period (or a part thereof) beginning July 1, 19560, and ending December 31, 19563,” before *“from acting’,
2 Bection 114 was added by Pub. Law 870, 84th dong., approved August 1, 1958.
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(b) TraNnsrEr or FuncrioNs 1N GENErRAL.—AIl powers, functions,
and duties conferred upon the War Contracts Price Adjustment Board
by the Renegotiation Act and not otherwise speciﬁcaliy dealt with in
this section are transferred to the Renegotiation Board.

(c) AMENDMENT OF THE RENEGOTIATION AcT.—Subsection (a)(4)
(D) of the Renegotiation Act is amended by inserting at the end
thereof the following: ““A net renegotiation rebate shall not be repaid
unless a claim therefor has been filed with the Board on or before the
date of its abolition, or unless a claim shall have been filed with the
Administrator of General Services (i) on or before June 30, 1951,% or
(ii) within ninety days after the making of an agreement or the entry
of an order under subsection (¢)(1) determining the amount of exces-
sive profits, whichever is later. A claim shall be deemed to have been
filed when received by the Board or the Administrator, whether or
not accompanied by a statement of the Commissioner of Internal
Revenue showing the amortization deduction allowed for the renego-
tiated year upon the recomputation made pursuant to section 124(d)
of the Internal Revenue Code.”

(d) Transrer or CerraIN Funcrions.—All powers, functions, and
duties conferred upon the War Contracts Price Adjustment board b
subsection (a)(4)(D) of the Renegotiation Act, subject to the amend-
ment thereof by subsection (¢) of this section, are hereby transferred
to the Administrator of General Services.

(e) Funcrions aAND REcorps.—Each Secretary of a Department is
authorized and directed to eliminate the excessive profits determined
under all existing renegotiation agreements or orders by the methods
enumerated in subsection (c)(2) of the Renegotiation Act in respect
of all renegotiations conducted by his Department pursuant to dele-
gations from the War Contracts Price Adjustment Board. The sev-
eral Departments shall retain custody of the renegotiation case files
covering renegotiations thus conducted for such time as the Secretary
deems necessary for the purposes of this section, and thereafter they
shall be made available to the Renegotiation Board for appropriate
disposition. The renegotiation records of the War Contracts Price
Adjustment Board shall become records of the Renegotiation Board
on the effective date of this section.

(f) Rerunps.—All refunds under subsection (a)(4)(D) of the
Renegotiation Act (relating to the recomputation of the amortization
deduction), all refunds under the last sentence of subsection (i)(3)
of such Act (relating to excess inventories), and all amounts finally
adjudged or determined to have been erroneously collected by the
United States pursuant to a determination of excessive profits, with
interest thereon in the last mentioned case at a rate not to exceed 4
per centum per annum as may be determined by the Administrator of
General Services or his duly authorized representative computed to
the date of certification to the Treasury Department for payment
shall be certified by the Administrator of General Services or his duly
authorized representative tc the Treasury Department for payment
from such appropriations as may be available therefor: Provided,
That such refunds shall be based solely on the certificate of the Admin-
istrator of General Services or his duly authorized representative.

3 Subsec. (a) (4) (D) of the Renegotiation Act was further amended by Public Law 183, 82d Cong.,
approved October 20, 1951, which changed “June 30, 1951’ to “October 31, 1951,” and by Public Law 576,
82d Cong., approved July 17, 1852, which changed “October 31, 1951” to ‘“‘December 31, 1952.”
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(g) Existine Poricies, Procepures, Erc.,, To Remain 1Nn Er-
recT.—All policies, procedures, directives, and delegations of authority
prescribed or issued (1) by the War Contracts Price Adjustment
Board, or (2) by any Secretary or other duly authorized officer of the
Government, under the authority of the Renegotiation Act, in effect
upon the effective date of this section and not inconsistent herewith,
shall remain in full force and effect unless and until superseded, or
except as they may be amended, under the authority of this section
or any other appropriate authority. All functions, powers, and re-
sponsibilities transferred by this section shail be accompanied by the
authority to issue appropriate regulations and procedures, or to mod-
ify existing procedures, in respect of such powers, functions, and
responsibilities.

(h) Savings Provision.—This section shall not be construed (1) to
prohibit disbursements authorized by the War Contracts Price Adjust-
ment Board and certified pursuant to its authority prior to the effective
date of this section, (2) to affect the validity or finality of any agree-
ment or order made or issued pursuant to law by the War Contracts
Price Adjustment Board or pursuant to delegations of authority from
it, or (3) to prejudice or to abate any action taken or any right accru-
ing or accrued, or any suit or proceeding had or commenced in any
civil cause; but any court having on its docket a case to which the
War Contracts Price Adjustment Board is a party, on motion or
supplemental petition filed at any time within four years after the
effective date of this section, showing a necessity for the survival of
such suit, action, or other proceeding to obtain a determination of the

uestions involved, may allow the same to be maintained by or against
the United States. If any such case has been dismissed by any court
for failure to substitute for the- War Contracts Price Adjustment Board
prior to the effective date of this sentence, such case is hereby revived
and reinstated in such court as if it had not been, dismissed.?®

(1) RenEGoriaTiON Acr Not I’ EPEALED.—Except as by this Act
specifically amended or modified, all provisions of the Renegotiation
Act shall remain in full force and effect.

() DerFinNiTioNs.—The terms which are defined in the Renegotia-
tion Act shall, when used in this section, have the same meaning as
when used in the Renegotiation Act. except that where a renegotiation
function has been transferred by or pursuant to law the terms ‘“Secre-
tary” or “Secretaries” and “Department’’ or “Departments” shall be
understood to refer to the successors in function to those officers or
offices specifically named in the Renegotiation Act.

(k) ErFrecive DaTE oF SecrioN.—This section shall take effect
sixty days after the date of the enactment of this Act.

SEC. 202. PERIOD OF LIMITATIONS FOR RENEGOTIATION ACT OF 1948.

No proceeding under the Renegotiation Act of 1948 to determine
the amount of excessive profits for any fiscal year shall be commenced
more than one year after the mandatory statement required by the
regulations issued pursuant to such Act is filed with respect to such
year, or more than six months after the date of the enactment of this
title, whichever is the later, and if such proceeding is not so com-
menced (in the manner, provided by the regulations prescribed pur-

% Matter in italics in section 201 (h) was added by Pub. Law 764, 83d Cong., approved September 1, 1064,
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suant to such Act), all liabilities of the contractor or subcontractor
under such Act for excessive profits received or accrued during such
fiscal year shall thereupon be discharged. If an agreement or order
determining the amount of excessive profits under such Act is not
made within two years following the commencement of the renegotia-
tion proceeding, then upon the expiration of such two years all lia-
bilities of the contractor or subcontractor for excessive profits with
respect to which such proceeding was commenced shall thereupon be
discharged, except that (1) such two-year period may be extended by
mutual agreement, and (2) if within such two years such an order
is duly issued pursuant to such Act, such two-year limitation shall not
apply to the review of such order by any renegotiation board duly
authorized to undertake such review.

SEC. 203. Al\(/_l)gll‘l)]E)}MENT OF SECTION 3806 OF THE INTERNAL REVENUE

Section 3806 (a) .(1) of the Internal Revenue Code is hereby
amended by striking out subparagraphs (A), (B), and (C) and
inserting in %eu thereof the following:

“(A) The term ‘renegotiation’ includes any transaction
which is a renegotiation within the meaning of the Federal
renegotiation act applicable to such transaction, any modifi-
cation of one or more contracts with the United States or any
agency thereof, and any agreement with the United States
or any agency thereof in respect of one or more such contracts
or subcontracts thereunder.

“(B) The term ‘excessive profits’ includes any amount
which constitutes excessive profits within the meaning as-
signed to such term by the applicable Federal renegotiation
act, any part of the contract price of a contract with the
United States or any agency thereof, any part of the subcon-
tract price of a subcontract under such a contract, and any
profits derived from one or more such contracts or sub-
contracts. .

“(C) The term ‘subcontract’ includes any purchase order
or agreement which is a subcontract within the meaning
assigned to such term by the applicable Federal renegotiation
act.

“(D) The term ‘Federal renegotiation act’ includes section
403 of the Sixth Supplemental National Defense Appropria-
tion Act (Public 528, 77th Cong., 2d Sess.), as amended or
supplemented, the Renegotiation Act of 1948, as amended or
supplemented, and the Renegotiation Act of 1951, as
amended or supplemented.”

SEC. 204. SEPARABILITY PROVISION.

If any provision of this Act or the application of any provision to
any person or circumstance is held invalid, the validity of the remain-
der of the Act and of the application of its provisions to other persons
and circumstances shall not be affected thereby.

O



