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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



7

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



10

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,



13

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
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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



31

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.



36

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
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