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PART I. INTRODUCTION
At the time the Renegotiation Act was last extended in 1973, boththe House Committee on Ways and Means (House Report No. 93-165,accompanying H.R. 7445, dated May 3, 1973) and the Senate Com-mittee on Finance (Senate Report No. 93-240, accompanying H.R.7445, dated June 22, 1973) requested that the staffs of the Renego-tiation Board and the Joint Committee on Internal Revenue Taxationanalyze three congressionally-sponsored reports on the renegotiationprocess. These reports were made by the Subcommittee on Government

Activities of the House Government Operations Committee,' the Com-mission on Government Procurement,2. and the General Accounting
Office.3 The staff of the Joint Committee has prepared this preliminaryreport in response to that request.

As the House and Senate Reports clearly indicate, it was contem-
plated that a comprehensive study by the staffs of the Renegotiation
Board and the Joint Committee on Internal Revenue Taxation wouldbe conducted over a period of two years. Further, it was expected thatthe study would be completed in sufficient time prior to the expiration
of the Renegotiation Act in 1975 to allow Congress to review fully therenegotiation Drocess at that time. However, H.R. 7445. was amendedon the floor of the Senate (which amendment was accepted in confer-ence and approved by both Houses) to extend the Renegotiation Actfor one year instead of two. This significantly reduced the timeavailable for an indepth study and review of the far-reaching recom-mendations containedm the three reports referred to above, includingtime for hearings to give all interested parties and the general publicthe opportunity to make their views known regarding any conclusions
reached by the Board and the Joint Committee staff with respect tothe recommendations of the three reports.

Unfortunately, at the time the Joint Committee staff prepared thisreport the staff of the Renegotiation Board was unable to go on recordin any meaningful discussion of the specific recommendations con-tained in the aforementioned reports because of delays in receivingapproval by the Office of Management and Budget for the Board'sposition on the various recommendations for substantive legislative
changes contained in these reports. Faced with the prospect of no com-bied report by the Joint Committee staff and the Board in time foethe puble hearing scheduled by the Committee on Ways and Means,
the staff of the Joint Committee has decided to publish this prelimi-

I The Efficiency and Effectiveness of Renegotiation Board Operations, 6th Report by theHouse Committee on Government Operations, 92nd Congress; 1st Sesilon (House ReportNo. 92-758, December 1 s 1971)..Report of the Commision on Government Procurement (Vol 4, Part .1, Ch. 4, Decem-ber 1972).aThe Operations and Activities of the Renegotiation Board, A Report to'the'congress bythe Comptroller General of the United States (General Accounting Office Report No.B132,May 9, 1978).



nary report independently of the staff of the Renegotiation Board in
order that the members of the Committee on Ways and Means and
Committee on Finance and the public may have the benefit of a sum-
mary of the main issues raised.and recommendations contained in the
reports.

The staff's primary source materials for this report were the drigi-
iial reports of three aforementioned groups on the renegotiation
process and materials supplied by.the staff of the Renegotiation
Board. In piesenting this preliminary report, the staff wishes to note
the cooperation it has received from the staff and members of the
Renegotiation Board.

In addition to discussions which took place over the past several
months with the staff of the Renegotiation Board. the staff of the
Joint Committee met with members of the staff of the Cost Account-
ing Standards Board to revie-w the present and proposed accounting
standards relating to procurement and renegotiation within the con-
text of attempts to standardize accounting standards.

This preliminary report. is intended as a discussion of the more im-
portant aspects of the renegotiation process, and the more important
recommendations which have been made to improve this process,
rather than as a discussion in detail of either the process itself or the

numerous recommendations for change.
As a result of its study and discussions of the past months, and in

view of the delay in developing the Board's official position on some
very far-reaching changes in the renegotiation process, as. it is

resently conducted, the staff of the Joint Committee believes it would
e desirable to extend the Renegotiation Act at this time for oie addi-

tional year, or until June 30,.1975. During this time the comprehen-
sive study by the staffs of the Renegotiation Board and the Joint

Committee on Internal Revenue Taxation of the three congression-
all-sponsored reports on the renegotiation process could be

completed.
If this procedure is followed, the Renegotiation Board could report

to Congress by the end of 1974 its response to the recommendations
made in the three congressionally-sponsored studies of the renegotia-
tion process and its legislative recommendations on the future of re-
negotiation. In addition, it would be desirable for the Board to prepare
written guidelines on the application of the existing statutory factors
in the determination of excessive profits, as well as standards to be
applied for any suggested changes in these factors. If this were done
ulic hearin scould be held at some point early in the first session
f the next ongress on the various legislative proposals associated

with the renegotiation process.
Finally, it would appear desirable to authorize additional planning

and research staff for the Renegotiation Board expressly for the task
of preparing guidelin-es for .the application of existing statutory
factors and accounting standards in the determination of excessive
profits, as well as for other needed research on the renegotiation
piecess. Thisis one of the major recommendations made by all three
study groups. In essence, this woldcodify the 23 years of experience
of the Board in interpreting and applying current statutory factors
to the individual cases reviewed in the renegotiation process. The ab-



sense of anything in the form of written guidelines makes it extremely
difficuilt not only to recommend substantive changes,.but even to con-
sider changes in the law in two key areas: (1) the statutory factors
which must be considered in determining what constitutes excessive
profits in any individual case, and (2) the accounting standards which
govern the analysis of a corporation's costs and profits made by the
Board and ultimately the amount of excessive profits involved, if any.
This effort will be useful in considering legislative changes in the
coming months, and will help to meet the recurring criticisms made
since the Board's inception that, in the absence of written guidelines,
contractors subject to the Board's jurisdiction do not enjoy the mini-
mum standards of administrative practice and procedure applicable
to practically every other agency .of the Government with.quasi-
judicial power.

PART II. THE RENEGOTIATION PROCESS

A. OUTLINE OP THE RENEGOTIATION rROCESS

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.
tionof profits on. Government contracts or related subcontracts which
.are determined to be "excessive." In making this determination, the
Board reviews and analyzes amounts received or accrued by a con-
tractor during his fiscal year (or such other related period as may be
fixed by mutual agreement) on contracts or on related.subcontracts
with the Government departments named in the Renegotiation Act of
1951, as amended. 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 De-
partments of.the Army, Navy, and Air Force, the Maritime Adminis-
tration, the Federal Maritime -Board, the General Services Adminis-
tration, the National Aeronautics and Space Administration, the Fed-
eral Aviation Administration, and the Atomic Energy Commission.

Under the Renegotiation Act of 1951, as amended, the Renegotiation
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 Administrator of the
General Services Admimstration, each recommend to the President,
for his consideration, one person from civilian lifeto serve as a mem-
ber of.the Board. The President, at the time of appointment, desig-
nates one member to serve as Chairman. (There is no specific term
of appoiiitmeti for the Board members.) No member is.permitted
to actively engage in any business, vocation, or employment othei
than as a member of the Board. The principal office of the Board (fre-
quently 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 'in Washington, D.C. and..Los Angeles,
California.



The Act does not apply to amounts attributable to contracts exempt
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 mini-
mum amount presently is $1,000,000, and it is commonly referred to
as the "floor." Under the Act, renegotiation is conducted with respect
to all amounts received or accrued by a contractor during his fiscal
year (or such other period as may have been agreed upon) under
contracts or related subcontracts with all Government Departments
specified in the Act. Under this procedure, it is said that renegotia-
tions 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 prof-its," it is first necessary that the contractor or group of contractors to
be renegotiated be identified, that the accounting period and method
of accounting to be used for renegotiation be fixed, and 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, which requires the application of the so-called 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 adminstrative proceeding before the Board in which a de-
termination of excessive profits is made either by agreement between
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 re-
quirement of section 3 thereof, dealing with the publications of rules,
orders, and so forth. The Administrative Procedure Act was amended
by Public Law 90-23 in 1967, and the Board has revised its regulations
(part 1480) to provide rules relating to the availability of.information
in conformity with that amendment.

After the Board has delivered an order determining excessive
profits. contractor- or subcontractor may, within 90 days from the
date of mailing of the notice of the order of the Board. file a peti-tion with the U.S. Court of Claims for a redetermination of the
amount of such excessive profits. Section 108 of the Act provides that
within 10 days after a petition is filed with the court, the petitioner
must file a bond in such amount as may be fixed by the court. The Court
of Claims is to have exclusive jurisdiction to determine the amount of
excessive profits received or accrued by a contractor or subcontractor
in these cases. The Court of Claims may determine that the amount of
excessive profits is less than, equal to, or greater than the amount deter-
mined by. the Board.

The Ienegotiation Amendments of 1971.in transferring jurisdiction
over petitions for redeterminations of Renegotiation Board determina-
tions from the Tax Court to the Court of Claims, makes it clear that
the proceeding in the Court of Claims is not to be treated as a proceed-
ing to review the determination of the Renegotiation Board, but is to
be a de novo proceeding. In other words, in excessive profits redeter-
mination cases, there is to be a full de novo court trii in the Court of'
Claims. The decision of the Court of Claims is to be subject to review



only by the Supreme Court upon certiorari in the.manner provided
in the U.S. Code for the review of other cases in the Court of Claims.
However, unlike the rules of procedure applicable to cases before the.
Tax Court, the decision of the Court of Claims in Lykes Bro8. Steam-
ship Co. v. .S. (Ct. Cl. No.. 594-71, 198 Ct. Cl. 312, 459 F. 2d 1393
(1972) held that the burden of proof in renegotiation cases has been
transferred from the contractor to the Government.

B. BRIEF HISTORY OF RENEGOTIATION

Renegotiation procedures under the Renegotiation Act of 1961 are
similar to those which prevailed (after amendment) under an earlier
statute generally known as the Renegotiation Act of 1942.
Although a few earlier attempts had been made to limit contractors'
profits on contracts with the Government,4 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 secoo redeter-
mination proceedings before the Tax Court.

In 1948, a new Renegotiation Act was passed; it -was applicable
prncipally 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
amendments 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 ef-
fective with respect to amounts received or accrued on. or after Jan-
uary 1, 1951. This Act expired on.December 31, 1953, but 8 months
thereafter it was amended and extended for one year until December
31, 1954. At that 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 cQnnected. 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 carriers for transportation.

In August of 1955, 7 months after the Act had expired, it was am end-
ed and extended for a period of 2 years from its expiration date, or
until December 31, 1956. These amendments broadened the renegoti-
ation provisions which suspend the profit limitations of the Vinson-

'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 ma.lor contracts, and 12 nercent of such total on aircraft contracts. These profit-
limiting provisions are suspended while the Renegotiation Act is in effect.



Traminell and Merchant Marine Acts (footnote 4, supra) to suspend
those limitations where the sales were exempt inder the standard com-
mercial articles exemption, broadened the standard commercial arti-
cles exemption to include standard commercial services, added an ex-
emption for certain construction contracts let by competitive bidding,
and further modified the exemption for sales of durable productive
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 "floor" 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 con,
tracts exempt from the Act, substantially modified the exemption 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, 1966, 1968, 1971, and 1973, ex-
tended the Act for periods ranging from one year to 3 years, with 2
years the most frequent; the present extension enacted in 1973 expires
on June 30, 1974.

The 1962 amendments also provided for review by the U.S. Court
of Appeals, with respect to material questions of law, of determina-
tions.of excessive profits by the Tax Court. The 1964 amendments also
provided that contracts and subcontracts of the Federal Aviation Ad-
ministration would be included in the Act's coverage with respect to
amounts received or accrued after June 30, 1964.

In the 1968 legislation, certain changes were made with respect to
the exemption for standard commercial articles and services. The
amendment increased the percentage of sales of an item which must be
nonrenegotiable (i.e., commercial or to noncovered Government agen-
cies) in order for the exemption to apply, from 35 percent to 55 per-
cent. Further, the exemption was not to anplv if the article or service
was sold to the Government at a higher price than charged to a civilian
commercial purchaser. In addition, two other modifications in the
exemption for articles were made: (1) the alternate period (the cur-
rent year or preceding year) with respect to which the percentage test
may be applied was removed (so that the test. anplied only to the year
under review); and (2) the exemption of "like" articles was removed
as being unnecessary in view of the exemption for a "class" of articles.
Finally, a reporting requirement was added whereby contractors who
self-apply the exemption for standard commercial articles are to
furnish information on the exemption to the Board, if the effect of the



self-application is to reduce the total renegotiable sales below the$1,000,000 statutory "floor."
The 1971 amendments also provided for a transfer of jurisdictionfrom the U.S. Tax Court to the U.S. Court of Claims (effective July 1,1971), and also increased the, rate of interest chqrged by the Boardwhere cases are appealed by the contractor to the court from 4 percentto a prevailing rate as set by the Secretary of the Treasury it 6-monthintervals base upon current rates of interest on new private commer-cial.loans with maturity of approximately 5 years.

C. DATA ON RENEGOTIATION, 1068 THROUGH 1973 5

1. Filings with the Reniegotiation Board
All contractors having renegotiable business in excess of the statu-tory minimum (the "floor") must file a report with the headquartersoffice of the Renegotiation Board. Contractors whose renegotiable salesare below that minimum amount are not required to file reports withthe Board, but they may do so if they desire and a number of contrac-.tors in this category do elect to file a report. For fiscal years 1968through 1973 (and 9 months of fiscal 1974), the number of reportsfiled with the Board were as follows:

RENEGOTIATION REPORTS FILED

Above the Below theFiscal year Total floor floor

1968 6------------------------880 4,552 2,3281969 --------------------------------------------------- 7,236 5,030 2,2061970 -------- ------------------------------------------- 769 505 51971. ------------------------ 639 085 2,5541972...-------- --------------- -------------------------- 7 ,414 ,267 2,147193-------------- 6.948 4874 20141973 ------ ,-----------------------------------------5,492 3,910 1,582197- ---- -------- -------------------. 3,563 2,624 939

The contractors' reports are screened at headquarters, and each filitshowing renegotiable business above the statutory minimum is reviewedto determine the acceptability of the segregation which the contractorhas made of sales and his allocation of costs. This information is thenevaluated to. determine whether the filing should be assigned to aregional board for renegotiation,.or whether.it may be cleared atheadquarters without assignment. If the latter determination is made.(for example, because a report shows a loss or obviously nonexcessiveprofit), then headquarters will complete action on the filing by issuingto the contractor a notice of clearance without assignment. The follow-
ing tabulation, for.the Board's 1968 through 1973 fiscal years (plus1) months of fiscal 1974), shows the number of above-the-floor filingsmade by contractors (including brokers and manufacturers' agents)for those years which were screened at headquarters, the numbercleared without assignment and the number assigned to a regionalboard for renegotiation, as well as the average time required for thescreening of a filing:

2Data 07for4ecal years 1968-197 are from the respective Annual Reports of the Reneo-tiatton Board. Tn addition, some data for the first 9 months of fiscal 1974 Is presented,which was supplied by the Board's Office of Planning and Analysis.'

33-020-74-2



8.

ABOVE-THE-FLOOR FILINGS

Total Cleared without assignment Assigned to a regional board
screened.at - --

Average
number
of days

required for
Fiscal year headquarters Number Percent Number Percent screening

1968 ..------------------ 4,354 3,527 81.0 827 19.0 39
1969 ------------------- 4,828 3,858 79.9 970 20.1 54
1970------------------- 4,853 4, 163 85. 8- 690 14.2 82
1971------------------- 5,442 4,827 88.7 615 11.3 87
1972------------------- 4,630 4,197 90.6 433 9.4 86
1973 -------------------- 3,108 2,781 89.6 323 10.4 121
1974 (9 months).----- - 2,819 2,272 80.6 547 19.4.-----------

The fiscal year 1974 data show a reversal of both the declining trend
in number of cases assigned to the regional boards and percentage of
cases assigned over the years 1969-1973. The Board reports that this
is a result of increased scrutiny of cAses in the screening process, as
well as the reversal of the previous declining trend in DOD procure-
ment. The changes in the screening process have also resulted in an
increase in days required for completing screening.

2Renegotiable sales and profits
The amounts of renegotiable sales for nonagent contractors, in total

and by contract type, reviewed by the Board for the fiscal years 1968
through 1973, were as follows:

RENEGOTIABLE SALES REVIEWED, BY CONTRACT TYPES

jin millions of dollars

Types of contracts

Cost-Ins. Cost-plus- Fixed-plus
Fiscal year Total sales fixed-fee incentive Fixed price Incentive Other I

1968.------------------- 38,773 5,556 4,664 22, 449 .3,962 2. 142
1969..._ _.------------- 48, 495 5,970. 5, 073 27,669 6, 382 3, 401
1970.......------------ 48,008 6, 310 5, 551 27, 468 6,799 1, 880
1971------------------- 51,639 6,514 4,488 28,750 7,956 3,931
1972------------------- 31, 264 4,027 2.633 17, 252 5,300 2,052
1973-------------------28, 335 5,368 3,438 13, 010 5,010 1,509

I "Other" contracts include price redetermination, and time and material contracts.

The amounts of renegotiable sales and 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 1968 through 1973,
were as follows:

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

[Dollar amounts in millions)

Renegotiable $ales and profits
Number of

nonagent Net profit reports Net loss reports
filings

Fiscal year screened Sales Profits Sales Losses

1968------------------------------- 4,027 $35, 260 $1, 909 $3, 513 $215
1969------------------------------- 4,452 43, 226 2,445 5,269 256
1970 -------------------------------- 4,400 38,752 1,981 9 ,256 461
1971------------------------------- 5,009 40,911 2,018 10,728 700
1972 ------------- --- 4,227 22,303 993 8.960 575
1973------------------------------- 2,891 22, 831 1, 105 5,5SC4 427



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

The amounts of renegotiable sales and profits and losses reported infilings which the Board receives in a given fiscal year generally relateto contractors' receipts or accruals during the preceding 2 calendar
years. Thus, filings during fiscal year 1973 would relate to receipts andaccruals during the calendar years 1971 and 1972. This time lag occursbecause contractors are not required to file a report with the Boarduntil 4 months after their business year ends, and also because manyof them request and are granted extensions of time (usually for 90
days) for filing their reports.
3. Cases assigned to regional boards

Cases assigned to regional boards generally involve substantial ques-tions, and thus require more extensive examination and analysis thanthose which are screened at the headquarters office. (The average timefor processing such cases from filing to determination was 29 months asof fiscal year 1973, although the time required for a- given case mightvary considerably from that average. This was an increase from the
average time of 19 months as of fiscal year 1970 and 15 inonths as offiscal year 1967.) The regional board formally commences renegotia-
tion in each case it is assigned; it obtains such additional information
as it may need; and it'then determines the amount of the contractor's
excessive profits, if any. . -

Until fiscal year 1973, the regional boards had been delegated final
authority to issue clearances or make refund agreements in cases in-
volving aggr~egate renegotiable profits of $800,000 or less. During fiscal
year 1973, the Board reserved the authority to itself to issue such
orders. If.a determination of excessive profits is made and the con-
tractor will not enter into an agreement to refund such profits, theBoard issues an order directing a payment of the refund. If a recom-
mendlation -of the regional board is not acceptable either to the Board
or to the contractor, the case is reassigned from the regional board tothe Board for further processing and completion.

For fiscal years 1968 through 1973, the following tabulation shows
the number of cases worked on by the regional'boards, their dispositionof those cases, and the number of cases completed at headquarters
after reassignment to it:

RENEGOTIATION CASES CONSIDERED BY THE REGIONAL BOARDS

Disposition of completed c4ses

Refund Transferred to
bgreement, headquarters Cases completed

clearance, or for further at headquarters
decision not processing after furtherFiscal year Assignment .Completed Backlog to proceed s aprocessing

1968------------- 827 567 938 329 238 2521969-------------- 970 617 1.'I291 333 284 2081970-----------. 690 687 1,294 349 338 3421971------------ 615 740 1,169 338 402 3621972.--------- ---- 433 677 925 . 289 388 3631973------------. 323 583 665 184 399 192
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4. Excessive profit determinations
The following table shows the number and amounts (before adjust-

made by the Board for fiscal years 1968-1973 (and 9 months for fiscal
1974):

DETERMINATIONS OF EXCESSIVE PROFITS

[Dollar amounts in thousandsl

Number of determinations Amounts of determinationsI

By agree- By unilat- By agree- By unilat- Total exces-
Fiscal year Total ment eral order ment eral order slve profits

1919 ...--.---.. ---.. -. -46 27 19 $6,200 $16,870 $23,070
1969.------------------- 82 54 28 9,880 11,470 21,350
1970.-------------------- 123 68 55 13,120 20,330 33,450
1971.-------------------149 87 82 42,780 22,450 365,240
1972.------------------178 110 68 21,120 19,060 4,190
1973-.----.------------ 86 77 9 25,430 2,570 28000
1974(9ins)$ 107 41 66 18,100 41,720 59,820

11 Rounded to the nearest ten thousands.
6 $26.5 million was from one case.

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 year 1973 generally relate to
amounts received by contractors during the calendar years 1971 and
1970 under contracts awarded in those or prior years. This substantial
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 1ag between the receipt of
amounts under contracts subject to renegotiation and the reporting
df those amounts by contractors to the Renegotiation Board, and also
the time required to process'a case from filing to determination.
5. Appeals to the courts
. 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 unilateral order directing the contractor to refund such amounts to
the Government), he may appeal to the U.S. Court of Claims 6 0for
a redetermination. In such a proceeding, the Court of Claims may
determine an amount of excessive profits which is less than, equal to,
or greater than that determined by the Board. The following tabula-
tion, for fiscal years 1968 through 1973 (and number of cases for 9
months of fiscal 1974), shows the number and amount of the Board's
determinations appealed to.the Tax Court (1968-1971) and Court of
Claims (1971-1974), and the number and amount involved in cases
pending before the court at fiscal yearend:

Appeal was to the Tax Court prior to July 1, 1971. The Renegotiation Amendments of
1971 transferred jurisdiction to the Court of Claims.



APPEALS OF RENEGOTIATION DETERMINATIONS TO THE COURTS

Unilateral orders appealed to Cases pending In tax court and
tax court and court of claims court of claims at fiscal yearend

Amounts Amount of
Involved determinations

Fiscal year Number (thousands) Number (thousands)

Tax Court:
1968-----------------------------------15 $16,517 32 $28,934
1969---------------------------------25 11,000 41 51,5251970------------------------.------...43 17,698 66 40,759
1971------------------------------ 44 19,091 104 . 47,591

Court of Claims:------
197Z_ ... .. _ _L --- .. 54 16,211 129 - 6 561973--------------------------------- 54 i. i12 2,586

17 (9r j --------------- 3 -1,377 104 41,963194( a)-------------------------- ...---------------- 142 --------

6. Board expetse 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 1968-
1973 (and end of March 1974), and the Board's expenses for fiscal
years 1968-1973, were as follows:

BOARD PERSONNEL AND EXPENSES

Personnet Expenses (thousands)

Head- Regional
Fiscal year Totl quarters boards Total Salaries Other

1968.---------------184 96 88 $2,626 $2,344 $2821969.--------------199 96 103 3,069 2,673 396
1970.... ...--.-- 232 112 120 3,967 3,481 486
1971.---------------239 114 125 4.530 . 3,990 540
1972.------.--------- 228 109 114 4,754 4,148 606
1973 --- - 201 106. 95 . 4,859 4, 147 712
1974 (end of March): 189 107 82-------- --------------

7. Board's estimated workload, fiscal years 1974 and 1975
The Renegotiation Board estimates that in the fiscal years 1974 and

1975 .it will receive about 4,000 and 4,100 filings, respectively, or
slightly higher than the 3,900 filings received in fiscal year 1973. Also,
it is estimated that there will be a larger amout of renegotiable sales
reported than in fiscal year 1973. In addition, the Board estimates that
the number of cases assigned to the regional boards for renegotiation
will increase significantly in fiscal years 1974 and 1975 as cotipared
to fiscal years 1972. and 1973. The Board's estimates for fiscal years
1974 and 1975, and the actual figures in fiscal years 1972 and 1973,'of
the number of above-the-floor filings received, the amounts of rene-
gotiable sales represented in those filings, and the number of cases
assigned to regional boards are as follows:



BOARD'S WORKLOAD

(Dollar amounts in millionsi

Cases assigned
Filings Renegotiable to a re anal

received sales Toarrd

Fiscal year:
1972--------------------------------------------- 4,874 $31,264 433

1973 a n0 ea--------------------------------------------- 3,910 28,335 323
1974 (estimated)-------------------------------------- 4,000 36,500 3 750
1975(estimated) --------------------------------------- 4,100 38,500 -800

IOriginal estimate for 1974 and 1975 was 400, but 637 have already been assigned ftr 1st 10 months In fiscal year 1974.

.TIONS ON THE
)UTSIDE STUDY

A. DURATION OF THE ENABLING LEGIdLATION

Study recommendations
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Pre8ent law

The current Renegotiation Act, enacted in 195:
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in 1973 (H.R. 7445; Public Law 93-66). As pass
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years) offered by Senator Proxmire to limit the eN
This amendment was accepted by the House coni
negotiation Board is currently operating under
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However, because of a backlog of cases from previ
would continue in existence until it had disposed
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Discu88in of is8ue8
All three outside groups concluded that the present congressional

policy of frequent, short extensions for the Board has created an
'Eoficiency and Effectiveness of Renegotiation Board. Operations, 6th Report by theHouse Committee on Government Operations, Subcommittee n Government ActivitiesHouse Report 92-758, December i. 1971), pp. 10, 14-15. ( lerenafter referred to as

overnment Operations Report.)
a Report of the Commission on Government Procurement, Vol. 4 Part J. ch. 4. (December1972), pp. 188-9. (Hereinafter referred to as commission Report.)0 The. Operations and Activities of the, Renegotiation Board, Report to the Congress bythe Comptroller General. of the United States (General Accounting Ofice Report No.

B-163520, May 9, 1973), p. 47. (Hereinafter referred to as GAO Report (1973).)

PART III. SUMMARY OF RECOMMENDA
RENEGOTIATION PROCESS MADE BY
GROUPS



atmosphere of uncertainty and encouraged a philosophy throughout
the Board's 28-year history of, simply getting through the current work-
load. In the. absence of a relatively long or permanent lease'.on life,
the Board has put a very low priority on long-term plannlitig or de-
velopment of guidelines on the application of the statutory factors in
the determination..of excessive profits. In its year-to-year existence,
the apparent emphasis has been on reviewing -t'he.largest number of
filings possible within.the shortest period of time in order to show
Congress that it was doing its job.

To a large extent, reluctance of. Congress to cloak the board with
permanency appears to have stemmed from a genuine conviction that.
periodic review was necessary in view of the large delegation of judg-
ment vested in the Board by Congress.4 However, it is the opinion of
each of the outside groups reviewing the Board that in discouraging
long-term planning and codification of past opinions, the element of
judgment in determining excess profits has probably been expanded
over the years rather than curbed by this policy. The consensus of opin-
ion of these studies is that Congress could retain oversight authority
over the Board even while extending the Board for longer periods than
two years, particularly if this were accompanied by a clear congres-
sional directive to the Board to begin the long overdue task of codi-
fying its experience and publishing guidelines with 'respect to the
application of the statutory factors in determining whether excessive
profits exist.

B. EXTENSION OF RENEGOTIATION COVERAGE TO ALL GOVERNMENT
AGENCIES

Study recommendation8
The chief source and support for the proposal to' extend renegotia-

tion coverage to all Government agencies appeared to be the Commis-
sion on Government Procurement," with the GAO ini effect simply
endorsing the Commission's recommendation.6
Present law

At present, only contracts entered into by the Department of De-
fense, Departmentsof the Army, Navy and Air Force, National Aero-
nautics and -Space Administration, General Services Administration,
the Federal Aviation Administration, the Atomic Energy Commission,
the Federal.Maritime Board, and the Maritime Administration are
subject to the Renegotiation Acts.7 (With respect to GSA, under RBR'
1453.5(b), (8), the Board has exempted all GSA contracts except those
entered into by that agency on. behalf of the other departments and
agencies listed above.)
Discu8ionofissues

The fact is that although it was during the 1930's that Congress
passed the nation's first profit-limiting legislation in connection with

'Report on the Renegotiation Act of 1951, a Report to the Conress by the Staff of theJoint Committee on Internal Revenue Taxation (House Document No. 322, 87th Cong., 2d
Sess.; January 31, 1962), p. 11.

s Commission.Reprt, pp. 188-189.
GAO Report (1973), p47. -

7 Contracts with th Defense Department, the General Services Administration', and theAtomic Energy Commission were 'specifically subjected to renegotiation by the original
Renegotiation Act of 1951. The Maritime Administration was added by P.L. 84-870, Au. 1,'1956; NASA by P.L. 85-930, Sept. 6, 1958; and the FAA by P.1- 88-339, June 30, 1964.'



the military naval and aircraft construction of that decade, the widest
application and development of the renegotiation concept occurred
in wartime conditions. In other words, renegotiation as a concept has
been associated from its inception principally with military produc-
tion. The theory has alwvdys been that defense prQduction such as that
required for modern armed forces of necessity involves large amounts
of money and a degree of specialization which makes true free-market
competitive bidding oftentimes-impossible.

In fact, the present Act, dating back to 1951 and the Korean con-
flict as it does, declares in its preamble that it is a matter of national
policy .to eliminate excessive profits in the general area of defense-
type procurement as distinguished from the government-at-large.8

It should also be pointed out, however, that almost from the begin-
lung, renegotiation has from time to time been extended both by Actof Congress and Presidential designations to cover agencies not nor-
mally considered defense-oriented. For example, the line between
defense and nondefense may be very thin in the case of the Canal
Zone Government or the Coast Guard. On the other hand. the Depart-ment of Commerce, Geological Survey, the Reconstruction Finance
Corporation, the Housing and Home Finance Agency, the Tennessee
Valley Authority, and the Bureau of Milies would normally be con-
sidered civilian agencies. Yet each of these departments and agencies
has at one time or another, whether by Executive Order or Act of
Congress, been subject to the jurisdiction of the Renegotiation Act.

At present, the two main nondefense-related agencies subject to thejurisdiction of the Renegotiation Act are NASA and the FAA. Itwas felt that their high volume or relative concentration of spendingon complex facilities and equipment involving highly complicated
technology and procurement conditions under less than competitive
conditions argued for the inclusion of these two agencies in the re-
negotiation process.

The chief argument made by the Commission on Government Pro-curement for extending renegotiation to all Government agencies
is that, in terms of good financial management, a dollar spentfor defense is indistinguishable from a dollar spent by the Govern-
ment in any other area. It is argued that there should be as much con-
cern that the taxpayers' dollar be spent as prudently as possible in one
area of Government spending as any other. In effect, by singling out
defense-related spending for special review and treatment, different
standards of Government spending are being created. If excessive
8 Section 101 of the Act (50 U.S.C. App. 1 1211).9 The Department of Commerce, Reconstruction Finance Corporation, Canid Zone Gov-ernment, and the Housing and Home Finance Agency previously Included under reniegotia-tion coverage by Act of Congress were eliminated from such coverage by P.L. 84-870,Aug. I 1956. In addition, the folowing were also eliminated from renegotiation coverageby P.L. 84-870:
'The Tennessee Valley Authority, the Coast Guard, Federal Cb~l Defense Administrationand the National Advisory committee on Aeronautics, designated -by lIxecutive. Order10260, dated June 27, 1951; the Defense materials Procurement Agency, the Bureau ofMine, and the U.S. Geological Survey designated by Executive Order 10294, dated Septem-ber 28, 181: the Bonneville Power Administration designated by Executive Order 10299,

dd June 3. 92: nd te F erlaileCrprtodegnedyEecteOdr10.dated et . 9.19 54.B -u AtesaeimCnrsame ded sec 0o. 03 4 f h
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profits are something to be discouraged and rec.6vexed~when they occur.
in connection with the procurement by oneGovernment Department,then both consistency and equity, it is asserted,,would require that a
similar policy prevail for procurement in every other depai-tment.

The underlying economic assumption under this approach is thatthe Government today is such a large customer that- in effect, trumarket-tested competitive pricing does not exist in many cases when
it enters the market, particularly with a sizable demand for a newproduct or product line. It is argued that the poteitial for such Gov-ernment-caused dislocation (whether permanent or temporary), re-sulting in unfavorable prices being charged the Government and paidfor with the taxpayers' dollars. is not limited to defenseproduction.

There is little in the way of hard figures to indicate just how muchmight be recovered in the way of excessive profits were renegotiation
to be extended to include all Government agencies. Nor is there anyaccurate estimate available of how much extra work would be requiredof the Renegotiation Board were it to be responsible for reviewing allGovernment contractors, with or without the' same minimum floorsand exemptions as are in effect today for defense-related contractors.In other words, the argument as presented is primarily one of equityor equal treatment for all Government Departments and all contractors
domg business with the Government.

Constitutionally, the main test of the renegotiation process occurredin Lichter, et al, d.b.a. Southern Fireproofing Company v. U.S., 334U.S. 742, decided June 14, 1948. While Lichter has been cited in numer-ous cases since then, in holding that war powers under the Constitution
gave Congress the power to support the Armed Forces with suppliesand equipment in wartime,1o the auestion is raised as to what thecourt might do when presented with a significantly broader rene-gotiation act in peacetime conditions covering all Government agen-cies. To date the Supreme Court has not heard a challenge to the inclu-sion of NASA and the FAA under the purview of the Renegotiation
Act.

C. "FIDOR" LEVEL
Study recommendation

The recommendations of the three groups were: (1) Hoise Govern-
ment Operationseliminate the floor (or lower it to $100,000); , (2)Commission on Government Procurement-raise the floor to $2,000,000($50,000 for brokers and agents' fees) ; 12 and (3) General AccountingOffice--keep the floor at the present $1,000,000 level (and $25,0)00 for
brokers and agents' fees).8. 

.

Present law
Section 105(f) (1) of the 1951 Act provides that renegotiatioredoes

not apply if the aggregate of the amounts received or accrued. duringa fiscal year by a contractor or subcontractor from covered Govern-
ment Departments is not more than $1.000.000, in the case of fiscal yearsending after June 30, 1956 ($500,000 for fiscal years ending on or after
June 30, 1953 and $250,000 for fiscal years ending before June 30,

2- IAchter, at pp. 455 and 756.
Government Operations Report, p. 15.

3s Commission Report, p. 189.
"GAO Report (1973), p. 1.
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1953). The provision further provides that no determination of exces-
sive profits to be eliminated for such year shall be greater than the
amount by which the aggregate renegotiable receipts or accruals
exceeds the floor. For example, if total renegotiable receipts or accruals
were $1,028,000, and excessive profits were $100,000. only $928,000 would
thus be eliminated or required to be refunded. (In such a case, the
Board's minimum refund rule, discussed below'under topic ), would
not apply since the original determination was $100,000, although the
actual amount to be refunded was only $28,000.)

The minimum amount ("floor") for brokers' and agents' fees has
been $25,000 since the inception of the 1951 Act (sec. 105(f) (2)). As
is the case with the nonagent "floor," no determination of excessive
profits to be eliminated for a year shall 'be in an amount greater than
the amount by which such aggregate exceeds $25,000.
Dicussion of issues

The House Government Operations Committee Report indicated
that the removal of the minimum floor would appear to be feasible and
economical in light of the administrative improvements that could be
made through modern electronic data processing techniques. The Re-
port. stated "there is no logical basis for excluding contractors with
renegotiable sales of less than $1 million, on either legal or moral
grounds." " However, the Report suggested, as an alternative to com-
plete elimination of the floor, a level of, say, $100,000.11

The Commission on Government Procurement, on the other hand,
recommended raising the minimum "floor" to $2,000,000. They con-
tended that as a result the Board could then focus its attention on the
most significant areas of potential recoupment. Moreover, they in-
dicated that this would also tend to relieve some of the reporting bur-
den for small businesses. The Commission concluded that lowering the
floor to $100,000 would call for a costly increase in the Board's staff.

Data tabulated by the Board indicate that if the floor for nonagents
had been $2,000,000 during the fiscal years 1969-1973, about 26 per-
cent (5,357) of the total filings would not have been covered. There
would have been 172 fewer excessive profit determinations, represent-
ing $15.5 million in refunds, which was about 30 percent of the number
of determinations and about 8 percent of the amount determined.
Estimates of filings before the $1,000,000 floor are very difficult and
uncertain due to changing procurement and economic conditions from
time to time, as well as the lack of accurate data available on contrac-
tors and subcontractors below the floor.

Of 1,830 agent filings screened during fiscal 1969-1973, only 11 (or
less than one percent) were redetermined. Only 2 of these had renego-
tiable commissions of less than $100,000 (and both were above
$50,000). The total amount refunded during this period for the 11 fil-
ings was $770,000, or about 0.4 percent of the total refunds for the 5
years.

D. MINIMUM REFUND LEVEL

Study recommendation
The GAO recommended that the Board consider whether the prac-

tice (by regulation) of setting a minimum level of excessive profits

1 Government Operations Report, p. 15.
ib1i.



below which the Board does not attempt to ptoceed is appropriateunder the statute and, if so, whether the Board has clearly .stated its
objectives for establishingminimums and whether these objectives are
being attained.'.
Pre~ent law

The Renegotiation Act of 1951 has no specific provision to exemptany amount of profits determined by the Board to be excessive. Admin-istrative practice by regulation 17 has set a "minimum refund" levelunder which the Board does not proceed against a contractor.if thelevel of "excessive profits" is less than $80,000 (or $20,000 for brokersand agents). This level was raised administratively in 1972 from theprevious minimum refund level of $40,000 ($10,000 for brokers andagents) which had been in the regulations since 1954.18 The 1972 change,was effective for fiscal years ending aftr December 31, 1970.
Digcu8ion of issues

Apparently there has been a minimum refund level by regulationsince the inception of the Act whereby the Board does not proceed tocollect if the amount of profit determined to be "excessive" is belowthe minimum level set by regulation. The Board has felt that some deminiwi8 rule on excessive profit determinations has been necessarybecause of the inexact nature of their determination process where theamount of "excessive" profit is not a precise figure, particularly whennominal amounts are being reviewed. Further, a minimum refundlevel is considered beneficial to "small businesses," as well as avoidingthe cost to both contractor and the Government of proceeding torecover relatively small amounts. In addition, the factor of inflationhas been mentioned as a rationale for increasing the level in 1972from $40,000 to $80,000. It is noted that the net gain to the Govern-ment is still smaller due to the credit given for income taxes paid onthese amounts.
The GAO pointed out that the -statute does not mention any levelof "excessive profits" which are not to be recovered, if such amountsare determined to be excessive after being reviewed in the renegotiationprocess. Some would argue that if, say, $81,000 of excessive profitsshould be recovered, there is no apparent reason why $79,000 orsomesmaller amount should not be recovered as well. Since a case has.tobe processed to the point of determining whether any excessive profitsexist or not, the only extra cost to the Government would be if thecontractor appealed the determination. On the other hand, suggestionshave been made to provide a de mnimi8 rule to assist small businesses,which would speed up the entire renegotiation process for them andthereby reduce their burden of compliance and the time involved forthe Government in proceeding against cases-involving relatively smallamounts.
The GAO report indicated that 29 excessive profit determinationsfor $1.6 million would not have been made in fiscal 1972 had the in-creased minimum refund level of $80,000 been in effect that year."

17 Reg. 1460.5.
1o GAO Report (1973), p. 4.
18 Prior to the .1954 increase to $40,000. the minimum refund level (set by regulation)was: $20,000 In 1e53, $10,000 from 1951 to 1953, $5,000 during the existence of te1948 Act and $10,000 during the life f the 1943 Act.'GAO Report (1973). p. 48.



E. EXEMPTIONS

Study recommwndations
The House Government Operations Committee recommended com-

plete repeal of the exemption for standard commercial articles and
services.2o The General Accounting Office indicated that the Board
should (1) analyze data on the commercial exemption to. see if ex-
cessive profits may be present; and (2) determine the validity of the
exemption for new durable productive equipment. 2

1

Present law
Section 106 of the Act provides 10 "pandatory" exemptions, five

"permissive" exemptions, and a "cost allowance" which has the effect
of an exemption for integrated producers of certain agricultural
products and raw materials.
1. Mandatory exemptioWn

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 for-
eign 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, the state
in which it is customarily 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 transpor-
tation or with a public utility for gas, electric energy, water, com-
munications, 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 regulated
rates.

.5. Contracts or subcontracts with organizations, which are tax
exempt charitable, religious, or educational institutions, where the in-
come is not "unrelated business income."

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

20 Government Operations Report, p. 15.
n GAO Renort (1973). p. 

4
.

2 Under the Regulations. the contracts exempted are listed as: contracts for building
maintenance and repair, for other departments, for other persons or agencies, which obli-
gate foreign aid funds. materials for authorized resale, removal of waste materials,
laundry and cleaning services. certain contracts of the commerce Department (however,
except for the Maritime Administration for years after 1956, the Act does not apply to the
Commerce Denartment), certain I GSA contracts (Public Buildings Service. National
Archives and Records Service. and Federal Supply Service for store stock and direct deliv-
Pry contracts of the FS5 to the extent delivered to noncovered Departments). Cannl Zone
Government and Panama Canal Comoany housinr contracts prior to July 1, 1950, Hovuing
snd Home Pinance Agency, certain Corps of Engineers construction contracts (civil fune-
tions other than for named projects deemed to he related to national defense as havingeart
of their purposes the increase of Power facilities for defense. Bonneville Power Arimini-
tration Prior to July 1. 1950, certain Tennessee Valley Administration contracts: U.S. Geo-
logical Survey contracts for gauge-reading services. certain B ran of Recierntion projects
(except projects similar to those for Corps of Engineers), Military exchanges and similar
organizations using nonapnropriated funds. and coD.tracts for Maintenance dregive. (The
Bord may also consider reouest- for snecific contract exemptions under thiq orovigionP 5
well as contracts let for natural disasters or other emergency repairs, etc.) (Reg. 1 1453.5).



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 mortgage insured under the provisions of title VIII
of the National Housing Act.

9. Certain receipts and accruals from contracts or subcontracts for
"durable productive equipment." 2

10. Certain receipts and accruals from contracts or suboontracts for
"standard commercial articles" or "standard commercial services."
(See discussion below.)

2. Exemption for standard commercial articles and services
The standard commercial article exemption provided by section

106(e) of the Act exempts amounts received or accrued in a fiscal year
under any contract or subcontract for any one of the following cate-
gories: 24

(1) A standard commercial article;
(2) A standard commercial service; 21

(3) A service which is "reasonably comparable" -with a standard
commercial service; or

(4) 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 categories, the item must meet what may be referred
to as the 55-percent rule, as well as other tests prescribed by the Act.
The 55-percent rule requires that at least 55 percent of the contractor's
sales of the item be nonrenegotiable during the fiscal year under
review. In other words, at least 65 percent of the contractor's sales of
the item must be commercial sales or sales to Government depart-
ments and agencies not covered by the Act. (The rule prior to the 1968
legislation required that at least 35 percent of the sales for the year
under review ie 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 con-
tractor or is "offered for sale in accordance with a price schedule
regularly maintained" by the contractor. In addition, the 1968 leg-
islation added a provision whereby in order. to qualify for the exemp-
tion the price of any such article was not to be in excess of the lowest
price at which the article was sold in similar quantity for civilian
industrial or commercial use, except for "any excess attributable to the
cost of delivery or other significantly different circumstances."

1 This subsection exempts subcontracts and contracts (prime contracts added for yearsafter June 30, 1953) for "new durable productive equipment" (NDPE-machinery, tools,
etc. having average useful life of more thani 5 years) In the same ratio as five years bears
to the average useful life of such equipment in Bulletin F' (1042 edition) of IRS regulations
or if not listed here, as determined by the Board. In other words, if, for example, a piece
of equipment has a uaeful Ife of 15 years, then one-third (5/15) of the receipts from the
contract or subcontract would be renegotiable and two-thirds would be nonrehegotiable.
(Reg. Part 1454).

' Excent the exemption is not applicable during a "national entergencv" proclaimed by
the President or the Congress. after the 1956 amendments. (See A 106(e) (6)).

The term "service" means any processing or other operation.performed by chemical,
electrical, physical or mechanical methods directly on materials owned by another person.
(Sec. 106 (e) ( 4) (C) ).



For a service to be exempt as a standard commercial service, it must
meet the 55-percent test, be a "service" as defined by the statute, and
not be sold at a price in excess of the lowest price for services per-
formed under similar circumstances for civilian industrial or com-
mercial work. And, for a service to be exempt as "reasonably compa-
rable witha standard commercial service," it must be of the "same or a
similar kind, performed with the same or similar materials," have "the
same or a similar result * * * as a standard commercial service," as
well as meeting the lowest commercial price and 55-percent tests.

For an article to be exempt as an article in a standard commercial
class of articles, the class in which it is grouped must be a "standard
commercial class." This means, under the statute, the class must con-
sist of two or more articles with respect to which five conditions are
met: (1) "at least one of such articles either is customarily main-
tained in stock by the contractor . . . or is 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;" (3) the price of each of such articles
is not in excess of the lowest price of articles sold in similar quantity
for civilian, industrial and commercial use, except for "any excess
attributable to the cost of accelerated delivery or other significantly
different circumstances;" (4) "' all of such articles are sold -at reason-
ably comparable prices;" and (5) the sales meet the 55-percent test.

A contractor may waive the exemption for sales of any one or all
of the 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 does 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 there-
for, except for the proviso 'added in 1968 that the contractor is -re-
quired to supply information to the Board if the self-applied exemp-
tion brings him under the $1,000,000 floor. However, exemptions for
sales of classes of articles or services can be obtained only if the con-
tractor files an application with the Board.
3. Permissive exemption -

Section 106(d) of the Act provides that the Board has discretion
to exempt the following:

(1) Contracts or subcontracts to be performed outside the territorial
limits of the continental U.S. or in Alaska.26

(2) Certain contracts or subcontracts where the Board feels -that
profits can be determined with reasonable certainty when the contract
price is established-such as for personal services, real property, per-

'0 This exemption, as interpreted by the Board. Is limited to performance by foreign
nationals on foreign soil. The Regulations snecify that the exemption is available If per-
formed outside the U.S. by any person who is not engaged in a trade or business in the
U.S. and is (1) an Individual who is not a national of the U.S., (2) a partnership or joint
venture in which individuals are not nationals of the U.S. or corporations which are not
domestle corporations are entitled to more than 50 percent of the profits. or (3) a foreign
corporstfon more than 50 percent of the voting stock of which is owned directly or in-
directly by those described in (1) and (2) (Reg. 1 1455.2).



ishable goods, leases. and license agreements, and where the perform-
ance will not exceed 30 days.27

(3) Contracts or subcontracts where the Board feels the provisions
of the contract are otherwise adequate to.prevent excessive profits.2 8

(4) Contracts and subcontracts of a secret nature.2 9

(5) Subcontracts where the Board determines it is not administra-
tively feasible to segregate profits to activities not subject to re-
negotiation.30
4. "Cost allowances'

Section 106 (b) of the Act provides that "in the case of a contractor
or subcontractor who produces or acquires the product:of a mine, oil
or gas well, or other mineral or natural deposit, or timber, and proc-
esses, refines, or treats such product to and beyond the first form or
state suitable for industrial use," or one who is an integrated proces-
sor of agricultural products, the Board by. regulation is to give a. "cost
allowance" substantially equivalent to the amount which would have
been realized if the contractor or subcontractor had sold such product
in the first form or state. In other words, the integrated producer is to
be allowed, as an item of exempted cost, an equivalent amount as if he
were producing and selling the raw materials exempted under Section
106 (a) (2) and (3).
D *scussion of issues

Recommendations in the three reports with respect to exemptiong
center on the exemptions for standard commercial articles and serv-
ices (SCAS) and for new durable productive equipment (NDPE).
1. Standard commercial articles and services

The House Government Operations Committee Report expressed the
view that the exemption for standard commercial articles and serv-
ices should be repealed. It suggested also that other exemptions should
be eliminated as well, but particular emphasis was placed on the SCAS
exemption. The Report concluded that:

"The interaction of competition in the marketplace does not
necessarily result in fair and reasonable sales prices, partic-
ularly on sophisticated equipment such as computers and

2 The Board, however, has limited the 80-day exemption to contracts under $1,000, and
has not exempted lease or license agreements. The Board has also exempted subcontracts
for architectural design and engineering services and contracts entered into with a non-
profit making agency for the blind (Reg. 1 1455.3).

2 Under this provision, the Board has exempted certain operating differential subsidy
contracts of the Maritime Administration, certain exploration project contracts of the
Defense Minerals Exploration Administration of the Department of the Interior under
delegation from the Defense Material Procurement Administration, certain prime contracts
(biut not subcontracts) with the Small Defense Plants Administration, and certain prime
contracts (but not subcontracts) of the Small Business Administration with the covered
agencies (Reg. § 1455.4).

* The Board notes that a contract will be exempt only if the agency that let the contract
requests that the Board not renegotiate for security reasons (Reg. § 1455.5).

s Under this authority, the Board grants subcontract exemptions to so-called "stock
items"; that Is. items sold to a contractor for his stock and are of the type that are com-
mingled with similar items purchased from other suppliers in such a mannerthat it is not
administratively feasible to segregate one supplier's sales from others in order to determine
the renegotiable sales attributable to the supplier. Prior to November 1, 1968, this exemp-
tion was self-applied and the exempt sales were counted as nonrenegotiable sales in calcu-
lating the then 85-percent requirement of nonrenegotiability of similar items for which the
standard commercial article exemption was claimed, After this change in regulation, theBoard has to grant specifle approval on the application (Reg. 1 1455.6)



other articles produced by industries that may not have a
well established competitive marketplace price base. If pro-
curements of these items are in fact made under noncompe-
tive conditions, these procurements could yield excessive
profits."

Other arguments mentioned by advocates of repeal of the SCAS
exemption include: items under the exemption may be sold exclu-
sively to noncovered civilian Government agencies and therefore not
be subject to normal commercial conditions; true market competition
may not exist in the particular product line; a normal unit price in the
commercial market may be excessive for very large Government pur-
chases, especially where such purchases alter the market conditions
through sudden, large impact purchases; contractors have an option
under the waiver provision of excluding their SCAS sales with high
profits from renegotiable sales while including SCAS sales with low
profits in their renegotiable sales to reduce their overall profit level
reported; the exemption works to the advantage of contractors who
have data processing facilities to categorize commercial and noncom-
mercial sales to best meet the 55-percent rule and class of articles test,
as well as separating the high and low-profit items to their best advan-
tage; and since contractors must keep records to support exemption
claims and the Board must review claims, repeal would not signifi-
cantly increase the Board's or the contractor's administrative work-
load.

The GAO ieport indicated that a significant amount of potential
renegotiable sales has escaped renegotiation in recent years due to
the SCAS exemption. but that the amount of profits (and whether
they were excessive) is indeterminate. They felt that cost and profit
data are needed before it can be determined whether significant
amounts of excessive profits are thus escaping the renegotiation process
as well as the degree in which contractors may be using the waiver
option to reduce their overall profit level reported on renegotiable
sales. 2

Arguments used in support of the SCAS exemption include: Con-
gtess has previously reconsidered the exemption and concluded that
the exemption is warranted, as Congress has reaffirmed the decision
at varicus times by only making modifications in the exemption (as in
the 1968 legislation), rather than complete repeal (as requested by the
Board in 1968); pricing competition in the commercial marketplace
is generally adequate to insure fair and reasonable profits; repeal
would result in unreasonable and redundant review of contracts
awarded on a competitive basis; and repeal would place an additional
administrative burden on the Board and on contractors.
2. New durable productive equipment

The GAO noted that the rationale for the partial exemption for new
durable productive equipment (NDPE) was to limit renegotiation to
the portion of productive life devoted to defense-related operations
and to protect industry from effects of potential Government disposal
of stockpiled NDPE purchased during the Korean conflict. They fur-

n Government Operations Report. p. 16.aGAO Report (1973), pp. 29-30.



ther reported that such a disposal of Government-owned NDPE has
never occurred.3

Others feel, however, that the potential for Government disposal of
NDPE still exists, and therefore maintain that the partial exemption
should continue.

F. STATUITORY FACTORS

1. General
Study recommendation.

All three study groups recommended that clearer guidelines be
established governing the application of the statutory factors which
must be considered in determining what constitutes "excessive profits,".
in other words, the crux of the whole renegotiation process. The House
Government Operations Committee Report appears to put the burden
on Congress to develop and clarify existing statutory factors 3 which
have undergone little change since they were first developed by the
War Contracts Price Adjustment Board during World War II. The
factors were incorporated by Congress into the original renegotiation
and revenue acts of the era,3 5 and were continued in the Renegotiation
Act of 1951." The Government Procurement Commission, in recom-
mending expansion and clarification of the criteria used in determin-
ing excessive profits, would appear to be urging both statutory change
as well as clarification by the Board of the existing statutory factors.36

The.GAO charges the Board with the responsibility of clarifying
existing statutory factors, recommending as it does that the Board
set out immediately to develop guidelines codifying its 23 years of
experience of interpreting these factors. 37

The House Government Operations Report also recommended that
the Board submit its legislative proposals for amending the present
statutory factors to provide "more objective standards for use in de-
termining excessive profits." "
Present law

There are at present six specific statutory factors listed in the law
(Sec. 103(e) of the Act), which the Board is required to consider in
making a determination as to whether excessive profits do or do not
exist in any individual case. A seventh general "factor" is in the nature
of a discretionary "other factor," giving the Board authority to pro-
mulgate, by regulation, other criteria which it deems is in the public
interest (which authority the Board has not yet utilized). The six
specific factors to be considered by the Board are discussed below.

1. Efflciency of contractor, "with particular regard to attainment of
quantity and quality production, reduction of costs, and economy in
the use of materials, facilities and manpower." 3

SIbitz., pp. 26-27.T
Government Operations Report, pp. 10, 14-15.

a5 Renegotiation Act of 1942, April 28, 1942, 56 Stat. 245. as amended. 50 T.S.C. App.
1 1191 et seq. (1946) : 57 Stat. 347, 564 (1943). 50 U.S.C. App. 9 1191 (1940) ; Reneco-
tation Act of 1943, Feb. 25. 1944. 58 Stat. (1944) 78; 50 U.S.C. App. § 1191 (1946) :
Renegotiation Act of 1948. May 21, 1948, 62 Stat. 259 (1948) ; 50 U.s.C. App. 1 1193
(Supp. 1952). It was the 1943 Act amendments which provided for the first time in legis-lation the factors to be taken into consideration In determining excessive profits.

So Commission Report, pp. 190-191.8 
GAO Report (1973). pp. 33-41.

a Government Operations Report, p. 15.
a Sec. 103(e) of the 1051 Act.



Over the years, this factor seems to.have been emphasized not.onlyin the actual language of the 1951 Act, set apart. as it'is. from the
others in the.preamble of section 103(e) and thus the first*to be men-
tioned, but also in the actual deliberations of the Renegbtiation
Board in the opinion of many. Based on a reading of the Board's
regulations, the main criteria of efficiency are: timing of deliveryahead of schedule, not just meeting deadlines; a significantly lowrejection rate; significant reduction in costs. (distinguishing be-tween controllable and noncontrollable costs) ; marked econ omyin the
use of materials, facilities, and manpower; and, finally, realization
of significantly lower costs than previously estimated in incentive-
type contracts.40

2. Reasonableness of costs and profits, "with particular regard tovolume of production, normal earnings, and comparison of war and
peacetime products."

Under the regulations, consideration of this factor is to be based
largely on comparisons of a contractor's own renegotiable costs andprofits with costs and profits of previous years, with current costs andprofits of other contractors, as well as with profits of the contractor and
his industry on products and services not subject to renegotiation, yetsimilar in nature.42

3. Net worth, "with particular regard to the amount and source of
public and private capital employed."4

Because of the heightened interest in this specific factor and thespecific recommendation which has been made with respect to thisparticular factor, a separate discussion of this factor will follow dis-cussion of all factors in general.
4. Extent of risk owsumed, "including the risk incident to reason-

able pricing policies." "
This factor figured prominenty during the early renegotiation dayswhen what was in effect was more a repricing of contracts ratherthan a renegotiation of a company's total renegotiatable businesswith the Government in any given year. The regulations make it* clear that while risk related to price policies is not the only risk tobe considered. certainly the most emphasis appears to be focused on

the pricing risk.
Other risks enumerated in the regulation include: possible satura-tion of Post-emergency markets after an industry attains maximumproduction during a crisis period; guaranteed delivery schedules mightprove impossible to meet because of inability to obtain materialsor labor: contractors may be hard put to meet the guaranteed level ofouality of performance, especially in the case of products abnormalto the contractor's normal production: in diverting to defense pro-duction, commercial markets may be lost to competitors, and heavyreconversion expenses may be incurred at the end of the emergency;subcontracting, when thse contractor guarantees the oualitv of thework. cpn be a ri-kier form of production than production whichis entirely inhouse." In determining degree of risk, the Board is guided
P ea. & 81400(b) (1-5).

4t Sec. 1O3 (PI (1) of the Act.
42 RemI. 1490.1f(t, (1).
'Sec. 103(e) (2) of the Act.
**Sec. 1OR (e)i (3) of the Act.
45 § 1460.12(b) (1).



by past experience and actual loss realization under similar contracts
rather than speculiation on the possibility of future risk.*

5. Contribut ion to defense effort, "including inventie and develop-mental contribution and cooperation with the Government and other
contractors in supplying technical assistance." "

As one of the oldest factors in renegotiation, or repricing before it,some would argue that this factor underlines the Act's oientation to
the defense effort. According to the regulations, the criteria to be con-
sidered inapplying this factor to renegotiation are: (1) superior per-formande in excess of contract requirements, such as completing urgentwork ahead of schedule; (2) ingenuity in providing new uses forproducts, machinery, or equipment; (3) overcoming difficulties others
have failed to overcome in providing materials or services; (4) experi-mental and developmental work of high value; (5) new inventions,techniques and processes of unusual merit; (6) performance underdifficult environmental or geographical conditions or hazardous work-
ing conditions; (7) cooperation with the Government and with other'
contractors in contributing proprietary data or in developing andsupplying technical assistance to alternative or competitive sources
of supply; or (8) performance, assistance or service considered other-
wise exceptional."

6. Character of business, "including source and nature of materials,
complexity of manufacturing technique, character and extent of sub-
contracting, and rate of turnover."

According to the regulations, the relative complexity of the manu-facturing technique and integration of the manufacturing process arethe basic considerations in evaluating this factor. This factor has alsobeen interpreted as offering encouragement to firms to subcontract
with smaller firms "to the maximum extent practicable."" Specifical-
ly, the regulations indicate that "the extent to which subcontracts are
placed with small business concerns, will be given favorable considera-tion in the renegotiation of the contractor."" In this respect, any as-sistance in the form of management, capital or financing, labor ormaterial given to the small business firm by the contractor would ofcourse be given special consideration in the renegotiation process.

7. Such other factors, "the consideration of which the public in-terest and fair and equitable dealing may require, which factors shall
be published in.the regulations of the Board from time to time as
adopted."

The Board has never exercised its authority under this.discretionaryfactor to promulgate other additional "factors" thought to be essentialto the determination of "excessive profits."
Discusion of i8ues

As has been indicated, all three studies are in agreement that thestatutory factors and the regulations in their present form need con-siderable clarification. The point is made that the statutory factors
Is 6 1460.12(b) (2).
" See. 108(e (4) of the Act.

8 i46Oi(
" ec. 108(e) 5) of the Act.
s 1 1460.14(b) (8) (1).
1 ebid. 1W Sec. l03(e) (6) of the Act.



have changed little since they were originally developed by the Price
Adjustment Board dirinr World War II. Because the factors were
developed in wartime con itions to apply to the widest possible range
of industries and circumstances, the factors are broad in design and
open to a number of interpretations. In applying them in individual
cases, the Board over the years has obviously had to interpret them
and, in the absence of any congressional indication of priorities, has,
it is argued, given different weight or value to each of the factors as
they saw fit from case to case.

Perhaps the most concise and most often cited expression of the
3oard's attitude in the past is the following statement taken from the

Board's Annual Report to Congress for the fiscal year 1967:

"It is apparent from the statutory language that no for-
mulae or , preestablished. rates can be used to determine

* whether.the profits are, or are not, excessive in any given case.
Rather, the determination in each instance must reflect the
judgment of the Board on the application of each of the statu-
tory factors * * * to the facts of the specific case."

Now, after 23 years of experience with renegotiation, there seems to
be a growing consensus that the time has come for the Renegotiation
Board and the Congress to reexamine the present statutory factors in
an effort to determine whether new or additional factors might not be
necessary at this date, and for the Board to publish in appropriate
form "complete descriptions of the specific matters it has taken into
account in its application of these statutory factors and the relative
importance it has given to such matters." "

The consensus of the three reports is that at the moment the statutory
factors and the regulations governing their application provide little
insight for firms under the jurisdiction of the Renegotiation Board or,
for that matter, to the Board's staff or the Board itself in screening or
renegotiation cases. In the days when renegotiation was expected to be
limited to the duration of the Korean War, a disinclination to spend
valuable time formulating precedents and codifying determinations
might 'have been understandable. However, since renegotiation has
continued in.periods of relative peacetime it seems that the absence of
administrative practices and proceedures has become a major source
of concern to every organization which has examined the renegotiation
process in recent years. This concern has evidently been heightened by
certain proposals which would have the effect of expanding the author-
ity and scope of the Renegotiation Board to cover all Government
contracts, eliminate some of the existing statutory exemptions or per-
mit product line renegotiation in cases of conglomerate operations. If
any or all of these proposals were to be adopted at a future date, they
would result in a heavier Board workload and potentially more re-
funds for the Government. 'The absence of written guidelines, it is
argued, then would likely be even more critically felt than at present.

6 Renegotiation Board, Annual Report (1967), p. 3.
1 Recommendation No. 22 of the Administrative Conference of the UnitedStates. (June

1970).



2. Net Worth and Capital

Study recommendation
In addition to the general recommendations made with respect tothe statutory factors, the General Accounting Office recommendedthat the RegenotiationBiioard give greater consideration to the rateof return.on capital employed in producing renegotiable sales and useindustry, averages to provide for more objective and broader-based

analyses.55
Present law

Under Settion 103(e) (2) of the Act, one of the factors to be con-sidered in determining excessive profits is the "net worth" of thecontractor or subcontractdr, with particular regard to the amount andsource of public and private "capital" employed. Under this statutorfactor, all aspects of net worth and capital employed are considereand not merely the rate of return thereon. Under the regulations, therelationship of profit realized on renegotiable business to the capitaland net worth employed in such business is used as one of. the con-siderations in the final determination of excessive profits." More favor-able consideration is given to contractors or subcontractors who arenot dependent upon Government or customer financing. The regula-tions state that the contractor's contribution tends to become one of
management only when a large part of the'capital employed is sup-plied by others. pr ftecptlepoe sspGenerally, the net worth employed and -the source of capital aredetermined as of the beginning of a fiscal year, and are bascdon bookvalues."7 If significant changes occur during the year, the chngeswillbe reflected in the determination of the net worth and capital em-ployed during the year. However, amounts arising from revaluations
are disregarded.

For purposes of renegotiation, the "capital employed" is the total ofnet worth, debt, and any assets furnished by the Government orother customers.58

Disctsion of issues
Initially, it is noted by many that it is diflicult to formulate aprescribed set of standards to determine the reasonableness of aprofit return. It is pointed out that the standards should be both spe-cific enough to be implemented and general enough to take into accountthe varieties and multiplicity of situations to which they would apply.Further, it is argued that the application of statutory factors in deter-mining excessive profits, in view of the attendant factors and circum-stances, will essentially involve aprocess of economic evaluation andcomparison. With respect to evaluation, various ratios may be devel-oped to determine a firm's financial position and profitability, e.g.,ratios which relate net income to sales, and net income to stockholders

5GAO Report (1973), p. 41.
PReg. 1460.11b) (4).

5Re.. 41460.11 ( ).
*Reg. 11460.11 )(8).



equity or assets, and the like. Other ratios may be used to measure the
firm's efficiency in the use of assets, e.g., inventory turnover ratios.. .

After an economic analysis is conducted, comparisons are necessary
to evaluate the results of the analysis. The firm could be comipared
with other firms in the same type of business or with similar product
lines, and with other firms of the same relative size. The results of
the analysis for a given year could be compared with analyses for other
years. These comparisons, indicative of the relative position of the
firm, could provide a basis for an overall judgment of the firm.

The renegotiation process, it is said, appears to involve pro-
cedures similar to those employed in analyzing a firm's economic posi-
tion and the results of its operations for investment purposes. In other
words, various analytical ratios could be developed, including those
necessitated by the peculiar nature of defense work, and then various
relevant comparisons made. The result of this analysis would be an
indication of the extent to which the profits of the business were sub-
stantially above what may be considered as a reasonable, competitive
norm.

Some maintain that comparisons of rates of return on the "capital"
or "assets" employed might be more meaningful than comparisons of
the rates of return on "net worth." In the latter case, the net worth base
would be affected by a contractor's decision to finance operations by
borrowing rather than by equity investment. Although the rate of
return on net worth may be especially important to the owners of a
firm, this rate of return may not be indicative of the "reasonableness"
of profits when leveraging is employed. Thus, the rate of return on
net worth could 'be substantially different for two firms which are
comparable as to the type of business and sales volume but which have
substantially dissimilar debt/equity structures.

Comparisons of rates of return on net worth or capital employed
may be made more difficult, where the firm under consideration leases
a significant portion of its operating assets, or subcontracts a signifi-
cant portion of its work, and other firms in the same line of business
do not.

Concern has been expressed regarding the manner in which the net
worth and capital factor is applied by the Renegotiation Board in
various types of situations. The General Accounting Office noted that
the applications of the statutory factors have provoked criticism that
the Board arbitrarily leaves contractors with widely varying rates of
return on capital employed.- The GAO further nointed out that the
Board's determinations have resulted in remarkably consistent returns
on salesin contrast to the wide range of returns on capital. The GAO
surmised that the Board may be emphasizing the rate of return on sales
rather than rate of return on capital employed as the measure of a
contractor's profitability.

The GAO report endorsed the Renegotiation Board's effort to obtain
capital-employed data from contractors. The GAO urged the Renego-
tiation Board to issue guidelines to contractors for measuring capital
employed and to develop the analytical framework and criteria for
relating the capital-employed factor to renegotiable business. It was
further noted that the Department of Defense profit negotiation poli-

* GAO Iteport (1973), p. 35.



cies now consider capital employed In this regard, Defense Procure-
ment Circular No. 107 was issued (December 11, 1972) to recognize the
estimated amouintof operating and facilities capital a contractor will
employ in contract performance for purposes of negotiating certain
contracts. The DOD circular states that the capital adjustment is de-
signed to correct inequities and disincentives that can occur when a
weighted guidelines-profit objective based solely on cost is.used in
negotiating contracts for which the ratio of required contractor invest-
ment to contract cost varies over a wide range.

In the 1973 Senate debate relating to the extension of the Renegotia-
tion Act, Senator Proxmire indicated that, even after excessive profits
were eliminated, "a number of firms were allowed to retain profits
which appear to be.exorbitant and unconscionable."o 116- further
noted that "of the 131 firms against whom excess profit determinations
were made, the after-refund profits of 94 firms exceeded 50.percent of
net worth, 49 firms made over 100 percent of net worth, 22 firms made
over 200 percent of net worth, and 4 defense firms made over 500 per-
cent profit on net worth." 62

In presenting data with respect to excessive profits determinations
for fiscal year 1973, the Renegotiation Board noted that, because of the
unique nature of Government procurement, the profit results from
defense contracts can be unlike the results arising from commercial
transactions.2 The Board further cautions that the data with respect to
capital and net worth return rates are not appropriate for the purposes
of drawing general conclusions. The Board mamtained that such con-
clusions could only be misleading.

Another consideration involved is that conparability of rates of re-
turn on net worth ma be affected by a firm's accounting practices, its
asset replacement and depreciation practices, as well as its financial
structure and its use of subcontractors, leased assets aind customer fui-.
nished assets. .In North American Aviation, Inc. v. Renegotiation
Board," the Tax Court determined that the contractor's book net
worth did not reflect the true value of the assets used in the business.
Accordingly, an adjustment was made by the court to reflect the value
of manufacturing "know-how" for purposes of determining the rea-
sonableness of the rate of return on net worth. Also, in Boeing Com-
pany v. Renegotiation Board,4 the Tax Court indicated that no ad-justment was made to book net worth to reflect current market value
because there was no comparative criteria in the record based upon
such an adjustment to net worth. However, the court did adjust book
net worth, to reflect the value of "know-how" for purposes of deter-
mining whether the rate of return on net worth was reasonable..

Amatter related to this issue is the concept of current value account-
ing. The Cost Accounting Standards Board has, requested interested
parties to furnish it with reports of competent research concerning
current value accounting.65 The Cost Accounting Standards Board
noted that many accountants today support the belief that,.in periods
of continuing inflation or deflation, the reliance on historical cost in the

* Congressional Record, S12605 (June 30, 1973).

* The Renqzotiation Board, Eighteenth Annual Report.(1973), p. 21.
03 39 T.C. 207 (1962).
6437 T..C. 613. 643 (1962).

t oCost Acco3untin .standards Board, Progress Report to the Congress,. TS (Wash-ton, D.C., 1978), p. 11.



preparation of financial statements can be misleading. It further in-
dicated that considerable research has been done on the theory of "real"
business income.and that it is interested in all aspects of measurement
of cost of contractual performance, including concepts of measurement
on the basis of current value or price level accounting.

G. ACCOUNTING STANDARDS

Study recommendation
The, House Committee on Government Operations recommended

that the annual reports of contractor costs and profits used in rene-
gotiation should be based on the same standards as used in the pricing
of defense contracts.6.
Present law

For purposes of determining profits derived from renegotiable con-
tracts, the Renegotiation Act of 1951 provides that receipts and ac-
cruals and.costs shall be determined in accordance with the method of
accounting employed by the contractor in keeping his records, but if
no such method of accounting has been employed, or if such method
of accounting does not, properly reflect receipts, accruals, or costs,
such items shall be determined in accordance with the method which,
in the opinion of the Board. properly reflects receipts, accruals, or
costs.61

Amounts allowable as deductions and exclusions under the Internal
Revenue Code (excluding taxes measured by. income) are, to the ex-
tent allocable to renegotiation business, allowable as items of cost, but
no cost is allowable by reason of a carryover or carryback.-

However, the Renegotiation Board may determine income and costs
under another method of accounting if the method of accounting em-
ployed by a contractor for Federal income tax purposes ("tax
method") does not properly reflect income or costs and there is dis-
agreement as to a method which does properly reflect income and
costs.6" Furthermore, the regulations provide for "special accounting
agreements" in which the contractor and the Board may agree in writ-
ing on a method if the tax method is manifestly unsuitable because it
does not clearly reflect renegotiable profits and the method to be
adopted does clearly reflect them.70 Such an agreement may change the
entire method of accounting, as from cash to accrual, or may change
only the treatment of particular costs or classes of costs. A change to
the "completed contract method" may be permitted in the cass of cer-
tain contracts, such as those for construction of vessels, aircraft, etc.

Section 105 (a) of the Act provides that renegotiation is to be con-
ducted "with respect to the aggregate of the amounts received or ac-
crued during the fiscal year (or such other period as may be fixed by
mutual agreement) " and "not separately with respect to amounts re-
ceived or accrued under separate contracts." The fiscal year referred
to in the'Act is the contractor's taxable year for Federal income tax
purposes.71

" Government Operations Report, pp. 19-20.
w Sections 103(i) (relating to receipts or accruals) and 103(f) .(relating to costs) of

the Act. These provisions are similar to see. 446 of the Internal Revenue Code of 1954.
* Section 10 (f) of the Act.

PReg. 1459.1(b)(2).
71 See. 103(h) of the Act.



Reiegotiation may be conducted on a consolidated basis wiitha parent
corporation and its subsidiaries if all of the members of the affiliated
group request renegotiation on such basis and consent to the applica-
tion of the regulations prescribed by the Board with respect to renego-
tiation on a consolidated basis.7" For this purpose, an "affiliated group"
means a group of corporations which qualify as such under the. In-
ternal Revenue Code.

Section XV of the Armed Services Procurement Regulations pro-
vides rules relating to contract cost principles and procedures. These
piinciples and procedures are applicable to the pricing of contracts and
contract modifications whenever cost analysis is performed and for the
determination, negotiation, or allowances of costs when such action is
required by a contract-clause.7"

With respect to the allowability of costs, the Armed Services Pro-
cuiement Regulations provide that costs are not allowable if they result
from the application of a practice which is inconsistent with the rules,
regulations and standards of the Cost Accounting Standards Board.74

With respect to methods of allocation of indirect costs, the. Armed
Services Procurment Regulations provide that the method must be
in accordance with standards promulgated by the Cost Accountifig
Standards Board,.if applicable to the contract."

The Cost Accounting Standards Board was created as an agent of
the Congress in August 1970 by an amendment to the Defeitse Pro-
duction Act of 1950. This Board is charged with the responsibility of
developing uniform cost accounting standards applicable to all negoti-
ated defense prime contracts and subcontracts in excess of $100,000,
other than certain contracts or subcontracts where the price is based
on established catalog or market prices of commercial items or the
price is set by law or regulation. It is anticipated that the complete
implementation of uniform cost accounting standards will take a con-
siderable -period of time.

In its 1973 progress report to the Congress, the Cost Accounting
Standards Board indicated that it had some 19 studies under con-,
sideration. The Board has promulgated standards relating to con-
sistency in estimating, accumulating and reporting costs; consistency
in allocating similar costs; allocation of home office expenses; capital-
ization of tangible assets; cost accounting periods; and standard costs
for direct material and labor.

The Cost Accounting Standards Board considers the Renegotiation
Board to be a relevant Federal agency and subject to the rules, regila-
tions, and standards adopted by the Cost Accounting Standards
Board.
Discussion of issUes

A threshold issue arises.because of the basic differences in approach
between renegotiation and procurement. Generally, renegotiation.is
conducted on an annual basis with respect to the aggregate amount of
a contractor's renegotiable business. On the other hand, the procure-
ment cost standards generally focus upon allowable and allocable, costs
under individual contracts.

nec. 105(a) of the Act.,
nASPR sec. 15-000.

74 ASPR see. 15-201.2.
71ASPR sec. 15-208(d).



There are also differences in the rules governing "allowability" of
costs. The Armed Services Procurement Regulations govern allowable
costs under negotiated defense contracts, while Internal Revenue Serv-
ice standards currently govern allowable costs for renegotiable busi-
ness. Costs generally allowed by the Renegotiation Board but not under
the Armed Services Procurement Regulations include charitable con-
tributions, entertainment expenses, certain interest and financial costs,
and organization costs.76 Section 1459.1(b) (5) of the Renegotiation
Board Regulations provides that a cost properly disallowed in ac-
cordance with the Armed Services Procurement Regulation will never-
theless be recognized for renegotiation purposes if the cost is a properFederal income tax deduction. Similarly, an item allowable for pro-curement purposes will be disallowed for renegotiation purposes if it
is not a proper Federal income tax deduction.

The Committee on Government Operations indicated that the Inter-
nal Revenue Service rules are inappropriate for renegotiation pur-
poses."7 The Committee pointed out that, under Internal Revenue
Service accounting rules, all overhead-type expenses are considered
costs of doing business and allowable as a deduction if they are ordi-
nary and necessary expenses. However, the Committee noted that over-
head expenses would not necessarily constitute appropriate' costs for
a defense procurement contract if the expenses are not directly related
to the actual performance of the contract or not attributable to a par-ticular division performing the contract. The Committee concluded
that, in view of the fact that the purpose of renegotiation is to elimi-
nate excessive profits on defense contracts, it seemed inconsistent to
apply Internal Revenue Service rules in the determination of allow-
able cots rather than defense contract cost standards.

In 1971, the Chairman of the Renegotiation Board indicated that
the Board disagreed with a recommendation that, with respect to the
allowability of costs, the more restrictive standards of procurement
should be applied in renegotiation.78 The Chairman noted that, inprocurement, only costs which relate directly or indirectly to a par-ticular contract are allowed as charges against that contract. Hestated that, in renegotiation, the costs generally allowed are the propercosts of a going business, to the extent they are allocable to.renegotiable
business. This position was based on the premise that renegotiation is
concerned with the aggregate renegotiable profits of a contractor in afiscal year. He therefore suggested that the present statutory basis
for the allowance of costs in renegotiation is equitable and appropriate,
and should not be replaced. He indicated that the use of the existingbasis will be aided and facilitated by uniform cost accounting stand-ards when promulgated. The Chairman also indicated that the firstrenegotiation act in 1972 provided for contract-by-contract renegoti-ation but that it was amended shortly afterward o provide for rene-gotiation on an over-all, fiscal-year basis because of the administrative

el ASPR 1I 15-205.8, 15-205.11, 15-205.17, and 15-205.23, respectively. Special rules
r el g t cn tbut ,r e raim e e n an 5 t r expense ave been issued

Ro G nmen e tons Report. p. 5-citing Comptroller General of the United States,
Defense Con tracts (Washingfn pc. U.S.oGmneral Accounting Office, 19)o.eotae

Cng eu B teo a Subcoittee of the Committee on Government Operations, 92d

.og., ltetSs. , pt. 2 , at 39 (1971).s



problems and to enable contractors to offset profits on some contracts
by losses sustained on others.

The Cost Accounting Standards Board has stated that cost account-
ing standards should result in the determination of costs which are al-
locable to contracts and. other cost objectives. The Cost Accounting
Standards Board has taken the position that the use of cost accounting
standards has no direct bearing on the allowability of individual items
of cost which are subject to limitations or exclusions set forth in the
contract or are otherwise specified by the Government or its procuring
agency." Thus, although a contracting agency can negotiate the "al-
lowability" of costs, any "allocation" of those costs betwee. covered
and noncovered contracts must be governed by the standards promuil-
gated by the Cost Accounting Standards Board.

It is argued that there exists some-potential for conflict between the
rules of the Internal Revenue Code relating to "allowability" and the
Cost Accounting Standards Board rules relating to "allocability." To
date, apparently no such major conflict has arisen. The Cost Account-
ing Standards Board, however, has found it necessary to make one ex-
ception from the application of its rules for renegotiation purposes.
With respect to cost accounting periods, the reporting period re-
quired by the Renegotiation Board may be used for renegotiation
purposes where it is different from the cost accounting .period other-
wise required to be used for purposes of the regulations issued b. the
Cost Accounting Standards Board.".

H. CLASSIFICATION OF CONTRACTOR SALES FOiR RENEGOTIATION

Study recommendation
The House Committee on Government Operations 'recommended

that contractors' sales be classified according to individual commodity
groups and base renegotiation on product lines rather than on total
fiscal year sales for the company. To facilitate this, the Committee
suggested that contractors should be required to report costs and
profits on Government contracts over $100,000 on a contract-by-con-
tract basis, with these cost and profit reports to be audited by the
Department of Defense auditors prior to submittal to the Rehegotia-
tion Board."

In addition, the Committee suggested modifying as necessary the
renegotiation process to compensate for the impact that. corporate
mergers and acquisitions have had on renegotiation, with considera-
tion given to "eliminating the loopholes that allow conglomerates,
through fiscal operations and overhead allocations, to frustrate or avoid
the recoupment of what otherwise would constitute excessive profits
under the Act"."

Pre8ent law
The Renegotiation Act provides for renegotiation on an aggregate

sales basis for each fiscal year as follows (Sec.105(a))
"The Board shall exercise its powers with respect to the
aggregate of the amounts received or accrued during the fiscal

70 Cost Accounting Standards Board, Progress Report to the Congress, 1973, p. 54.
0 Cost Accounting Standards Board Regulations, § 406.40 (a) (4).
n2 Government Operations Report, pp. 16-17.
82 Ibid., p. 19.
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year (or such other period as may be fixed by mutual.agree-ment) . . ., and not separately with respect to amounts re-
ceived or accrued under separate contracts... except that the
Board may exercise such powers separately... under any oneor more separate contracts ... at the request of the contractor
or subcontractor."

Section 105 (a) further states that:
"By agreement with any contractor or subcontractor, and
pursuant to regulations . ., the Board may in its discretion
conduct renegotiation on a consolidated basis in order prop-erly to reflect excessive profits of two or more related con-
tractors or subcontractors."

Regarding consolidation of contractor or subcontractor sales, Sec-tion 105(a) continues:
"Renegotiation shall be conducted on a consolidated basis
with a parent and its subsidiary corporations which consti-
tute an affliliated group under ... the Internal Revenue Code if
all of the corporations. . . request renegotiation on such basis
and consent to such regilations . .. with respect to (1) the de-
termination and elimination of excessive profits of such affili-
ated group, and (2) the determination of the amount of the
excessive profits of such affiliated group allocable . . . to each -

corporation included in such affiliated group."
Discussion of is8ues

It appears that the Board does have statutory authority to renego-tiate on the basis of separate contracts or a group of contracts but onlyat the request of the contractor. The regulations state, however, thatuse of any procedure other than on an aggregate basis may be em-ployed "only if authorized by the Board." "I Further, the Board may,if agreement is reached by all 'affiliated corporations, renegotiate sucha group on a consolidated basis. The original renegotiation statute in1942 did provide for a contract-by-contract renegotiation; however,this was changed in 1943 to the present method of aggregating re-negotiable sales to allow contractors to affect loss contracts (or low
profit contracts) against high or higher profit contracts during a fiscal
yeiar.84 Renegotiation was changed from a contract-by-contract basis
to an aggregate fiscal year -basis also because it was considered to lessenthe administrative problems of segregating costs, profits and capitalattributable to each contract.

The Government Operations Committee emphasized the potentialthat large, diversified companies (including the so-called conglom-erates) have in averaging high and low profits on Government con-tracts in completely different lines of business. They pointed out thatthe structure of American corporations has changed substantiallysince the enactment of the Renegotiation Act of 1951. with one resultthat the conglomerate-type busiiesses may be able to avoid excessiveprofit determinations on some defense or space contracts by offsetting
8 Reg 1457.1(b).
" Amendments to the 19511 Act provided for a two-year curryforward of a rene-gotiation loss (for fiscal years endinz on or after December 31, 1956, and-before Janu-ary 1, 1959) and a five-year loss carryforward for later fiscal years.



high-profit items against lower profits or losses in other areas of busi-
ness with the Government. The Committee contended that this ability
of the larger corporations of offsetting high and low profit (dr loss)contracts constituted a competitive advantage against small companies
who may not be able to "buy in" on a contract by underbiddingon some-
contracts and making up the low profits or losses on other contracts.
The Committee -noted also that most excessive profit determinations
by the Board have been against smaller companies.

Renegotiation by comiodity groupings or product line groupingsare said.to involve some definitional problems, such as which group-ings aWre to be used. For example, commodity grouping along the lines
used in the Federal Supply Catalog apparently is not extensive enough
to cover all the goods and services procured under renegotiable con-
tracts or subcontracts as presently defined. Further, commercial or in-
dustrial financial data for profit comparisons are not collected pres-
ently on the basis.of such commodity groups. In addition, there are
different groupings of "product lines"-the 1972 Census of MAanu-
facturers' Code (4 digit or 5 digit), the 4-digit "Line of Business"
Code of the Federal Trade Commission, nd the 4-digit Standard In-
dustrial Classification Code system.

It is maintained that if renegotiation were to be conducted on a
"product line" basis, contractor filings and data analysis would also
have to be on the same basis. The number of filings would be increased
as each company would have to file according to the numberof "prod-
uct lines" as defined. The question of an appropriate minimum "floor"
by type of product would have to be determined. This would appear
to involve a major substantive change in the renegotiation process.

I. PENALTIES FOR FAILURE TO FILE REPORTS

Study recommendation
The General Accounting Office recommended that the Act be amend-

ed to provide for the imposition of reasonable civil penalties for the
failure to file as required by the Act. It was suggested that the penalty
could, be patterned after that imposed under the Internal Revenue
Code; that is, a penalty based on a percentage of the excessive profits
determined for the period' for which the filing was late or, if no exces-

sive profit determination were made, a fixed amount.85

Pre8ent law
Section 105(e) (1) of the Act provides -that every contractof or sub-

contractor to whom the Act applies shall, in such form and detail
as the Renegotiation Board may by regulations prescribe, file a finan-
cial statement setting forth such information as is required, by the
regulations. The statement is due' on or before the first day of the
fifth.calendar month following the close of the contractor's fiscal year.
(Extension of the filing deadline is available and often granted.)
The Act further provides that any person who willfully fails or re-
fuses to furnish the financial. statement shall, upon conviction, bepunished by a fine of hot more than $10,000 or imprisonment for not
more than one year, or both.

91 GAO Report (1973), p. 4.



Di8cussion of isues
The' GAO report noted that the major impediment to imposingcriminal penalties on nonfilers is the need to prove that contractors

willfully fail to file or furnish required data. The GAO further in-
dicated that the Board and the-Department of Justice have apparently
found it too difficult and. time-consuming to prove willful intent and
seem to have abandoned these efforts.

The GAO concluded that the Board has no real legal means to
encourage contractors to file on time, because the Act does not provide
a civil penalty for late filing.

J. THE SCREENING PROCESS AND ASSIGNMENT OF BORDERLINE CASES

Study recommendation
The GAO suggested that a sample of "borderline" cases be selected

by the Board's headquarters assignment staff for full-scale renegotia-
tion by the regional boards to check on adequacy of the screening and
assignment process in identifying potential excessive profit cases."
Present procedure

The Board uses a "Screening Report and Code Sheet" (Form RB
11) as the internal review document. A 3-step review process is fol-
lowed: (1) Office of the Secretary," (2) Office of Accounting, and (3)
Office of Review (Division of Screening and Exemptions). Follow-
ing this review, the case is either "cleared without assignment" or as-
signed to a regional board for a full-scale review by staff accountants
and "renegotiators" (or "financial analysts").

The Office of the Secretary gives a preliminary review of the con-
tractor's filing and attempts to obtain any further information needed
from the contractor, then forwards it to the Office of Accounting where
the RB-11 is completed and analyzed with respect to various calcula-
tions of ratios. segregation of renegotiable and nonrenegotiable data,
and review of the method of cost allocation and accounting. The
Office of Review analyzes profitability data, compares the contractor's
data with industry data, and reviews prior settlements with the con-
tractors. This office makes a recommendation to clear or to assign the
case. Authority is delegated to decide to clear cases where sales are
under $10 million and profits are under $200,000. For other cases,
approval of the Statutory Board is required before a clearance is
issued. The Office of Review may assign a case without prior approval
of the Board.
Discussion. of issue

The initial screening and review process does not involve analysis
and application of the "statutory factors," which is done by the re-
gional board staff in the full-scale renegotiation. The screening proc-
ess is therefore dependent upon the assumntion-until proven other-
wisetlhat the contractor's submission of data is correct and in order.
However, where there is a question of the contractor's method of sales

Fm TbMd.
m Prior tn the FMa-rv 1T74 rorvei'fation of tb'' Honquarters Staff, the Office of

Assignments (now abolished) had the initial screening function.



segregation between renegotiable and nonrenegotiable sales or eost
allocation method, the case is automatically assigned for further re-
view by the regional board.

The GAO Report noted that until.shortly before the publication
of their report the Board did not have written guidelines for the
screening process nor did the files contain information on the reasons
for clearing or assigning a filing. The GAO felt, however, that the new
guidelines (Board administrative letter 'of February 22, 1973), if.
properly implemented, would provide a basis for evaluating con-
sistency and uniforiity of the screening process in the future..

The Board pointed out that approximately 87 percent of the 50,129
cases screened.in the 12-year period, 1962-1973, were cleared and thus
not assigned to the regional boards. Of the 6,735 assignments, 5,835
(or about 87 percent) were cleared by the regional boards, with the
remaining 900 being determined to have excessive profits.

K. AUTOMATIC DATA PROCESSING .FACILITIES

Study recommendation
The House Committee on Government Operations recommended

that the Board establish a sophisticated Automatic Data Processing
System to collect and analyze available finaicial data on contractors.8 8

Present procedure
The Board reports that it has developed an automatic data process-

ing system, to be operational in the very near future.. Initial trial pro-
grams have been tested.

The Board indicates that the system will provide a complete pic-
ture of a contractor's cost and financial data, along with pertinent
ratios with comparable contractors in the same or related industries
and by Standard Industrial Code. Such data will be made available.
(and stored for future retrieval) for the screening process, the regional
assignment process, and the Headquarters review process.

The Board estimates that for fiscal 1975 the computer services will
cost $10,000. The services are to be provided by the Departm6nt of
Agriculture on a reimbursable basis.
Discussion of itue

Prior to establishing the automatic data processing system, the
Board has had to utilize manual retrieval and computation when
analyzing the considerable -data it had to process and compare.

L. IMPROVING LIAISON WITI PROCUREMENT AGENCIES ON RELATED DATA

Study recommendation
The GAO recommended establishing better liaison with the Armed

Services Board of Contract Appeals and other claims settlements
review groups to assure itself that contractors are reporting accurate
data on pending and paid claims.89

81 Government Operations Report, pn. 13-14.
10 GAO Report (1978), pp. 17, 21-22.



The GAO also, felt that the Renegotiation Board should forward
data on excessive piofit determination cases to the procurement agen-
cies for their possible use in negotiating contracts. 0

Present lawo
Under present law, such liaison and sharing of information is not

required and, as a matter of fact, present law places an outer limit on
the kind of detailed financial information, particularly that gained
from tax returns, the Board could share with other Government
agencies.
Discussion of issue

The GAO concluded after its review of the Board that the Board
was limiting the effectiveness of procurement agencies as well as its
own through lack of'better liaison with other agencies operating in th~e
procurement area.

Liason, with the Armed Services Board of Contract Appeals
was felt to be important, in view of the magnitude of both con-
tractors' claims pending against the Govermnent and the amounts
eventually settled-in favor of the contractors. Such settlements when
they occur obviously have an impact on profits.

However, it is maintained that- because of definitional prob-
lems as to exactly what constitutes a "claim" and uncertainty' over
whether there is any agency in the Government in a position to have the
most up-to-date information on claims that have been settled, liaison
could be extremely demanding and raises the question of whether the re-
.suits would justify the energy and labor involved. In some respects,
the GAO's recommendation appears to be related to a number of
recent proposals for improving the entire procurement system and
criticisms that have been made of its lack of central direction. While
there is no question that the Board would benefit from possession of
the most up-to-date information on pending and settled claims, the
availability and accuracy of such information, it is argued, would
seem to require some basic reforms of the procurement system.

As for sharing data with the procurement agencies, the argument
is made that it would result in better contract negotiating. It is main-
tained that renegotiation ultimately is but the last resort of the Gov-
ernment to ensure that Government contracts .will not result in
excessive profits, and it is felt that more collaboration and coordination
between the Renegotiation Board and those responsible for entering
into contracts would not only alleviate some of the Board's workloaT,
but would lead to better procurement in the first instance.

While any information which assists contract negotiators in
negotiating better contracts from the point of view of the Govern-
ment is desirable, it is also pointed out that the confidentiality of a
tax return-a confidentialitv which has already been stretched to. in-
clude possible review by the Reniegotiation Board-would at a mini-
mum require serious congressional consideration about the wisdom
of the- Renegotiation Board in turn sharing such tax returns with
other- Government Departments. On the other hand, if what. is meant
by sharing the Board's information on contractors is compilin and.
circulating general statistical data on an industry-wide basis, as

0 Ibid, pp. 45-46.



obtained from the required filings with the Board, this would not only
appear to be something of potential benefit to- the procuring agencies,
but to the Board itself.

M. BOARD STAFFING

Study recommendations
The report of the House Committee on Government Operations is

the only one which treated the personnel requirements of the Renggoti-
ation Board as a.separate area of review. Even then, the revi6w never
dealt with specific details, concentrating instead on a board bonsider-
ation of the principle that if the Board had more staff it could do a
more thorough job of screening, analyzing, and renegotiating the
heavy volume of filings it receives each year.

Rather than making specific recommendations in this area, such as
the number of additional employees to be hired, and in which tate-
gories, the Committee instead simply called for a "substantial increase"
and requested a'detailed analysis .of staff needs and organization be
mwade at a latei date by the GAO. 1 The GAO report' to Congress on-
the Renegotiation Board on May 9, 1973, however, did not contain a
detailed analysis of the Board's employment requirements to mteet its
current responsibilities, nor did it contain recommendations 'ftr staff
reorganization. Further, in recommending several changesin ithd cur-
rent renegotiation process, the GAO did not attempt to measure their
implications either in terms of additional workload or manhoUr.
Pre8ent employment level8

The Board presently has a currently authorized staff level-of 200,2
which includes 29 nonsupervisory accountants at the regional boards
and 13 financial analysts, or renegotiators. This breaks down to. an ap-
proximate caseload of 25 assignments per regional accountant. Another
ratio considered important in the past to the Board is the ratio of ac-
countants to renegotiators. At the present employment level, this works
out to approximately one renegotiator to every two accountants, con-
sidered to be the norm by the Board.

The GAO report contained a breakdowi on Board employment as
of June 30, 1972 as follows: the Board employed 223 persons--109 in
headquarters, 78 in the Eastern region, and 36 in the Western region. 3

Di8cutssion of issues
The main cause for concern to the House Committee on Government

Operations appeared to be the fact that filings finally selected for
"full-scale renegotiation" were found in one year reviewed to under-
state the profits accruing to the compani in questiori in more than
50 percent of the cases.94 The Committee iiferred that if.more taff
were available, more filings could be investigated; with.this, the likely
result would be. that more profits would be found to be tnideated
on contractors' filiigs, ultimately leading to greater amounts of exces-
sive profits being recovered by the Board each year. The Coimiifittee
was particularly concerned with the fact that at the time of its I port

9 Government Operations Report, pp. 10, 12-13.
02 As of Jan. 31, 1974.

."GAO Report (1973), p. 6.
" Government Operations Report, p. 13.



the Board had only 9 accountants at Headquarters Office, and that
the two regional boards had a total of only 45 accountants in the field
to determine the acceptability of the accounting procedures followed
by more than 5,000 corporations.".

The Government Operations Committee seemed to indicate that the
crucial stage in the renegotiation process is the initial screening andreview process. Of the 5,085 filings received by the Board in fiscal 1970,
the screening process determined that only 805 warranted a more
thorough investigation. In the case' of the remainder, or 4,280, therenegotiation process in effect was terminated at the screening stageas far as those particular contractors were concerned.9" It was the
opinion of the Government Operations Committee that these crucial
screenings appeared to involve a "relatively cursory review.".97 Theyfurther concluded that "it is obvious that with in adequate staff,a substantially larger portion of the renegotiation filings submitted
to the Board could have been made subject to rudimentary review
and audit." 98

As has been indicated, the GAO did not follow up-the House Gov-
ernment Operations Committee recommendation that more staff would
help in this respect, but instead concentrated on other recommenda-
tions involving various possible changes in the present renegotia-
tion. process--changes which, if adopted, could necessitate a signifi-
cant expansion in the size of the Board's present staff.

One of the staffing needs emphasized in the studies by outside groupsdealt with the lack of sufficient staff devoted full time to planning and
research for the Board. The orientation of the present staff: of the
Board has been almost exclusively toward completing the taskof proc-essing the* thousands of annual filings. As has been indicated pre-viously, one of the problems' of this approach to renegotiation has been
the neglect of such elementary features of any quasi-judicial agency
in Government as published guidelines and rules of procedure.
. Finally, the general impression received from these three, reports

on the renegotiation process is that if additional personnel would
improve the efficiency of the Board and lead to a recovery by theGovernment of more excessive profits, then the additional expenseinvolved would be more than justified.

N. BOARD REPORTING REQUIREMENTS

Study recommendation
The House Committee on 'Governmenit Operations suggested that

Congress require the Renegotiation Board to report "relevantinfor-
mation" to Congress and the public concerning 'renegotiation determi-
nations. The report stated:

of minimum, the Renegotiation Board 'should publish a
list of all contractors who must file with the Board, together
with: The total amount of each firm's Government sales; and
specific lists of items that qualify as an exemption ulder ext-

mIbid.
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isting legislation. Also, the Board should publish a list of
contractors found to have made excessive profits and the
amount of such excessive profits.99

Section 114 of the Renegotiation Act, which was added in 1956,100
provides that the Renegotiation Board shall submit annual reports
to'the Congress on or before January 1 of each year of Board activi-
ties for the fiscal year ending the previous June 30. The annual report
is to include the following types of information:

(1) number of personnel and location;
(2) administrative expenses incurred;
(3) data: on filings and the conduct and disposition of pro-ceedings with respect to such filings;
(4)i explanation of principal changes in regulations and op-erating procedures;
(5) number of renegotiation cases disposed of by the courts

an number of cases pending; and
(6) other information as the Board deems appropriate.

Discusion of i88Ue
The basic format of the annual report of the Renegotiation Board

in recent years has been the following (plus a statistical appendix on
excessive profit determination cases added in fiscal- years. 1972 and
1973, discussed below) :

. (1) "The Purpose.and Process of Renegotiation;
(2) "Changes in Regulations During the Fiscal Year;'?
(3) "Changes in Operating.Procedures Ihiring the. Fiscal

Year;1.
(4) "Filings, Screening, Processing, and Completions
(5) ."Renegotiable Sales and Profits;
(6 "Excessive Profit Determinations;"
(7 "Appeals;"
(8 "Exemptions of Commercial Articles and Servce;. and
(9) "Expenses and Personnel."

The basic data are aggregate figures which reflect the ativities of
the Board during the fiscal year.Renegotiable sales reviewed are listed
by whether the contracts were primesubcontracts, or mianagement fees
as well as by type of pricing of'the contract (such as fixed price, cost-
plus-fixed fee, etc.). The Board reports the number of applications
(and related amounts) for commercial exemptions, including a classi-

fication of amounts by product groupings (such as petroleum, bear-
ings, food, screws and bolts, electronics, etc.). Regarding informa ion
on examples of items considered exempt under the. statute, th .139ard's
regulations list.examples.of agricultural commodities aid o.ther raw.
materials 101 and perishable subsistence supplies (food).oF0 Nolist.is
presented of examples of items qualifying under the,'exemption for
standad commercial articlesand services.

As mentioned above, the Board added some statistical data on exces-sive profit cases bxginning with its fiscal.year 1972 ort..The 1972
" Government Operations Report, pp. 10-11.
10 Public Law 870, 84th Cong.
m Reg. 811453.2.
M Reg. (1455.3(b) (4).



report included' a list of all excessive proft determinations but ex-
cluded the name of the contractor. The list included the contractor's
fiscal year, major product or service, renegotiable sales.and profits
L efore and after determination, renegotiable cost of goods sold (ma-
terial and subcontracting, direct labor and overhead, but in percenlt-
ages), ratio of net worth to long term debt, turnover rate (after de-
termination) on capital, and net worth, and ratio of profit (after
determination) as a percent of sales, capital -and net worth.

In its 1973 report, the Board noted that they had diocontinued
deletion of contractor names from copies of final orders and final
opinions which are maintained in the public information section of
the Board's library. This was in response to the district court decision
in Fi8her v. Renegotiation Board, 355 F. Supp. 1171 (D.D.C. 1973),
with respect to a suit under the Freedom of Information Act. The
Board added the name and address of the contractor for each of the
excessive profit determinations in its 1973 report.
. Thus, the only remaining items not now included in the Board's
Annual Report as suggested by the House Committee on Government
Operations are the list of all contractors required to file with the
Board and specific lists of items that qualify under all of the exemp-
tion provisions under the Act. The Board itself does not have a list of
all contractors potentially subject to renegotiation, but only has a
record of those who have filed at one time or who may be listed as a
Government contractor by one of the procurement agencies (but
which do not list subcontractors).


