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RENEGOTIATION OF CONTRACTS

TUESDAY, SEPTEMBER 29, 1042

UNiTep STATES SENATE,

SuscomsrTTeE oF THE CoMMITTEE ON FINANCE,
Washington, D. C.

EXECUTIVE SESSION

The subcommittee met at 10: 80 a. m., pursuant to notice, in room
310, Senate Office Building, Senator David I. Walsh (chairman)

presiding.
Senator Warsh. I ask to have copied into the record at this point,
before we proceed with any testimony, section 403 of Public 528.
(Scc. 403, Public Law 528, 77th Cong., ch, 247, 2d sess., is as follows:)

SectioN 403. (a) For the purposes of this section, the term “Department”
means the War Department, the Navy Department, and the Maritime Commis-
sion, respectively; in the case of the Maritime Commission, the term “Secretary”
means the Chairman of such commission; and the terms “renegotiate” and “rene-
gotlatlon" fnclude the refixing by the Secretary of the Department of the contract
price. For the purposes of subsections (d) and (e) of this section, the term *con-
tract” includes a subcontract and the termn “contractor” includes a subcontractor.
. (b) The Secretary of each Department is anthorized and directed to insert in
any contract for an amount in excess of $100,000 hereafter made by such Depart-
ment (1) a provision for the renegotiation of the contract price at a period or
perlods when, in the judgment of the Secretary, the profits can be determined
with reasonable certainty; (2) a provision for the retention by the United States
or the repayment to the United States of (A) any amount of the contract price
which is found as a result of such renegotiation to represent excessive profits and
(B) an amount of the contract price equal to the amount of the reduction in the
contract price of any subcontract under such contract pursuant to the renegotiation
of such subcontract as provided in clause (3) of this subsection; and (3) a provi-
slon requiring the contractor to insert in each subcontract for an amount in excess
of $100,000 made by him under such contract (A) a provision for the renegotiation
by such Secretary and the subcontractor of the contract price of the subcontract
at a perlod or periods when, in the judgment of the Secretary, the profits can be
determined with reasonable certainty, (B) a provision for the retention by the
United States or the repayment to the United States of any amount of the con-
tract price of the subcontract which Is found as a result of such rencgotiation,
to represent excessive profits, and.(C) a provision for relieving the contractor
from any liability to the subcontractor on account of any amount so retained
by or repaid to the United States.

(c) The Secretary of each Department {s authorized and directed, whenever
in his opirion, excessive profits have been realized, or are likely to be realized,
from any contract with such Dopartment or from any subcontract thereunder,
(1) to require the contractor or subcontractor to renegotiate the contract price,
-(2) to withhold from the contractor or subcontractor any amount of the contract
price which s found as a result of renegotiation to represent excessive profits,
and (3) In case any amount of the contract price found as a result of such
renegotiation to represent excessive profits shall have been paid to the contractor
or subcontractor; to recover such amount from such contractor or subcontractor,
Such contractor or subcontractor shall be deemed to be indebted to the United

1



2 RENEGOTIATION OF CONTRACTS

States ‘or any amount which such Secretary is authorized to recover from such
contractor or subcontractor under this subsection, and such Secretary may bring
actions in the appropriate courts of the United States to recover such amount
on behalf of the United States. All amounts recovered under this subsection
shall be covered into the Treasury as miscellaneous receipts. This subsection
shall be applicable to all contracts and subcontracts hereafter made and to all
contracts and subcontracts heretofore made, whether or not such contracts or
subcontracts contain a renegotintion or recapture clause, provided that final
payment pursuant to such contraet or subcontract has not been made prior to
the date of enactment of this Act,

(d) In renegotiating a contract price or determining excessive profits for the
purposes of this sectfon, the Secretaries of the respective Departments shall not
make any allowance for any salaries, bonuses, or other compensation paid by a
contractor to its officers or employees in excess of a reasonable amount, nor shall
they make allowance for any excessive reserves set up by the contractor or for
any costs incurred by the contractor which are excessive and unreasonable, For
the purpose of ascertaining whether such unreasonable compensation has been
or is being paid, or whether such excessive reserves have been or are being set
up, or whether any excessive and unreasonable costs have been or are being
incurred, each such Secretary shall have the snme powers with respect to any
such contractor that an agency designated by the Prosident to exercise the
powers conferred by title XIII of the Second War Powers Act, 1942, has with
respect to any contractor to whom such title is applicable. In the interest of
economy and the avoidance of duplication of inspection and audit, the services
of the Bureau of Internal Revenue shall, upon request of each such Secretary
and the approval of the Secretary of the Treasury, be made available to the extent
determined by the Secretary of the Treasury for the purposes of making exami-
nations and determinations with respect to profits under this section.

(e) In addition to the powers conferred by existing law, the Secretary of each
Department shall have the right to demand of any contractor who holds contracts,
with respect to which the provisions of this section are applicable, in an aggregate
amount in excess of $100,000 statements of actual costs of production and such
other financial statements, at such times and in such form and detaill, as such
Secretary may require. Any person who willfully fails or refuses to furnish any-
statement required of him under this subsection, or who knowingly furnishes any
such statement containing information which is false or misleading in any mate;
rial respect, shall, upon conviction thereof, be punished by a fine of not more than
$10,000 or imprisonment for not more than two years, or both. The powers con-
ferred by this subsection shall be exercised In the case of any contractor by the
Secretary of the Department holding the largest amount of such contracts with
such contractor, or by such Secretary as may be mutually agreed to by the Secre-
tarles concerned.

(f) The authority and discretion herein conferred upon the Secretary of each
Department, in accordance with regulations prescribed by the President for the
protection of the interests of the Government, may be delegated in whole or in
part by him to such individuals or agencies in such Department as he may desig-
nate, and he may authorize such individuals or agencies to make further delega-
tions of such authority and discretion,

(g) If any provision of this section or the application thereof to any person or
clrcumstance is held invalid, the remainder of the section and the application
of such provision to other persons or ¢ircumstances shall not be affected thereby.

(h) This section shall remain in force during the continuance of the present
war and for three years after the termination of the war, but no court procecedings
brought under this section shall abate by reason of the termination of the provi-

slons of this section.

Senator WavrsH. Secretary Patterson.

Mr. ParTERSON. Yes, sir,

Senator Warsn., Come forward.

I understand, Mr. Secretary, that you think it might be in the public
interest to have the press hear your statement. At least, you have no
objection?

ir. PatreErsoN. No objection to that.

Senator Warsir. Therefore, the press may be present while Secre-

tary Patterson is testifying before the committee.



RENEGOTIATION OF CONTRACTS 3

Mr, Secretary, we will be glad to hear your views on this problem
which confronts this subcommittee of the %inance Committee.

Mr. Parrerson. I have a statement, Mr. Chairman. It covers in
general the War Department’s views as to the general policy to be
served by section 403, and then discusses some suggested amendments
of a clarifying nature which we believe will make section 403 and the
price adjustment more workable and will answer certain objections
that have arisen in our experience under that act.

Senator Warsa. Proceed.

STATEMENT OF HON. ROBERT C. PATTERSON, UNDER SECRETARY
OF WAR

Mr. PaTreRSON. Section 403 of the Sixth Supplemental National De-
fense Appropriation Act, 1942, providing for the renegotiation of con-
tracts and subcontracts became effective on April 28, 1942,

Section 403 originated in the adoption on the floor of the House of
Representatives of the Case amendment to H. R. 6868 ﬁSixth Supple-
mental National Defense Appropriation Act, 1942) the purpose of
which was to limit the profits on any war contract to 6 percent. For
reasons which were fully stated to the Senate Subcommittee on Ap-
propriations, the War Department suggested the elimination of this
provision. At the request of the chairman of that subcommittee, Mr.
Donald Nelson and representatives of the War and Navy Departments
agreed to suggest a substitute method of preventing excessive profits on
war contracts,

The suggested substitute which was presented by General Somervell
was based on the theory that if every contract price could be reex-
amined by the parties in the light of actual experience under the con-
tract, it should be possible to eliminate the bulk of excessive profits.
No other compulsion upon the contractor was contemplated than:

1) To furnish adequate data as to actual and legitimate costs; and
2) In the light of such data to bargain in good faith, for the pur-
pose of readjusting the contract price. It was thought that existing
contracts could properly be subjected to such reexamination and the
proposal submitted to the subcommittee accordingly so provided. This
proposal in effect would have given statutory sanction and implemen-
tation to voluntary readjustment of contract prices which was being
widely practiced by the armed services prior to the adoption of the
Case amendment.

Senator WarLsn. The Case amendment was adopted by the House
and when the bill came to the Senate, the Case amendment was in it
and this section that you are discussing was substituted for the Case
amendment in the Senate,

Mr. PartersoN. That is exactly right; yes.

Senator Warsu. Senate Appropriations Committee. .

Mr. ParrersoN. Yes,

The statute as finally enacted differed radically from the proposal
submitted by General Somervell. In substance, it imposed upon each
of the services the duty of eliminating excessive profits by a process
of renegotiation. Every contract and every subcontract made by every
prime contractor is required to contain a provision for such renegotia-
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tion without regard to whether in the judgment of the Secretary such
a provision was necessary or appropriate.

In other words, it was sweeping.

The term “renegotiation” was so defined as, in the opinion of man
lawyers, to authorize the Secretary to refix a contract price regard-
less of agreement with the contractor or subcontractor. In the light
of the legislative history of the act, there may be serious doubt as to
whether 1t was the actual intention of Congress to confer any such
power of unilateral redetermination of the contract price, but the
words clearly permit of such construction and it has been widely
adopted by the business community.

finally, the statute scems clearly to contemplate something more
than the reduction of contract prices found to be excessive; in cases
where excessive profits have already been paid to contractors, a clear
duty seems to be imposed upon the Secretary to recapture such profits
by various devices suggested in the statute. Thus the statute seems
to impose upon the Secretary the duty of recovering excessive profits
as well as the duty of reducing unreasonable prices.

The Sixth Supplemental National Defense Appropriation Act, 1942,
became effective on April 28, 1942. Three days prior thereto the War
Department organized a Price Adjustment Board to assist the Secre-
tary in carrying out the mandate of the statute. There followed a
geriod of study and organization as a result of which the Board was
inally reorganized and designated as the War Dzpartment Price Ad-
justment Board. That Board, of which Mr. Maurice H. Karker is
now chairman, is at present charged with the duty of supervising on
behalf of the War Department the performance of the duties imposed
upon it by the statute. I should like to file with the committee a
copy of a memorandum signed on June 30, 1942, defining the func-
tions of the Board, and memoranda of July 3, 1942, and July 8, 1942,
supplemental thereto. I also ask leave to file a statement of policg
issued by my special representative, Col. Albert J. Browning, wit
my approval and addressed to the Chairman of the War Dzpartment
Price Adjustment Board under date of August 8, 1942. Finally, I
should like to file with the committee a copy of a statement of prin-
ciples, Eolicies, and procedure to be followed in renegotiation, pub-
lished f’ the War Department Price Adjustment Board with my
«pproval on August 10, 1942,

enator WarsH. It may be filed.

Mr. ParrersoN. The statute in its present form presents various
difficulties of administration. Before undertaking to discuss them,
however, I think that I should deal with certain objections to the
statute which have been advanced from time to time. Some of these
are based on misinformation or a misunderstanding of the practice
of the boards. Thus, some have said that renegotiation consumes a
large amoynt of the time of executives who should be devoting their
time to production. This charge is not well founded. The Board has
striven to reduce the time required for renegotiation by dealing with
all contracts and subcontracts as a group for a specified period such
as the fiscal year of the contractor and by not requiring any further
renegotiations during the agreed period. Furthermore, the hoards
have limited their requests for information, reports, and their audit-
ing to the minimum amount consistent with fairness and sound ad-

i



RENEGOTIATION OF CONTRACTS b

ministration. In the absence of unusual circumstances the actual
renegotiation with a contractor should not consume more than a few
days durin}; an entire fiscal year. The claim that exccutives must
be constantly in Washington for this purpose is therefore ill-founded.

Certain other objections which have been made are based on the
fact that the statute is phrased in general terms and does not spe-
cifieally cover some of t‘\e questions which have arisen in practice.
Of necessity these questions which have arisen have been resolved
in the light of the purposes of the statute and the practical require-
ments o% administration. As I will point out later, it is probably
desirable to amend the statute to eliminate these uncertainties.

There are objections to the statute, however, which raise more
fundamental questions. It is contended that the statute is unfair to
the contractor in that it permits the Government to obtain relief from
a bad bargain while denying the same right to the other party to the
contract, It is also contended that the statute leaves.contractors
uncertain with respect to their profits and thereby impairs their
ability to obtain bank credit and to establish policies with respect to
dividends and reserves., Furthermore, the failure of the statute to
fix standards for determining what are excessive profits makes it
difficult to obtain uniformity of treatment between contractors simi-
larly situated. IFinally, it is contended that the statute removes all
incentives for efficient operation by giving the contractor his cost plus
al Ji)(ercentage over costs and by treating the efficient and ineflicient
alike.

In evaluating these criticisms it is necessary to consider the problem
which the statute was intended to meet and the alternative methods
available for that purpose. The problem arose out of a situation
which was without precedent. Contractors had been asked to produce
in the shortest possible time war materials,of a kind or kinds with
which they had had no prior experience or in quantities beyond any-
thing they had ever attempted. Costs could not be estimated with
accuracy and when tested by actual production the estimates fre-
quently proved to be far too high. In many cases there resulted very
large profits which the contractors themselves neither anticipated
nor wished to retain, Under these circumstances some method had to be
provided by which the prices in the contracts let under such circum-
stances could be adjusted to a reasonable and fair basis, As I have
already (Pointed out, varius expedients were considsred for this pur-
pose and section 403 was chosen from the methods proposed.

In the meantime the close control of prices and profits in war ma-
terials has become a vital part of the campaign to prevent inflation
and to promote the most efficient use of manpower, materials, an
productive capacity. Extensive controls have alrenciy been imposed
on a large part of the national economy and wider restrictions are in
prospect. Under these conditions prices of military equipment and
material must likewise be carefully controlled. Because of the wide
diversity of conditions in war industry, regulation by ordinary price
ceilings is not feasible and would involve a division of authority be-
tween the Office of Price Administration and the services in procure-
ment of war materials, For these reasons we have requested the
Office of Price Administration to refrain from regulating prices in
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this special field. In doing so we have undertaken a responsibility to
make certain that such prices do not rise improperly.

That agreement with the Office of Price Administration is now in
the course of consummation, whereby they will not move into the
field of aircraft, tanks, machine guns, but will leave the regulation
of those prices to the War Department and to the Navy Department,
and we believe, as part of our obligation under that, that the renego-
tiation of contracts and the price adjustment procedure plays a very
imé):rtnnt part in discharging our responsibility.

nator Bargrey, Mr. Chairman, I have got to go to the floor. 1
am sorry I cannot hear the rest of Judge Patterson’s statement. I
don’t know if there will be a vote today, but I wish to be recorded as
in favor of the amendment to the act, and against its repeal.

Senator WarsH. Very well, Senator. I don’t think there will be
any vote today. You can read the record.

enator BargLEY. Yes.

Senator WarLsH. Judge Patterson, does the Government expect to
be able to save money by that agreement? )

Mr. ParrersoN. We think so. But the main purpose is to prevent
divided authority in the procurement of aircraft and leave the author-
ity where it has always been, with the War Department or the Navy
Department, and not have two governmental agencies moving in on
the contracting procedure with aireraft producers.

Senator WaLsu. You may proceed.

Mr. ParrersoN. Three alternatives are now available. Section 403
can be repealed and nothing substituted. Again section 403 can be
vepealed and a fixed percentage profit limitation enacted in its place—
as was the purpose of the original Case amendment.

G Senator WarLsu. That was the purpose of the proposal of Senator

corge, .

Mr. PartersoN. Another form of that same control.

Senator WarLsH, Which, as I understand, was only presented to the
committee for study, and not with his full approval or endorsement.

Mr, Parrerson. Yes, sir. .

Finally section 403 could be amended to eliminate its defects with-
out impairing its benefits. Obviously, the repeal of the statute with-
out enacting a substitute would leave the problem of profit and price
control completely unsolved.

Senator VanpenBere. May I ask, at that point, Judge Patterson:
I assume that comment means that you think it is impossible to reach
excessive profits through an excess-profits tax alone; is that correct?

Mr. ParTersoN. Yes, sir; effectively, without controlling prices and
profits that we believe to be essential.

I don’t believe that an excess-profits tax alone would control those
elements, That is developed in a few minutes, Senator.

Senator VanpENsera. All right. '

Senator Warsa. Do you mean by that, a general excess-profits tax
or a special excess-profits tax relating only to war contracts?

Mr. Parrerson. Well, both. In general, we are against any special
tax levied on war contractors alone and not on the general business
community. '

Senator Warsu. Have you any sugégestion upon the limitation of
profits—outright limitation of profits

I3



RENEGOTIATION OF CONTRACTS 7

Mr. ParrersoN. I am coming to that in just a moment, Senator.

Senator Warsu. All right.

Mr. Parrerson. Furthermore, the War Department believes that a
flat profit limitation does not meet the needs of the situation, We are
convinced that section 403, if amended as hereafter suggested, affords
the best solution of the problem so far proposed. Our reasons for this

)rlelference for renegotiation instend of a flat profit limitation are as
ollows:

(1) Effect on costs: Inour view, the control of profits is an integral
part of the problem of controlling costs and prices, and any method
must be evaluated by its effects on all three aspects. IFrom this point
of view, we feel that renegotiation is far superlor to a fixed percentage
limitation.

Undoubtedly, renegotiation can either help or hinder the control of
costs, depending on the policies followed. Reduction of current con-
tract prices through renegotiation and consequent prevention of ex-
cessive profits before they accrue have the tendency to keeE costs at a
minimum. In this respect renegotiation is distinguishable from a
fixed profit limitation wilich reaches profits only after they accrue and
affords no incentive to reduction of costs. In the administration of
the statute greater emphasis is therefore being placed on reductions
in contract prices for future performance to reasonably close margins
to promote such cost control.

n the other hand, renegotiation for the purpose of recapturing past
profits has a tendency to impair incentives for contractors to reduce
costs, unless the policy is to distinguish between contractors on the
basis of eﬁiciencf in keeping costs down. If a uniform flat pércent-
age is applied, all contracts are virtually on a cost-plus basis, and there
is little incentive for performance above average. Because of this
danger and for other reasons, the War Department has not favored
flat limitations on profits. It is administering the renegotiation stat-
ute with a view to the relationship between profits and the control of
costs, on the theory that it is sound policy to reward the more efficient.
From this point of view comparison of the rate of profit of particular
contractors is unwise and misleading unless the factors affecting costs
have been considered. In other words, we feel that profits should be
a reward for performance and that they should be judged and com-
pared in terms of relative performance and not on the basis of flat
percentages. Only by constant attention to costs as well as profits
will the public interest be well served. For this reason it is the an-
nounced policy of the Price Adjustment Board to resward low-cost
producers by the allowance of a greater margin of manufacturing
profit. This is a second purpose which a fixed profit limitation does
not, accomplish.

Senator VanpenBera. Would it interrupt you if I asked at that
point, Judge Patterson, this question: You are constantly emphasizing
the control of costs. As a matter of fact, does your renegotiation
process go into the question of costs?

Mr. PaTTERSON. Yes, sir.

Senator Vanpensera. To the degree which attempts to eliminate ex-
cessive costs?

Mr. Parrerson. Yes, sir.

Senator VANpENBERG. And excessive profits?
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Mr. ParrersoN. Yes, sir; that is true,

Senator VaNDENBERG, Isn’t the control of costs even—well, isn't it
equally important with the control of profits?

Mr, PaTTERSON. Yes, sir.

Senator Vanpensera. How does it happen that all over the country,
in connection with war contracts, stories are constantly heard about
these enormously outrageous rates of pay for industrial activity on
war contracts which would indicate that there is no adequate control
over costs? :

Mr. ParrersoN. I believe that most of those—most of them that
have come to my attention have had to do with construction contracts,
or with projects of a new nature, perhaps shipbuilding, where the
necessity is to attract labor from what they have been doing to some-
thing new, like a construction project in a new place, and they have
to nssemble rapidly a large force of labor.

In those jobs, and especially construction jobs where wages of skilled
labor have been high anyway, under the pressure of time and with
the requirement that they get a large force assembled quickly, there
have undoubtedly been high wages paid.

Most of the cases that pimve come to my notice have been of that
character. It is regrettable, of course.

Senator VANDENBERG, Yes. It seems to me that whether it is true or
not, the belief that war contracts present bonanzas opportunities for
labor is one of the things which is seriously impairing public morale.

Mr. PatrersoN. Well, there is a good deal of truth in that.

Senator VANDENBERG. I assume, in your rene%otiations, however,
your rénegotiation processes are unable to do anﬁ/t ring with the labor
wage-scale factor because you are bound by other governmental au-
thorities, upon that score?

Mr. PartersoN. That is true. 'When I said we tried to control costs,
we take a good many elements of cost into consideration.

Senator VanpeENpEra, But you are rather helpless in controlling
the chief element ?

Mr. ParrersoN. That is one of the chief elements. -

Senator VANDENDERG. You are rather helpless to deal with it?

Mr. ParrersoN. Yes. We can't do very much on it. We can do it
in the way of excessive salaries, That is different.

Senator Warsu. Excessive employees{
Mr. PattersoN. Our control is not perfect over that, Senator, That

will, undoubtedl~ have to be settled. Of course, there are instances

where there are far too many employees on the job.

" Senator WaLsH. In the ordinary industry. I don’t think you have
difficulty about that. In the building of cantonments the padding of
the pay roll by putting on a surplusage of employees, of course, you

can control that.
"~ Mr. ParrrsoN. Yes, That is followed up gretty vigorously. But

the costs that Senator Vandenberg mentioned are true. I have ex-
plained some of the things that cause them.

Senator Warsn. Yes. ‘

My, PatrersoN, Nevertheless, they ought to be better controlled than

they are.
Senator Vanpensera. They cannot be reached through a renegotia-

tion process. They have to be reached in some other way.

[
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Mr. ParrensoN. That is right.

Senator WarsH. Senator Capper. L.
Senator Carper. I want to say that the bulk of the complaints, in the

correspondence I am getting, is that farm help is being steadily drawn
away from the farms because of the fact that they are offered two or
three times as much pay on these war projects, in the war plants, and
they are seriously alarmed about that situation.

Mr. PartersoN. I can’t predict that anything we do on adjustment
of prices could cure that, That is a problem, too,

enator WaLsH. Senator McKellar.

Senator McKeLLar. Mr. Secretary, you spoke of being opposed to
the fixed percentage. You will recall that before the Committee on
Appropriations of the Senate, a substitute was offered for the House

rovision, a sliding scale percenmf;e, but as I understand it, your
epartment is also opposed to a shding scale percentage of profits
as well as the fixed percentage.

Mvr, PATTERSON. Yes, sir.

Senator McKerrar. Yes, Iam sorry I interrupted you.

Mv. ParrersoN. That is all right.

Senator WaLsx, What kind of contracts is the Army making? I
assume you are still making some competitive-bidding contracts?

Mur. ParrersoN, Very few. ‘

Senator Warsa, What are the different types?

My, ParrersoN. We have been instructed by the War Production
Board to resort to negotiated contracts rather than to the advertised
bidding contract. . :

Senator Warsit. How about contracts of the cost-plus-a-fixed-fee?

Mr, ParrersoN. We have those,  We do not care for those and our
policy is against it.

Senator WaLsn, The Navy is using that contract in the construc-
tion of bases other than on the continent of the United States and it
has worked out, apparently, pretty well. I think the post-plus-fee
averages about only 4 percent; but it is only applicable to construc-
tion outside of the continent of the United States.

Mr, Parrerson. We don’t like the cost-plus-fixed fee contract. Our
policy is against it. We have discouraged it with all of the supply

services, - . .
Senator Warsu, Practically all your contracts are negotiated-price

contracts? )
Mr, Parrerson. As far as we can make them. The air force have

many cost-plus-fee contracts.

Senator Vanpensera. What is your comment, Judge, on the often-
repeated charge that the result of renegotiation is virtually to reduce
al contracts to a basis of cost-plus-fixed-fee? -

Mr. PartersoN. There is some merit in that. We have an amend-
ment which we suggest and which we think will overcome that
objection. ‘

Senator Vanpensera. All right.

Mr. ParrersoN. And which will give the Secretary power to agree
upon a fixed price without renegotiation for a limited Eeriod of time,
say 4 months or something like that, which will furnish incentive, we
believe, for the reduction of costs.

Senator WaLsH, You may proceed.
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Mr. Parrerson. On the other hand, a fixed-limitation on the rate
of profit based on the volume of sales will tend to discourage reduc-
tions in costs and prices. Thus a low-cost, low-price producer will
have & smaller dollar volume of sales than a comparable but less
efficient high-cost producer and under a profit-limitation based on
sales will therefore be entitled to a smaller maximum profit. Since
increases in costs and prices will raise the permissible profit, the pro-
posal suffers from the same vice as cost-plus-a-percentage-of-cost con-
tracts which Congress has forbidden. Of course, the relation is less
direct and immediate, but it is nevertheless present and would seri-
ously hamper the efforts by the services to keep costs down in order
to reduce public expenditures and to foster efficient use of manpower
and materials.

(2) Uniformity: In the second place, a flat percentage limitation
does not really achieve its prime objective of uniformity of treatment.
Although it aﬁows a fixed uniform percent of profit on gross sales, this
will be most unfair as applied to the diverse types of business engaged
in war work. It takes no account of the fact that in different lines of
business the same volume of sales may require widely different amounts
of capital, skill, and work, depending on the rate of turn-over or produc-
tion, the nature of the article or service, and similar factors. Moreover,
some will be using Government facilities and others their own; some
will be Government financed either-through advance payments, direct
or guaranteed loans, or cost-plus-a-fixed-fee contracts. The same
maximum rate of profit for all will necessarily be unfair to many, and
the diversities in war production are so great that classification even
according to industries would not be feasible.

I think that it is evident that the people who make uniforms or shoes
or caps have not at all the same problems as people who are making,
perhaps, some new device, some new fire-control equipment or appara-
tus, and trying to classify them all together and make them all entitled
to the same percentage of ultimate profit would not be fair.

Renegotiation, however, is sufficiently flexible to cope with this di-
versity. In negotiating to eliminate excessive profits and to adjust
prices, the various relevant facts can be taken into account in each
case. It is true that the very flexibility of renegotiation makes com-
glete uniformity and certainty almost impossible and the necessity of

ealing with cases individually creates a serious administrative burden,
While recognizing this we feel that the benefits and advantages of
renegotiation outweigh these disadvantages and make it preferable to
other methods proposed.

I am still speaking on the flat limitation of profits.

( 3{ Maximum becomes minimum : Thirdly, by specifying a percent-
age the fixed-percentage limitation implies that contractors are entitled
to receive that rate of profit.

If the rate is fixed high enough to be fair for certain contractors, it
will allow others a much larger actual profit than they have heretofore
been permitted. Inevitably they will seek to increase their rate of
profit to the statutory maximum. This is especially objectionable where
the maximum rate is based on profits after all.other taxes including the
excess-profits tax. Thus, in order to have the maximum rate of profit
after such taxes, a_contractor would often have to obtain many times

that rate of profit before taxes.

3
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I believe, that if you arrived at a figure, say of 5 percent after taxes,
that might be 50 or 60 percent before taxes, which would be, we belicve
a very exorbitant profit, and also would get the War Department all
mixed up with taxation questions, and we think that taxation is a
common burden imposed by Congress on all alike, and should not be
taken into account by the War Department when it makes its contracts
for war material.

Any suggestions that are made by contractors of what will be left
after taxes we always avoid discussing and tell them we won’t go into
that at all. That is like a man demanding a salary which will leave him
(sio much after income taxes, which we do not believe can possibly be

one,
Senator Wasn. It is your judgment, that if any provision of law is
adopted, limiting profits to a percentage, a particular percentage, it
would have to be adopted by the Treasuryé

My, Patrerson. Yes, sir.

Senator Warsu. So as to apply the tax principles and the deduc-
tion principles that the Treasury works out in determining income?

Mr. ParrERsoN, Yes, sir.

This would tend to force up original prices. This is another dis-
advantage flowing from the attempt to apply a uniform standard to
widely varying conditions. On the other hand, when prices are ad-
justed in the light of all the facts of the particular case, this problem
does not arise,

(4) Discriminatory: Another objection particularly applicable to
some of the suggestions made is that they discriminate against war
contractors,

If, for example, a profits-limit tax is applied only to war business,
it may tend to discournge producers from entering that field if
civilian i)r()(luction remains more profitable, for it will cbviously be
impossible by the tax statute to insure a proper adjustment between
profits in war industry and civilian business. Since renegotiation
applies only to war contractors, it may also seem discriminatory to
the same extent; but the em]l)husis is different. Civilian business is
subject to price control by the Office of Price Administration, and
renegotiation is an equivalent in the military field.

As I have said, we are seeking as far as possible to renegotiate to
adjust prices for future performance and prevent excessive profits
from accruing, and our proposed amendments are designed to extend
this policy. Moreover, 1t is essential to have some method for revi-
sion of prices for military equipment from time to time. Indeed
even before the statute was ndlopted the uncertainties in pricing and
costs made such provisions necessary in many of our contracts.

Senator McKernanr, Mr, Chairman,

Mr, WaLsu. Senator McKellar,

Senator McKrLrar., Mr. Patterson, could I ask you there, to ex-

lain the last statement you made? You may be doing it right now,
Eut if you are not, I would like for you to explain how the renegotia-
tion affects the future contracts. Ifor instance, if you make a con-
tract for some new product that the Army needs and neither the
Army nor the contractor knows what a fair and equitable price
would be, but after it is tried out for a short time, both the Army
and the contractor knows what a reasonable profit would be, then
such a renegotiation operates to fix a reasonable price for the larger
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manufacture, or the greater manufacture, for such guns or other
implements of war, does it not? :

Mr. ParrersoN. Yes, sir. I think the typical case would be one
where we were buying & lot of machine guns, buying them from a
producer who had never made machine guns before. )

- The contract will have, say, a year and half a run. The quantity of
machine guns under it may be enormous. The contractor figures in all
kinds of contingencies that may affect his costs and figures them in over
a period of time, not only as of that moment but what he thinks they
n..'y be a year and a half hence. .

'The result of that is generally a high price. It seems to me that if,
after 6 months’ experience under that contract—by that time the pro-.
ducer will have gone into volume production, which always brings down
costs—if at the end of the 6 months the price can be adjusted—adjusted
downward to the advantage of the Government—based on. the experi-
ence the contractor has hag over the first 6 months of performance, and
adjust it down to what his costs have actually proven to be rather than
as to what might be estimated to he before he got into the business, it
seems to me that we would be in the best possible situation.

I don’t see that the contractor has any complaint on that. I don’t
think the War Department has any complaint on it.

Senator Vanoensera. May I ask a question regarding the particular
example that you have just cited ?

Suppose this manufacturer is forced to put in special equipment and
make a special expansion of his plant in order to accept this contract
which you want him to take. When you figure his costs, do you allow
him to include any reserves?

Mr, Parrerson. Yes, sir; so far as that apparatus cannot be converted
to ordinary civilian business, we do; yes, sir. v

Senator VaNpENBERG. Do you recognize as elements of cost the ordi-
nary normal reserves, which are recognized as essential in the operation
of conservative business?

Mr. ParTersoN. Yes, sir.  'We have had trouble with several con-
tractors—and they had a fair point; it has not been worked out entirely
yet—as to what would happen on the termination of the contract, if the
war should come to an abrupt end and that contract should still be in
existence. The contractor is bothered by the costs he has incurred in
installing special apparatus for the performance of that contract—
apparatus which is not of a nature that he would ordinarily use in
conducting his ordinary civilian business. Several have expressed
apprehension of where they would Le left if that would happen, We
are trying to work that out with them now. Our normu} clause on
termination, as you doubtless know, reimburses them for cost of mate-
rials and labor already incurred, and gives them a percentage of profit,
depending upon the stage of the contract at the time of termination.

f it was half done, half of what he In'esumubly would have made
if the contract had been completed. There is some fear by some
contractors that they are not being taken care of for some -of that
building construction or special machinery costs. That is, in the con-
tin‘i’mncy of an abru[l)t termination of the tontract.

o were told by the War Production Board some months ago not
to allow the element of reconversion. With respect to conversion, yes;
but not reconversion, but to cast that upon the business that was

.

s
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expected to be continued by him with civilians later on. That is now
being rexaminea.

Senator Vanpe.ssera. Have you encountered any reluctance on the
part of war contractors to take your contracts because of what they
deem to be an uncertainty inherent in the Renegotiations Act

Mr, ParrersoN. I don’t know about that. Have you, Colonel
Browning? ‘

Col. Aisert J. BrownNiNg (Director, Purchases Division, War De-
‘partment). We have had one or two, but in those cases by explain'ng
what we planned to do on this revision of the bill, they have gone
ahend and taken the contracts. .

Mr. ParrersoN. We have encountered resistance toward renegotin-
tion itself,

Senator VANDENBERG. Yes, - .

Mr. PATTERSON. But,,thaﬁ‘ié“’i‘lét”éﬁﬂmg%l with the placing of new
business, PP Gy, .
_ Mr. Brown~rng:' I don’t know of a sin%le contiact that has not been

signed as a regitlt of that Renegotiations Act. AN

Senator VANDENBERG. I have heatd many contracfors fomenting in

their beard$ on-the subject, & g b
Mr. PgrTErsoN. Yoil melin renégotiation ? i,
Sennﬁér VANDENBERG. Ygs. - 4 i,
Mr. Parrerson::Yes; I hinve, too: .

ERET “;
Sengtor CoNNarry, Mr, Ghaizman, may I askene questiof ¢
Senftor Warsu. Yes, {47 Lo W
Serjator CoNNaLLy. When this mattpr.was up in the committee,
therefjvas consitlerable said about:gliminnting‘from renegotifjtion pur-
chasel of raw' materialy.i Have you dny views to submit gh that on
the thigory they Were bagit and iti%ould relieve you of a lotfof work?
_Mr.tParrersoN. The” War Department bélieves that, ifi defining

“subcotitract” materinl men should be éliminntg%. It will more or
less help. us on our administrative burden, andi'also becatise of their
being subject to O. P. A.prices—-O. B, Agprice ceilings anyway.
ll3ut there'isn’t complete tiniformity between the diffepent services on
that point. “'(751 . N e ¥ : o '

Segator MéKerrar. Have you an amendment on-that point§
_ M. PaTtersoN: Yes, sir. I will come to that. # C

Senator Vanpenikrg, May I ask one thing“further, Judge$

The complaint was' midein. the.full*¢dmmittee the other day that
“renegotintion” is a misnomer in connection with this process because
renegotiation infers freedom of action on the part of goth parties to
the undertaking. What show does a contractor. have when he enters
renegotiations and when you announce what you think ought to be
the renegotiation base? . .

What would happen if he said “No”?

Mr. ParrersoN. That is a matter on which the original statute. is in

some ambiguity, . - _
“Renegotiation” in and of itself implies an agreement, mutual agree-

ment, o
. ‘Now, the provision about recapture that is in 403. may have an-
other significance. You can argue that it means “move in.” I myself
believe that renegotiation is mutual. Of course, we have various
weapons we can use. We can, I suppose, cancel the contract and place

17629—42——2
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a compulsory order with the producer at what we call & reasonable
price. We can, I suppose, report the case to the people up here as a
case to be taken up. We can do that, but I don’t think that that is
desirable. Or we could withhold future business, on renewal of a con-
tract, from a contractor who had not been what we thought was reason-
able on renegotiation.

Senator Vanbenpera. I think you have ample weapons to proceed,
as I have indicated. I am just wondering, just in cold reality, whether
the contractor isn’t totally at the mercy of your negotiator’s judg-
ment.

My, ParrersoN. Well, we have recoveries now already consum-
mated, or far under way, of $600,000,000 in War Department alone on
Erice adjustment, and I do not think in any of those cases there has

een any real controversy with the contractor. It has not been an
important element in actual practice under the act.
enator VaNpeNBERG. If there was a controversy, you would win,
wouldn’t you?

Mr, ParrersoN. I hope so.

Senator VANDENBERG. Yes,

Senator ConnNaLLy. Isn’t it a fact that you are just as much inter-
ested, and probably more so, to get this stuff and have these contracts
executed, as the contractor?

Mr. ParrersoN. Yes,
Senator ConnNarLLy. And therefore there is no motive on your part

to squeeze them to the point where they can’t go on and produce and
live under the contract?

Mr. ParrersoN. That is true. We have raised prices for some con-
tractors, where it was evident that the price fixed in the beginning
was too low and the man was going to be forced out of business, It is
not to our interest to see him forced out of business. ‘

Senator CoxNarLy. Yes. Your natural approach would be to fix
a price at which he could deliver the goods.

Myr. ParrersoN. We have to do that. We are more interested in
getting the goods than anything else. .

Senator Vanpbensera. If you will allow me, that is not quite the
point of the inquiry which I was making. )

Senator ConNaLLy. Noj; I see your point, Senator.

Senator VanpenBere. The impasse I am talking about does not
involve any suggestion of intentional unfairness or duress on the
part of the War Department. It involves this age-old argument
over what appropriate reserves should go into costs and, as I stated
a moment ago, to what extent reimbursement at the end of the con-
tract shall be included as part of the costs. There can be such a
legitimate difference of opinion on that subject, and it is at that
point where, it seems to me, the contractor’s judgment is pretty im-
portant to maintaining himself in business and at that point, he
really has to take your judgment.

Mr. ParrersoN. We have not gone into renegotiation on the basis
of getting down to the last cent. We have tried to stick to very
broad lines. We don’t do a great deal of auditing. I don’t know
that we do any, in fact. If a contractor comes in with his financial
statements and his cost analyses certified by thoroughly reputable
people, we have no reason to doubt it and we accept it as it is and

take those to be the facts. !
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Senator McKrLrAR, May I ask the Secretary another question?

Senator WarsH. Yes; certainly.

Senator McKeLrar, With regard to these differences, in regard to
renegotintions, have any of these differences, in your judsment,
slowed down war production in any way ¢

Mr. ParrersoN. Noj they have not.

Senator WavLsH, You may proceed.

Senator ConNaLLy. May 1 ask a question, Mr, Chairman?

Senator Warsn, Certainly.

Senator CoNNaLLy. I assume that the basis for this legislation we

assed was that Congress has the power—there is no constitutional
mhibition against the Congress passing an act that would, in effect,
abrogate a contract—I mean, impinge on the contractor—since the
constitutional inhibition is only against the States. They shall pass
no law to interfere with obligations under a contract. Is that right?

Mr. ParrersoN. You will have to excuse me from answering a
question of law, Senator.

Senator ConNaLLy. I understand you are not on the bench now.
When you left the bench, you left your law with it, sir?

Mr. Parrerson. I have to confess I did.

Senator ConnarLLy. Well, I don’t think you did, but I will accept it.
I have a very high regard for your legal ability as well as your ad-
ministrative and executive ability.

Senator Warsn, You may proceed, Mr. Secretary.

Mr. Parrerson. Contractors making unfamiliar articles or using
new processes Inck the data for fixing fair prices, and renegotiation
on the basis of experience often provides the only feasible method of
dealing with the situation. Even if the statute were repealed, the
duty of supervising prices of contractors and subcontractors will
still remain and would have to be performed by the services as part
of their procurement function,

In pointing out our reasons for believing that renegotiation with
the suggested amendments is preferable to a fixed statutory profit lim-
itation, we do not wish to be misunderstood. The problem of con-
trolling profits, costs, and prices is an extremely difficult one, and no
method of handling it is ideal or free from objections.

Thus the very flexibility of renegotiation in dealing with the wide
diversity of conditions makes complete uniformity and certainty
almost impossible, and the necessity of dealing with cases individually
creates a serious administrative burden. We can only say that we feel
that the benefits and advantages of renegotiation outweigh these dis-
advantages and make it preferable to other methods proposed.

So far as possible, we are secking to meet the objections to the method
by amendments which we are proposing and by impartial and fair-
minded administration. If, hereafter, we become convinced that the
task is too great to be done with reasonable equality of treatment, we
will ask for further corrective measures or for substitution of other
means.

As T have already said, we feel that certain amendments to the
statute are desirable at this time, and will improve it and remove
many of the objections now made to it. These amendments are in-
tended in large measure merely to eliminate existing doubts and un-
certainties concerning the present procedures of the Board. At the
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same time they are designed to make the statute more flexible and
workable as a means of reducing excessive profits, prices, and costs
and of promoting greater efliciency in war production.

Broadly speaking, the amendments fall into four groups:

(1) Those dealing with the procedure of renegotiation;

(2; Those dealing with the restrictions on negotiation;

(3) Those dealing with contract provisions, and

4) The definition of “subcontract.”
enator Vanoensera. When you say “to make the statute more flex-

ible,” you don’t mean you are inserting any more new uncertainties,

do you?
Mr., PartersoN. I hope not.

I. RENEGOTIATION PROCEDURE

In their work thus far the Price Adjustment Boards have developed
certain proeedures and practices in carrying out renegotiation, It is
believed that these are consistent with the terms and provisions of
the statute, but some of them are not expressly authorized. In the
interest of certainty it seems desirable, therefore, to amend the statute
to cover these procedures and practices expressly, by authorizing over-
all renegotiation, by clarifying the methods of eliminating cxcessive

rofits, by directing credits for excess-profits taxes and by authorizing
nal agreements. The reasons are briefly as follows:

(1) Over-all renegotiation; At present when a contractor or subcon-
tractor holds a number of war contracts or subcontracts it has been
found desirable to renegotiate with him to eliminate excessive profits
on these contracts or subcontracts as a group on an over-all basis
instead of individually. Excessive profits can be determined more
quickly and accurately by an over-all study of a company’s financial
position and the profits, past and prospective, from its contracts
taken as a whole than by analyzing each individual contract on a
unit-cost basis. In addition, this greatly simplifies the work of the
board and of contractors by reducing the number of renegotiations and
by avoiding the necess'ty of allocating costs nmon§ the various contracts
to determine the profit on particular contracts. It is believed that this
method carries out the purpose of the statute, but it might well be
expressly authorized—and so an amendment so provides. :

Senator VANDENBERG. Are you proposing simply to authorize it as
an option, or are you proposing to set it down as a standard practice?

Mr. PatrersoN. Standard practice, except in special cases. 1t is more
convenient, We believe the contractors prefer it,

Senator Warsu. In other words, your policy is to deal with the con-
tractor rather than contract by contract?

Mr. ParrersoN. For a fiscal period rather than contract by contract.

Senator Vannensera, Would any contractor have contracts with the
Navy? Department, the Maritime Commission, and the War Depart-
ment

Mr. PaTrersoN. Yes,

Senator VaNpENpera. Do you renegotiate for all three?

Mr. Patrerson. It is according to who has the {n‘edominant interest.
The contract is allocated to a particular service—the Navy or the Army
or the Maritime Commission—and that agency deals for all.

i
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Senator Vanpennera. And do all of these various agencies operate

on a common standard of practice?

Mr, Parrerson. By and large they do.

Second—methods of elimination: I am still speaking now on the
renegotiation-procedure amendments,

The statufs now provides for eliminating excessive profits by with-
holding or 1+ covery.

Senator Vanpennera. Before you go to that, let me ask you about one
complaint I have heard. I have heard the complaint that, in some
instances, your renegotiator would take into account the entire unit
-operation of a factory, even though 25 percent of it was still doing com-
mercial work, Would that be true?

Mr. Parrenrson. No, sir.  We try to confine it entirely to contracts
with the military services, and the Y)roﬁts from such contracts, unless
the contractor consents to a broader base.

Senator Vanpenserg. In other words, your policy is: If a manu-
facturer still has civilian work, you eliminate that factor in your calcu-
lation of costs as a basis for renegotiation ¢

Mr, PattersoN. Yes, sir.

Se?nator WawsH., I suppose it is a factor in determining the overhead
-cost
Mr. PatrersoN. Yes; we would have to split those between the two
classes of business, but it is preferable by far than taking contract by
contract and trying to allocate everything to that,

Senator VanpeNBEra. Under no circumstances do you try to control
the civilian end of the operation ?

Mr. PatrersoN. No; we have no right to do that.

With respect to prospective groﬁts it is often practical and desirable
from the point of view of the Government and the contractor to elimi-
nate such profits by reductions in the contract price or by revision in
‘the contract terms instead of by recapture or refund. In the case of
subcontracts, the fear has been expressed that even though the price
reduction is made as agreed, the subcontractor might still be liable
for the excessive profit if for any reason the Government failed to
receive the benefit. While this construction seems improbable, the
‘possibility should be removed.

(8) Offset: At present the statute makes no express provision for
offsetting excess profits taxes paid by a contractor against any amount
of excessive profits found to exist by renegotiation under the statute,
In the absence of such offset the contractor would be forced to pay
twice, once in the form of taxes and the second time by refund of
-excessive profits, While it seems plain that Congress did not intend
such double liability, it would be better if the statute directed the credit
for excess profits taxes paid.

And that is the construction we have been operating on.

Senator VANDENBERG. You think that should be written into the law?

Mr, Parrerson. Yes; I think it would he better.

Senator Vanpennerg. The Treasury Department’s attitude was that
it would be preferable to have it handled by interdepartmental agree-
ment, with which I heartily disagreed, and concur with your point of
-view, T think it should be in the statute itself.

Senator McKrrLar, Mr. Chairman——

:Senator WarsH. Senator McKellar,
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Senator McKeLrar. I know it was intended that that should be the
construction placed on the act, but 1 think—by all means—it ought to
be put in the act so that it will be clarified.

Mr. PartersoN. I come now to quite an important amendment,
which relates to final agreements, )

(4) Final agreements: When a contractor or subcontractor has re-
negotiated in good faith and agreed to eliminate any excessive profits
found as a result of such renegotiation, he is clearly entitled to assur-
ance that the matter will not be reopened at a later date. The statute
does not provide expressly for any final clearance for liability for
excessive fn'oﬁts. The War Department, however, gives clearance for
the period covered by the renegotiation, either at the time of renegotia-
tion or after the end of the period, and it is believed that this is the
proper construction of the act.

This is obviously of the utmost importance to contractors and sub-
contractors, and the power to give c{eurunce aids in reaching agree-
ments with contractors. The amendments specifically authorize such
final or other ngreements for a past or future period. Thus by such
an agreement, the secretary may fix firm prices for a reasonable time
in the future when he thinks it poper. This matter is so fundamental
that it should not be left to interpretation.

We find an attitude on the part of producers fearful of bein
called back again a year hence to renegotiate for the very perimﬁ
and the very subjects that have already once been settled by renego-
tiation. We believe that we ought to give them the assurance that,
when we once renegotiate, the matter is closed for that particular
subject matter and tﬁat particular period.

Senator Vanpensera. I think you are right at the heart of most
of the uncertainty and the criticism. Are you proposing merely that
you should be given authority to make closed agrecments, or are you
suggc(zis;mg that you should say that there will be one renegotiation

110 .
peMr. ParrersoN. How is that phrased in the act.?

Mr. Wituiam L. Marsury. (Purchases Division, Legal Branch,
War Department). We are simply providing that we may give final
agreement.

Senator Vanpensera. Would it be possible to go further than that?

Mr. PatrrersoN. We think it should be made discretionary with the
Secretary. There may be cases where you can’t do it enough. You
can do it in a tentative way and it might be absolutely prudent to
have a reexamination later; but in a proper case, where all elements
are known, and where we do intend to make it final, I think it should
be clear that the Secretary has the power to make it final.

Senator Vanpensera. Are you talking about clearance for the en-
tire life of the contract, or clearance for just 1 year and then another
renegotiation,

Mr. ParrersoN. The latter.

Senator Vanpensera. You are talking about clearance for 1 year?

Mr. Patrerson. It takes two forms, and there is another amend-
ment which I will discuss in a minute. For the past, say, for the
first 6 months of 1942, that period is past. We can renegotiate on
that and fix what profits actually are determined to be, There is
another phase of it and that is when you make a contract initially we
believe tﬁat the Secretary ought to have the power to provide that,

i
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for the first 6 months, or the first 4 months or 3 months, any period
of performance under that contract, the price shall be firm, and that
after that ]l)eriod, at the close of that period, the price should be
subject to adjustment or renegotiation.

We think that in proper cases, the contractor has a good point of
wanting a fair amount of assurance for the beginning of his operation,
and then at the close of the first 6 months, when you came to adjust that
price, you could adjust it firm for the next 6 months, and leave the
balance for further revision. That becomes an incentive for effective
performance, eflicient performance, and economical performance on
the part of the contractor; and, if it is not for too long a period, you
probably can figure out the profits with fair certainty during that
short period of time,

Senntor VANDENBERG. As a matter of practice, is it necessary to re-
negotiate as often as every 6 months?

Mr, PartersoN. Noj I do not believe so.

Senator VANDENBERa. As a matter of practice, what would be the
average life of a contract?

Mpr. Parterson. I think, when we get together on renegotiation now,
the period is usually a year. Isn’t that right?

Colonel Browx~ing. That is right.

Mr. ParrersoN. But it might be on one of these prospective things
you would want to do it that way.

Senator Warsm. Senator McKellar,

Senator McKerrar. Mr. Secretary, your recommendations with ref-
erence to this matter of renegotiation are based on your actual expe-
rience under the act?

Mr. Parrerson. Yes, siv. Mr. Karker, the Chairman of the Price
Adjustment Board of the War Department can, I think, go into con-
siderable detail, and very interesting detail, which I do not have at
my finger tips.

Senator Warsn. Of course, this final agreement would not give
immunity to the contractor against fraud?

Mr, ParTERSON. No, sir.

Senator WaLsH. Senator Clark,
Senator Crark. You may have covered this before I came in, Mr.

Secretary, but one of the things that the contractors complained of
most bitterly was the situation of a contractor who, under the statute,
is theoretically liable 3 years after the end of the war.

Mr., Parrerson. We are suggesting a statute of limitations in these
amendments,

Senator CLark. Those firms claimed that they might go ahead and
pay their taxes, dispose of their dividends, and then %e liable later on.

Mr, PatrersoN. We )ro‘)ose a statute of limitations which will give
relief against any far-fetched renegotiations in the distant future.

II, RESTRICTIONS AND LIMITATIONS

1. Exemptions: As I have already stated, the War Department
feels that 1t is essential to preserve and strengthen the incentives of
contractors to reduce costs and maintain efliciency, The threat of
renegotiation to recapture the profits for past periods frequently tends
to undermine this incentive to a serious degree. The experience else-
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where indicates however, that it is possible to make contracts which
prof\i'ide such incentives and still prevent serious danger of excessive
rofits,

P Thus, in England various forms of incentive or target price con-
tracts with periodic revision of the contract price for the next period,
in the light of actual experience with production have been success-
fully used for this purpose. By means of such agreements the con-
tractor has the usual incentives to keep his costs constantly at the
lowest possible level and at the same time the Government receives
the benefits of the increased efficiency through lower prices at periodic
intervals,

Under the statute in its present form, it is not possible to make such
contracts at firm prices not subject to renegotiation,or recapture,

This is the point we discussed a moment ago, Senator.

The War Department is therefore proposing an amendment to
authorize such contracts by allowing the Secretary to exempt a con-
tract or subcontract from renegotiation with respect to a portion
thereof or for a specified period or periods, if in his opinion, the por-
visions of the contract or subcontract are otherwise adequate to pre-
vent excessive profits, We believe that this limited discretion is essen-
tial in order to foster the greatest possible efficiency in production.

Several other amendments relate to the exemption from renegotia-
tion of certain prime contracts and subcontracts where it is inappro-
griate. The provision should not be required in contracts with other

‘ederal or local governmental agencies or a foreign government.
Likewise, the Secretary should be permitted to exempt contracts from
renegotiation when the profit can be determined with reasonable cer-
tainty when the originai price is agreed on. Contracts of this type
include those for personal services, for the purchase of real estate or
perishable goods or for commodities at a minimum price fixed by a
re%t‘;latory ody, and contracts to be performed in a short period.

e have instances of contracts to be performed in 30 days, contracts
for stable commodities. We buy a lot of fresh vegetables at Army
posts. Some of them do run into substantial sums of money-but they
are at the current figures and we do not believe that Congress ever
co‘ntc(aimplated that contracts of that kind would actually be renego-
tiated.

Contracts to be performed outside the United States also often
present special difficulties for renegotiation.

We had to make a contract with respect to some railroad construc-
tion work in Persia, and I understood that the contractors, or sub-
contractors, I guess they were, out in Persia, did not relish the idea of
renegotlation. It is a pretty far-fetched business. But I am not
sure we do not have to put a renegotiation clause in that contract.
Some think we do and some think we do not, but we would rather
have the power to leave those out.

Senator VanpenBera. Does your suggestion go to the extent of
eliminating the lend-lease contracts from renegotiation ?

Mr. ParrersoN. No, sir; only those made with foreign countries.
Our lend-lease contracts are made with our producers here. We treat
those exactly like our own supply contracts.

.In the opinion of the War Department, the Secretary should have
authority to exempt contracts of these types from renegotiation when-

}
s
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ever he thinks it justified. Finally, for administrative reasons, we
propose that contractors and subcontractors whose aggregate sales
for war purposes are less than $250,000 in a fiscal year should also

be exempt, .
That 1s also for practical purposes, to try to keep down the admin-

istrative load. )
2. Time limitations: And these are the ones that you mentioned a

moment ago, Sznator Clark,

One of the objections most frequently made to the statute by busi-
nessmen is based on the fact that contracts remain subject to renegotin-
tion until 8 years after the war. In part, this objection will be met
by the proposed amendment specifically authorizing final agreements
discharging any liability under the statute. But to meet the point
completely other provisions are required,

Two of the proposed amendments are intended to do this. One

rohibits rencgotiation after 1 year from the close of the fiscal year
m which the contract or subcontract was completed or terminated.

Senator Vanoensera, Will you read that again, please?

Mr. ParrersoN. One prohibits renegotiation after 1 year from the
close of the fiscal year in which the contract or subeontract was com-
pleted or terminated. The other authorizes a contractor to file finan-
cial and cost statements for a fiscal period and obtain clearance under
the statute unless the Secretary begins renegotiations within 1 year
thereafter. Together these limit to a considerable extent the period
during which a contract remains subject to renegotiation.

III. CONTRACT PROVISIONS

Certain changes are suggested in the provisions required to be in-
serted in contracts and subcontracts primarily to set at rest certain
fears and doubts of contractors and subcontractors from some of the
present language, and to conform to the changes already discussed.

These clarifying changes include amendments to make clear that
excessive profits may be elfiminated through a reduction in the contract
price or otherwise as the Secretary may direct, and need not be recov-
ered if so eliminated; that a contractor or subcontractor may be re-
quired to refund excessive profits only if they have actually been paid
to him; that the Secretary may fix a period or periods for renegotia-
tion in the contract and in this way prescribe a shorter statute of limi-
tations on renegotiation ; that a contractor is liable for reductions in
the subcontract price only if he receives the benefit of the reduction;
and that a surety under a contract is not liable for excessive profits
upon renegotiation. In addition, there are a few other changes of a
purely verbal nature involving no questions of policy.

In connection with the amendment already discussed, the proposed
revision authorizes the Secretary by the contract provision to exempt
the contract price from renegotiation during a specified period, if in
his opinion the other provisions of the contract are adequate to pre-
vent excessive profits. The reasons and policy behind this have already

been explained.
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1V. SUBCONTRACTS

A final problem concerns the subcontracts within the statute. Since
the act applies to all “subcontracts” but does not define that term, con-
siderable uncertainty has arisen as to its correct meaning,

This is particularly important to contractors who are under a duty
to insert the renegotiation provisions in their subcontracts and must
determine which of their contracts and purchases require these pro-
visions. For this reason, and because disagreements between the con-
tractor and his suppliers over the necessity of including the clause
would delay procurement, the Army has included in its contracts a
definition of the term. This definition was adopted after study of the
administrative construction of the word “subcontract” under the Vin-
son-Trammell Act, and was made broad in order to give full effect to
the statute in view of its uncertainty.

Within the last month, however, the Board of Tax Appeals has
decided in a case under the Vinson-Trammell Act (Aluminum Com-
pany of America v. Commissioner of Internal Revenue), that the term
‘subcontract” as used in that act does not include materialmen or sup-
pliers of raw materials or standard commercial articles. As a result,
some contractors have objected that the present definition in use by the
Army extends the renegotiation statute beyond its intended scope.
Under the circumstances a definition of the term by Congress would
be helpful in clearing up this difficulty.

The War Department, Navy De[l)artment, and Maritime Commission
are all agreed that Congress should define this term in order to clear
up the present uncertainty, but are not in complete agreement on the
proper scope of a definition. The War Department feels that it might
properly exclude agreements for raw materials or standard commercial
fabricated or semifabricated articles. The prices of articles of this
character are subject to regulation by the Office of Price Administra-
tion and ave reasonably susceptible of such generalized treatment.
Any excessive profits resulting from increased volumes of such busi-
ness can probably be satisfactorily handled by the excess-profits tax.
If the contracts and purchases of these supplies and materials are ex-
cluded, renegotiation will be limited to prime contracts and to sub-
contracts with those doing specialized war work., In this field price
control by the Office of Price Administration is not, feasible without
seriously dividing authority, and impeding war production. Renecgo-
tiation, however, provides a method of price and profit control retain-
ing sufficient flexibility to allow for the wide variations in conditions.

Moreover with the field thus limited, a more effective job can be done
with respect to the contracts and subcontracts covered.

On the other hand, if purchases of standard products and raw
materials are included as subcontracts, the problem of administerin
the statute becomes much more difficult. The number of contracts an
contractors might be so large as to make it impossible to renegotiate
with all of them. For these reasons the War Department feels that
it is probably wiser to define the term “subcontracts” to exclude pur-
chases of raw materials and standard commercial products. Never-
theless, we believe that & uniform definition should be adopted, and
are of the opinion that we can operate under a broader definition as
favored by the Navy and the Maritime Conpmission.

i
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I might just say that we favor the narrower definition of “sub-
contract” but we aren’t stubborn about it.

Senator Vanpensere. Would it be appropriate for you to indicate
the nuture of your disagreement with the Navy Department and the
Maritime Commission with respect to this definition?

Mr. Parrerson. I think they want to include everything, the Mari-

time Commission does.
Do you want the raw materialsf
Mr. F. M. Brabrey (counsel, Price Adjustment Board, Maritime

Commission). No,

Mr, Parrerson. I had better not speak for them, ~

Senator Warsu. First of all, may I ask, Mr, Secretary, whether
or not the amendments proposed on September 22 are the same as
you are now proposing ?

Mr. MarBury. Not entirely.

Senator WarsH. The verbiage has been changed and therefore, for
the purpose of the record, we ought to take your present verbiage of

these amendments, )

Mr. Marnury. Yes, sir.

Senator Warsu. Now, Mr. Secretary, Mr. Forrestal says in his let-
ter about this, the following:

This is a new paragraph deflning the term “subcontract” and differs from the
definition submitted by the War Department. The definition of the War Depart-
ment excluded orders or agreements to furnish (1) raw materials; (2) standard
commercial fabricated or semifabricated articles ordinarily sold for civilian use,
and (38) articles for the general operation or maintenance of the contractor’s
plant. It is the opinion of the Navy Department that it was the intention of
Congress that excessive profits should be removed from all war contracts irre-
spective of whether such contracts were of the character referred to in (1) and
(2) nbove. For this reason, the Navy Department has proposed a definition of
subcontract which Includes virtually all contracts made with prime contractors
of the Government, It is our opinton that this dcfinition ic in accord with the
suggestion of the chalrman of the Maritime Commlission a8 cuntained in his letter

of September 22, 1042, to Senator George.

That defines the distinction between your views and those of the
Navy Department and the Maritime Commission,

r. Parterson. That seems to show the difference in view between
us and the Navy and the Maritime Commission.

Senator Warsn. Any other questions?

Senator Vanoennrre. I understood the Maritime Commission to say
they did not object to excluding raw materials. Is that correct?

Mr. Braprey. That is correct.

Mr. Parrerson. Well, standard commercial articles, that would in-
clude a motor of exactly the same kind as used in an automobile, or
something like that. I don’t believe that a contractor who subcon-
tracted for the purchase of one of those engines or motors, if it is a
standard, ordinary standard article, should insert a renegotiation
clause in his contract with a subcontractor, but we will abide by your
decision on it.

Senator €r.ark. What about personal services, are they exempt?

Mr. PatrersoN. We recommend that the Secretary be authorized to
exempt contracts for personal services, Of course, most of them will
come below the minimum,

. Senator Crarg. I understand.
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-Senator Warsi. Judge, have the contractors with whom the Army
has been dealing had an opportunity to sce these amendments and to-
express an opinion upon them?

Ir. ParrersoN. No, sir. '

Senator Warsu, So they were not consulted and their opinion was
not available when these amendments were made?

Mr. Parrerson. That is true. We didn’t discuss them with the
contractors.

Senator WaLsx, Have you found a distinction between the con-
tractors with whom you have made contracts since the passage of
section 403 and the contracts entered into prior to that time?

Of course, now, and from the time of the passage of section 403, the
contractor has known that his contract is subject to venegotiation. .
He had no such knowledge before. Have those contractors who had
contracts before the passage of 403 resisted the attempt to renegotiate
their contracts?

Mr. ParrersoN, Largely not. At first, not at all. I believe that
within the last month or two there has been some resistance built up.
I think, as I said earlier, largely due to misinformation and misun-
derstanding about the policies and practices of the War Department
under the act and, in some measure, due to uncertainties in the act
itself, which we think these amendments will clear up.

Senator Warsu. You think section 403 is retroactive ¢

Mr., PartersoN. I believe it is worded that way; yes, sir.

Senator Warsi, Of course, it begins with a declaration, “In all
future contracts, this provision”——

Mr, ParrersoN. That is right, but then it has some other language
later on.

Senator WarsH. Yes,

Mr. PatrersoN. In conclusion, I will just say this, gentlemen, and
then I will be glad to answer any questions

As I have said, most of these proposed amendments merely give
explicit sanction to the procedure and practices being followed in
negotiation under the statute, These do not change existing policy
or purpose, Such clarifying amendments are desirable, however, in a
statute of such wide application and importance, in erder to remove
any doubts as to the power and procedure of the renegotiating boards
in carrying on operations, and to reassure contractors in their dealings.
with the boards. The more important of these amendments are the
amendment covering express authority for over-all renegotiation, and
the amendment providing for final and other agreements.

The amendment to allow exemption of contracts for specified
periods where the Secretary considers the other provisions adequate to
prevent excessive profits does involve a matter of {)olicy. Iror the
reasons tlready stated that is considered to he vitally important in
promoting the highest efficiency in production. Likewise the defini-
tion of “subcontract” involves questions of policy which Congress

should settle by statute,

These amendments do not, of course, solve all the problems under
the statute or answer certain basic objections made to it. They will,.
however, greatly improve it. If so amended, we feel that the act
provides a better method of dealing with the problems involved thare

any other now proposed.
’
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Senator VANDENBERG. Are there any major complaints, pretty uni-
versally held by contractors, which you have ignored in your recom-
mendations?

Mr. Parierson, Well, T do not think so. I think I discussed that
here.  Some of the objections rest purely upon misinformation and
misunderstanding, and unwarranted fears. &her objections—such as
the one that Senator Clark adverted to, that it left them open too long—
I Lelieve are remedied by the amendment suggested here, giving them
a shorter statute of limitations, wherein the matter ean be put at rest.

'The objection sometimes made that even after your renegotiation you -
still can be subject to further renegotiation covering the very same mat-
ters, is handled by an amendment giving the Secretary power to fix a
final agreement.

Senator Warsu, The telegrams which have come to me suggesting
repeal of this section, have come largely, it seems to me, from what I
muay describe as contractors supplying general supplies, general manu.-
factuvers, supplying general supplies to the Army and Navy, and not
from what 1 might describe as manufacturers of munitions, for ex-
ample. Have you observed a distinction between those two groups of
contractors as to their attitude?

Mr. Patrerson. Well, I have not, Senator, but perhaps some of my
people have.

Une amendment here would allow the Secretary to exempt from re-
negotiation, such contracts as those for staple commodities, things
where the profits are known or reasonable for them at the time the con-
tract is made. Take, for example, the purchase of a piece of land that
we buy for a camp, or for a munitions plant. It becomes an executed
transaction right sway. There is no extended time of performance,
I see no point in sticking into a contract like that a provision for re-
negotintion—although, in some instances, we would have saved money

by 1t, as you know, Senator.

Senator Crark. Yes. )
Mr. Patreuson. But, don’t hold those cases against us.  Those were

in the early stages 2 years ago, when the thing was not under proper
control. We haven’t got any of those cases now.

Senator WarLsar, I haven’t received many communications from those
who are manufacturing ordnance of one kind or another, which I as-
sume is a very heavy part of the contract worl of the Army. I haven’t
seen any protest against this section from that group.

Mpr. ParTersoN. 1 cannot say. That is a heavy part, of course, of

our work. L )
How much of our work is in aircraft and tanks alone? Or just

tanles? .
Mr. Brownixna. I would say a third,

Mvr, PatrersoN, I should think more than that.

Mr, BrowniNa. Ordnance is $40,000,000 alone.

Mr, ParrersoN. Tanks and combat vehicles are now the greatest
single category in ordnance, are they not?

1&1‘. Brownina. Yes, sir.

Senator Warsu. Senator McKellar,

Senator McKerrar, Mr. Secretary, would you be good enough to
furnish the stenographer with the amendments that your department
and the other departments think are wise and important, the one or -
ones that there may be any difference of view abouts .
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N Mr. Marpury. The amendments have been printed ; committee print
0, 3.

Senator Warsh. T was going to ask, for the purpose of the record,
that that committee print 3 be revised so as to have the language you
now desire to use in your amendments incorporated and put in the
record of today’s proceedings,

Mr, Marsury. That has been done, sir,

Senator Warsa. Very well,

Senator McKEeLvar, KII‘. Seeretary, I would like to ask as to one
other thing: I think I saw in some paper somethipg about an army
of examiners and administrators. Is your set-up fpr this work large
or small? '

Mr, Patrerson. Quite small.  Qur set-up, I shouid explain

Senator Warsa. That was explained in the general proceedings.

Mvr. ParrersoN, We have a price-adjustment board, War Depart-
ment Price Adjustment Board, which takes the larger cases and which
also supervises the work down the line. Now, in the supply services,
cach one of them has a price adjustment section, like the ordnance in
the Air Force.

The ordnance has price-adjustment sections out in the district of-
fices, like Detroit, Chicago, and Pittsbm‘g;h, and so forth. Their work
is supervised by the Price Adjustment Board, which also handles ini-
tially, and of its own accord, exclusively certain contracts of a—well,
notable cases either from size or from some striking feature about
them. We have no army of accountants or auditors. And I submit
that, if we get into a flat profit-limitation act, then we will have a
swarm of locusts, nccountants, bookkeepers, and auditors—and we
will then have a real bookkeepers’ war, which it is the policy of the
War Department to avoid.

Senator McKeLuar, Mr, Secretary, will you be good enough to put
into the record about the number that you have, and I wish the other
departments would do the same thing,

Mr. PartersoN. Can you give that, Mr, Karker?

Mr, Karker, Mr. Secretary, we have audited only three companies
out of the total number that have been brought before us on renegotia-
tion. At this time the number of employees probably totals between
350 and 400 for all the services.

Mr. PartersoN, How many have you in Washington ¢

Mr. Karger, We have 53 or 54—59,

Senator WarsH, These regional bouards are composed of a banker and
a lawyer and so forth, is that not true?

Mur. ParrersoN. No; I do not think so.

Mr. Karker, No limitation.

Senator Warsh. I got the impression that the Department desig-
nated the type of the men.

Mr. PatrersoN. We have never done that. It may be that the dis-
trict officer out there will think that that is a wise thing to do, but there
is no uniformity on that, Senator.

Senator VANDENBERG. Are these rencgotiators, by and large, men of
business experience ? ;

Mr. ParrersoN. Yes, sir. I have known some of them—although my
acquaintance had nothing to do with them getting on the board out in
the districts—but I can speak for their high caliber, and they are men
of industrial experience. A
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Senator Warsi, Now, do you desire to bring any facts to the atten-
tion of the committee, not yet brought out, in executive session

Mr, Parierson, No, sir. I will be glad, however, to answer any
yuestions,

Senator Warsir, I got the impression that there were some facts that
you might want to present to the committee in executive session,

Now, Senator McKellar, you desire to leave.  Would you like to be
heard tomorrow morning?

Senator McKerrar, That would suit me.

Senator Warsx. Do you want it in executive session or public ses-

sion?
Senator McKEeLLAR. Just as the committee desives, I do not see any
ndeessity of my being heard. I think the Seeretary’s statement here
has been so full and fuir and frank that I do not think there is anything
I need add.

Senator WarLsH. So we may assume then, that the Secretary has cov-
ered material that you would want to present?

Senator McKerLar, He has covered the material things and I have
examined the amendments and agree with those amendments generally.
There may be some small differences, but they do not amount to any-
thing. I think they will all be satisfactory to me. They will all help
the act and malke it fairer, juster, and easier of administration.

Mr. ParrersoN, I submit, gentlemen, the act, with proper amend-
ments and with fair administration, serves the interests of the con-
tractors as well as the Government, If you don’t have it and do not
try to follow instructions, you will have some scandalous cases. They
won’t be representative, but they will exist. And it is not in the inter-
ests of American business to have those cases displayed and let the im-
pression be gotten that they are common and representative of the
whole thing,

And, I do not think their own interests are served, some of these
people who object to the act, who will have to perforn under the act,
I don’t believe their own interests would be served by a repeal of it
and by no close control at all over prices.

Senator ConNarny. And those few cases would reflect on all.

Mr. ParrersoN. Yes. The series of cases discussed last spring,
I believe in the Naval Affuirs Committee of the House, the facts in
them were shocking. I do not think it does the country or business
itself, of the war contractors, any good to have people get the im-
pression that that kind of stuff goes on, It is better to have a fair
and reasonable control, than to have that kind of stuff.

Senator Warsa. The commitee had a letter from Mr. Forrestal,
Acting Secretary of the Navy, giving the Navy’s views. Is there
someone here representing the Martime Commission?

Mr. A. G. Rynstrom (Price Adjustment Board, Maritime Com-
mission). I do, sir.

Senator Warsa. Do you want to be heard or do you want to submit
your views in writing?

Mr. Ryvnstrom. Very briefly, I would like to make a statement.

Senator Cr.ark, May I ask a question, Mr. Chairman?

Senator Warsn, Yes.

Senator Crark. In renegotiation contracts, do you give any con-
sideration to reserves for reconversion? Take the case of an auto-
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mobile concern. They have quit the automobile business for the
duration of the war. They have their machinery out in the weather,
They are making tanks. Now, they know that at the end of the war
this machinery they put in there for making tanks or airplanes will
not be of any use to them except for scrap. I was wondering if you
give any consideration to reserves for reconversion,

Mr. Karker. We do give consideration—but. we have instructions
from the War Production Board not to muke specific allowances for
them, and in the particular case of one of the largest manufacturers in
that category, they themselves made public statements several months
ago which included no provision and no request for one on their own

part. . )
Mr. ParrersoN. That is not a matter peculiar to renegotintion, Seh-

ator,

Senator Crark. Noj; but when you consider vhether a fellow is mak-
ing an excessive profit, the question of reasonable reserves, it seems
to me, is inextricably connected with what are excessive profits.

Mr. PattErsoN. The same question was ther: when the contract was
originally made, and we have the ruling of the War Production Board
that reserve for reconversion back to civilian industry at the conclu-
sion of the war shall not be allowed. Isn’t that right

Colonel BrownNinNg. Yes.

Mr. ParrersoN. As I said in the discussion with Senator Vanden-
berg, that is now under reexamination,

Colonel Browninag. That is really an academic question, because
if the Treasury does not allow it as reserve for tax purposes, whatever
we did not allow they would take a large part of.

Senator Vanpensero. Is the War Department subordinate to the
War Production Board 1

Mr. PartersoN. On a matter like that it is; on price policy.

Of course, we malke all contracts, and we fiave very little direction
from them on things; but on that point we happen to have a rule by
Mv. Nelson, which I think applies to the Army and the Navy and
the Maritime Commission—all of them,

Senator Warsn. Do you desire to present any other evidence on be-
half of the War Department?

Mzr. PartersoN. No, sir. I have here Colonel Browning; Mr, Kar-
ker, the Chairman of the Price Adjustment Board; Mr. Marbury
counsel for the Price Adjustment Board; and Mr. Pengira, counsel
for the Price Adjustment Board, and they know the details far better

than I do.
(The memoranda and amendments submitted by Mr, Patterson are

as follows:)



WAR DEPARTMENT PRICE ADJUSTMENT BOARD

Junke 80, 1942,

MEMORANDUM For COMMANDING GENERAL, SERVICES OF BurrLy, COMMANDING
GENERAL, MATERIEL COMMAND, ARMY AIR FORCES
Subject : War Department Price Adjustment Board. '

1. The Price Adjustment Board created by memorandum of April 25, 1042, is
hereby redesignated as the War Department Price Adjustment Board. It will
serve as the coordinating ageney of the War Department to determiine and elimi-
nute by renegotlation excessive profits fromi War Department contracts, and sub-
contracty thereunder, subject to approval by the Under Secretary of War or his
designated representative.

2. The functions of the Board will be:

(a) To establish policles, principles, and procedures to be followed fn
renegotiation. . .

(b) To nssist the Services of Supply and the Matériel Command, Army Air
Forces, in the selection and training of personnel.

(c¢) To assign compantes to the Services of Supply and the Matériel Command,
Army Alr Forees, for renegotiation and to coordinate all renegotiation fucctions
and activities,

(d) To review renegotiations and settlements recommended by the Services of
Supply and the Matériel Command, Army Air Forces.

(¢) To conduct renegotintion with any company, whenever, because of the size
of the company, the dollnr volume of the contracts involved, the number of con-
tracting services Interested, new questions presented, or for any other reason, it
appears that renegotiation by the Services of Supply or the Matériel Command is
Impracticable.

(f) To develop and recommend for approval such other policles and pro-
cedures as it may deem advisable in performing its functions and accomplishing
its purposes,

3. The members of the Baard will be appointed by the Under Secretary of War
on the recommendation of the commaniling general, Services of Supply, and the
commanding general, Matériel Command, Army Air Forces, One member will be
selected with the approval of the Chairman of the Wur I'roduction Board as his
representative. The present membership of the Board shall continue during the
pleasure of the Under Secretary of War,

4. The Board is instructed wherever appropriate to function jointly with repre-
sentatives or ageneles of the Navy Department, Maritime Commission, and other
departments or agencies of the Government.

5. The Board will receive from the Cost Analysis Section of the War Produc-
tion Board, the Cost Analysis Section of the Fiseal Division of the Services of
Supply, the Supply Services, the Army Air Forces, nnd from nuy other source,
Information with respect to contractors and subcontractors who are thought to
have (xeessive costs, to be making excessive profits, or to be paying excessive
salaries or bonuses.

6. («¢) The Cost Analysis Section of the Fiscal Division of the Services of
Supply shall upon request of the Board make sueh audits and analyses as may
be designuted by the Board and shall secure for the Baard from the Treasury
Department, the Sccurities and Exchunge Commission, the Federal Trade Com-
mission, and from any other department or ageney of the Government, or from
the contractor involveq, such additional information as the Board may request in
order to expedite and assist It In the performance of its functions.

(b) All divislons and personnel of the Services of Supply and the Matériel
Command, Army Alr Forces, shall furnish such information and assistance to
the Board as it may request or as may appear desirable to aid it in the perform-
ance of itg funetions.
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7. The Board Is authorized to delegate to any one or more of its members the
power to Initinte investigations and request information and assistanee on hehaif
of the Board and to represent the Board in renegotintions with contractors and
subcontractors.

8. In conducting renegotintions the Roard shall take into conslderation the
financial position and over-all profits, past and prospective, of a contractor or
subcontractor with a view to determining or agreelng upon the amount of any
excessive profits realized, or likely to be realized, from its war contracts taken
as n whole, subject to such Instructions as the Under Secerotary of War may issue
from time to time.

0. ANl agreements reached as a vesult of such renegotintion shall he made cx-
pressly subjeet to approval by the Under Seeretary of War, or his duly authorized
representative, and shall be In such form and accompanied by such supporting
reports and doeupents as he may preseribe from time to time.

10. The manner in which agreements shall be carried out, whether by a redue-
tion of contract prices, refunds, or otherwise, shall he determined by the Under
Seceretary of War, or his designated representative.  Agreement shall be renched
with the Navy Depavtment and the Maritime Commission as to any purt of the
agreement affeeting contraets with them,

11, ‘The Commanding General, Services of Supply, and the Commanding Gen-
ceral, Matériel Commund, Army Adr FPorees, are nuthorized and directed to create,
with the adviee of the War Department Price Adjustment Board, Price Adjust-
ment Sectlons to conduct renegotintions with such companies ns may be nssigned
to them by the War Department Price Adjustment Board, subject to review by
the Board and approval by the Under Secretary of War or his designated rvepre-
sentatlve, exeept in cases where by general fustructions or in the particulnr
fustance, the Under Secretury or such representative may authorize them to make
final agreements,

12, T'he Commanding General, Services of Supply, and the Commanding (Gen-
eral, Matériel Command, Avmy Alr Forces, are authorized and directed to estnb-
lish within their command such Cost Aunlysis Scetions as shall be necessary
to act as fact-fluding units with respeet to cost and proflts on War Depnrtnent
contracts, and subcontraets thereunder, for the forcgolng Price Adjustment
Sections.

13. The Chief, Purchases Branch, Procurement and Distributlon Division, Sery-
ices of Supply, is hereby designated as the duly authorized represeutative of the
Under Secretary of War for the purposes specificd hereln,

14, The Bourd will be assigned to the Services of Supply for adminlstrative
purposes,

15. The provistons of memorandum of April 25, 1042 ave modificd vocordingly.

(Signed)  Ronere P, PaTiERsoN,
Under Secretary of War,

WAR DEPARTMENT,
HEADQUARIE '8, NIRVICES OF SUPPLY,
Washington, D, ., July 3, 1942,
SPrnpe 020 (7-3-12),
MEMORANDUM FOR DIRECTORS AND CHIEFS OF STAFE IIVISIONS, 'T'111s HEADQUARTHRS |
CHIEFS OF SUPPLY AND ADMINISTRATIVE SERVICER, SERVICES OF SUppLy | AND (oM-
MANDING GENERALS, ALL CORP8 AREAS

Subject: Price Adjustment Seetions.

1. The chief of cach Supply Service is authorized and divected to crente,
with the advice of the War Department Price Adjustment Board, such Price
Adjustment Sections us may be uecessary, to renegotinte contracts with such
contractors and subcontractors as may be asslgned to hig Service by the War
Department Price Adjustment Board,

2, The chief of ench Supply Service is authorized and directed to establish in
the Fiscal Division of such Service a Cost Analysis Section, the function of
whieh shall be to act asg a fact-finding unit with vespect to costs and profits on
War Department contracts and subcontracts thereunder. Pursuant to Para-
graph 9 g (5) of the initial diveetive for the organization of the Services of Sup-
ply, duted dMarch 9, 1842, the IMiscal Division, Headquarters, Services of Supply,
shall preseribe, supervise and coordinate all cost analysis methods and proce-
dures within the Supply Services. :
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8, All rencgotlation by any Price Adjustment Section shall take into consld-
eratlon the finanelal position and over-ull profits, past and progpective, of the
contractor or subcontractor with a view to determining by agreement the amount
of any excessive profits realized, or Hkely to he renlized, from s war contracts
taken as a whole, subject to such Instructions as the Chief, Purchases Branch,
Procurement and Distribution Division, Services of Supply, may Issue from time
to time.

4. All agreements reached as a result of such renegotlation shall be made ex-
pressly subject to approval by the Under Secretary of War, or his duly author-
tzed representative, and shall be in such form and accompanied by such sup-
porting reports and documents as may be prescribed.

6. Agreements reached by the Price Adjustment Sectlons shall be transmitted
to the chief of the approprinte Supply Service und, when approved by such chief,
shall be transmitted to the War Department Price Adjustment Bonrd for reyjew
by the Board aund finnl approval by proper authorfty, except in cuses where, by
general Instructions or in the particular fnstance, the chiefs of the Supply Serv-
lces are nuthorized to muke final agreementk,

¢. The manner in which agreements shall be carrled out, whether by a redue-
tion of contract prices, refunds or otherwise, shall be determined by the Chief,
Purchuses Braneh, Procurement and Disteibution Division, Services of Supply.

7. Nothing hereln contained shall preclude contracting officers from—

a. Conthmiing to muke adjustments of prices or fees in ndividual con-

tracts contnining an express provision for redetermination of the price or
fee on the basis of a speelfied formuln or containing un express provision
that the price or fee shall he subject to renegotintion, whether or not under
Section 403 of the Sixth Supplemental National Defense -Approprintion Act,
1042,
b. Continuing to reconsider Individunl contracts of any type with a view
to ndjustment of the contract prices by voluntary renegotiation or to accept
voluntary reductions in such contraet prices without auditing the uccounts
of the contractor or subcontractor if the amount is deemed reasonable.

Sach adjustment shall be reported promptly to the Chief of the appropriate
Supply Service for transmittal to the Chief, Purchases Branch, Procurement and
Distribution Division, Services of Supply, for the information of the War Depart-
ment Price Adjustment Board and shall be expressly made withont prejudice to
the determination of any excessive profits of the company upon subsequent rencgo-
tiation, .

8. These instructions are Issued fn conformity with wemorandum from the
Under Seeretary of War dated June 30, 1042, copy attnched, and supplement the
memorandun dated April 25, 1942, subjeet : Price Adjustment Board, Services of
Supply.

For the Cmmﬁnnding General :
(Signed) H. A. MAIIN,

Colonel, General Staff Corps,
Erecutive, Administrative Branch.

JuLy 8, 1942,

TI-1171.
CONTRACT P'RICE RENEGOTIATION

COMMANDING GENERAL,
Matériel Cender, Wright Ficld, Dapton, Ohio.

1. Prollem Presented,

a. 'To establish within the Contraet Section, Matériel Center, Wright Field,
Dayton, Ohifo, a Price Adjustment Branch and a Cost Analysis Branch,

2. Factual Dulta.

a. By memorandum directive from the Under Seeretary of War to the Com-
manding General, Services of Supply, and Commanding General, Matériel Com-
mand, Army Alr Forces, dated June 30, 1142, a copy of which Is attached, a War
Department Price Adjustment Board was established and proviston was made for
the establishment of Price Adjustment and Coxt Analysis Svetions within the
Matériel Command of the Army Alr Porces,

8. Authority.
a. The Under Secretary of War.
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4. Action Decsired,
a. The creation within the Contract Section at the Matériel Center, Wright

Fleld, Dayton, Ohio, of a Price Adjustment Branch and a Cost Analysis Branch.

b. All renegotiation shall take into conslderation the financinl position and
over-all profits, past and prospective, of the contractor or subcontvactor with a
view to determining by agreement the amount of any excessive profits realized,
or likely to be renlized, from Its war contracts taken ns a whole,

¢, All agreements reached as a result of such renegotintlon shall be made
expressly subject to approval hy the Under Secretary of War, or his duly
authorized representative, and shall he in such form and accompanied by such
supporting reports and documents a8 may be preseribed,

d. The functions and dutfes of the Price Adjustment Branch, Matériel Center,
shall be as follows:

(1) It shall conduct reviews and renegotiate contraet prices of compantes
in accordance with the polley and procedure established and maintalned
by the Commanding General, Matgriel Command.

(2) It shall submit all proposed contract modiflentions resulting from
guch rencgotiation to the Commuanding General for review and approval
by proper authority,

(3) It shall procure from the Cost Analysis Branch such additional
factual information or data as may be pertinent to or usefu! in connection
with any review or renegotintion conducted by it.

(4) It may request the Contract Audit Section, Fiseal Division, Dayton,
Ohlo, to conduct special audits or reviews of the records of contractors or
subcontractors holding contracts or subcontracts subject to renegotintion,

e. The function of the Cost Analysis Branch of the Contract Section of the
Matériel Center shall be to act as a fact-finding unit with respect to costs and
proflts on War Department contracts,

f. Nothing herein contained shall preclude contracting officers from-—

(1) Continuing to make adjustments of prices or fees in individual contracts
containing an express provision for redeterminntion of the price or fee on the
basis of a specified formula or contafning an express provision that the price
or fee shall be subject to renegotiation, whether or not under Scetion 403 of
the Sixth Supplemental National Defense Appropriation Act, 1042,

(2) Continuing to reconslider individunl contracts of any type with a view
to adjustment of the contract price by voluntary renegotintion or to accept
voluntary reductions in such contract prices without auditing the accounts of
the contractor or subcontractor If the amount is decmed reasonable,

g. Each adjustment shall be reported promptly to the Commanding General,
Matériel Command, for transmittal to proper authority and shall be expressly
made without prejudice to the determination of any excessive profits of the com-

pany upon subsequent renegotiation.
B, E. MEYERS,

Brigadier Qeneral,
Army Air Forces.

\'VAn DEPARTMENT,
OFFICE oF THE UNDER SECRETARY,
Washington, D. C., Angust 8, 1942,

MeMmoRANDUA FOR Mni, Maurices KARKER, CHAIRMAN, WAR DEPARTMERT PRICE
ADIUBTMENT BoAnp

Subject: Policy.
1. The following policies will be followed in the operation of the War Depart-
ment Price Adjustment Board :

a. 8ince it would be administratively and practically impossible to annlyze
unit costs and profits on individual contracts, the Bonrd will base its recom-
mendations primarily on a study of the ovor-all profits of companies from
their war contracts taken as a whole.

b. The Board will endetvor to reach agreements with as many companies
as possible, as quickly ng the slze of it organization permits,

¢. Detafled audits should not he attempted exeept in those cases where the
Board feels that the compantes' records, statements or estimates are Incor-

reet, insufliclent or misleading. ) o
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d. Due to the uncertainty of the supply of muaterials, wage rates, and other
possible contingencies, the Board should allow, a profit margin suthcient
reasonably to proteet the contractor. The Board shall not attempt to
get the last inerement of possible excess profit, but shall take a practieal and
reallstic view in arriving at an agrecment, Bear in mind alwuays that un-
interrupted, eflicient, and maximum production (at minimum cost) 18 essen-
tinl to the war effort and greatly desired by the War Department.

¢. 'The attitude of the Board should be firm but friendly and renegotiations
should be condueted in a spirit of cooperntion and to require o minimum of
time and inconvenience on the purt of exceutives.  Requests for information
or detail not absolutely essentinl to the negotintion must be avolded,

f. The Board should consider the effect of the activities of other govern-
mentul ageneles, such as the War Production Board, the Office of Price
Administration and the Treasury Department, on the business of the compuny.

¢. 'The uncertainty of estimates requires that the right be reserved to review
findings when final figures of the year are available. DBut it will be the
policy of the Boanrd to allow its original agreements to stand, unless the
actual figures with respeet to such factors us costs, volume of production,
or nature of products prove to be materin'ly at variance with the estimates
upon which the settlements were based. In thie final review, If it is shown
that increased profits have resulted from extra cffort on the part of the
;-ontructor to reduce costs, the contructor will be given the benefit of this
netor,

h. In case n compnny appears to be uncooperative or is unable or refuses
to accept a settlement which the Board considers rceasonable, the matter
should be referred to the undersigned, Special Representative of the Under
Sceretary of War, for proper actlon. :

2, Recognizing that it is not the intent or desire of business to make excessive
profits out of war, it should be the effort of the Board to make its activities
and operations of constructive benetit to contracting companies in the following
respects

a. Helping them to avold the criticlsm, distrust and retaliation of the
people, which would be sure to follow unreasonable and excessive profits by

business,
b. Removing temptation to Inerease expenditures which would result in

ungound and unnecessary inerenses in costs.

¢. Helping to Insure competitive advantage for industries on war work,
after the war by emphasizing the maintenance of low unit costs.

d. Increasing incentive to maximum quantity production at minimum
cost by relating allowed profits to production volume in proportion to facili-

ties and efliciency shown in thelr use.
e, Amellorating the tax burden, since reduction in expenditure reduces

the size of necessary appropriations.
f. Helping to avoid disastrous infiatlon by using only the minimum number

of dollars necessary to the winning of the war.
8. It should be made clear to executives and representatives of contracting com-
panies engaged In renegotiation that it is the intention of the Board—
a. To encourage the application of sound business principles to war pro-

duction by War Department contractors.
b, To maintain the present economy of private business enterprise as part

of the freedom for which we are fighting the war.
¢. To recognize that solvency and financlal prudence in business manage-

ment are essential to efficlent operatlon.
d. To ennble business, as far as possible, to emerge from the war in con-.

ditlon to resume peace-time operations ns guickly and vigorously as possible,

thus reducing the straing of the post-war adjustment to a minimum.
It 1s belleved that when businessmen clearly realize the policies and purposes of
the Board In these respects, they will readlly cooperate with it in seeking the
rapld advancement of its program.

‘ . (Signed) ALpERT J. BROWNINO,

Colonel, A. U. 8.,
Special Representative of the Under Secretary of War.,

(Signed) RoBerT P. PATTERSON,
Under Recretary of War.

Approved :
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WAR DEPARTMENT
.
PRICE ADJUSTMENT BOAND

PRINCIPLES, POLICY, AND PROCEDURE TO BE FOLLOWED IN
RENEGOTIATION

Pursuant to a directive issued by the Under Secretary of War on June 30, 1942,
designativg the War Department Price Adjustment Board as the coordinatitg
agency of the War Department to determine and eliminate by renegotiation
exeessive profits from War Department contracts, and subcontracts thereund.r,
subject to approval by the Under Secretary of War or his designated represen .a-
tive, the Bonrd has established the prineiples, policy, and procedure to be followed

in rencgotlation,
I. STATUTE AND DIRECTIVES

The Sixth Supplemental National Defense Appropriation Act, 1942, approved
April 28, 1942, contalned a specifie congressional enactment relating to excessive
proflis, constituting section 403 thereof, and authorizing and directing the Sec-
retary of war, the Secretary of the Navy, and the Chairman of the Maritime
Commission to require contractors and subcontractors to renegotiate contract
prices, a copy of section 403 being attached hereto as exhibit A,

Subsection (b) of section 403 provides for the insertion in contracts made after
April 28, 1942, of a provision requiring renegotiation of the contract price “at a
period or periods when, in the judgment of the Secretary, the profits can be
determined with reasonable certainty” as well as a provision requiring the con-
tractor to insert a similar provision in each subcontract for an amount In excess
of $100,000 made by him under such contract. For the form and discussion of
these provisions reference is made to Circular No. 23 issued by headquarters,
Services of Supply, on July 7, 1942,

Subsection (c¢) of section 403 provides as follows:

“Lhe Secretary of each Department is authorized and directed, whenever in his
opinion excessive profits have been realized, or are likely to be realized, from any
contract with such Department or from any subcontract thereunder, (1) to
require the contractor or subcontractor to renegotiate the contract price, (2) to
withhold from the contractor or subcontractor any amount of the contract price
which is found as a result of such renegotiation to represent excessive protits, and
(3) in case any amount of the contract price found as a result of such renegotin-
tion to represent excessive profits shall have been paid to the contractor or sub-
contractor, to recover such amount from such contractor or subcontractor, Such
contractor or subcontractor shall be deemed to be indebted to the United States
for any amount which such Secretary is authorized to recover from such contractor
or subcontractor under this subsection, and such Secretary may bring actions
in the appropriate courts of the United States to recover such amount on behalf
of the United States. All amounts recovered under this subsection shall be covered
into the Treasury as miscellaneous receipts. This subsection shall be applicable
to all contracts and subcontracts hereafter made and to all contracts arJd subcon-
tracts heretofore made, whether or not such contracts or subcontrac.s contain
u rencgotiation or recapture clause, provided that final payment pursuant to such
flo:m:xctt or subcontract has not been made prior to the date of enactment of

s Act.”

This subsection authorizes nnd directs the Secretary of War, as well the Secre-
tary of the Navy and the Chairman of the Maritime Commission, whenever in his
opinion excessive profits have been realized, or are likely to be realized, from
any contract with his department or from any subcontract thereunder, to require
the contractor or subcontractor to renegotiate the contract price of any existing
contract or subcontracy, even though made prior to April 28, 1942 (provided final
payment had not been made prior to that date) and of any contract or subcontract
made thereafter, whether or not it contains a renegotiation or recapture clause.

On June 30, 1042, the Secretary of War delegated to the Under Secretary of
War all the authority and discretion conferred upon him by subsections (a)
to (e), inclusive, of section 403 and on the same day the Under Secretary of
War in a memorandum directed to the Commanding General, Services of Supply
and the Commanding General, Matérie} Command, Army Alr Forces, designated
the War Department Price Adjustment Board as “the coordinating agency of
the War Department to determine and eliminate by rencgotiation excessive
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profits from War Department contracts, and subeentracts thereunder, sulject to
approval by the Under Sceretary of War or his designated representative,” a
copy of this directive being attached hereto as exhibit B.

This directive described the functions of the Board as follows:

(a) To establish policies, principles, and procedures to be followed In
renegotintion.

(b) 'I'o assist the Services of Supply and the Matériel Command, Armny
Alr Forces, In the seleetion and training of personnel,

(¢) To assign companies to the Services of Supply and the Matériel
Command, Army Air Iforces, for renegotintion and to coordinate all rene-
gotintion functions and octlvities.

(d) 'P'o review rencgotiations and settlements recommended by the Serv-
ices of Supply nnd the Matériel Command, Army Afr Forces.

(e) 'I'o conduct renegotiation with any compuny, whenever, because of
the size of the company, the dollar volume of the contracts involved, the
number of contracting services interested, new questions presented, or for
any other reason, It appears that renegotiation by the Services of Supply
or the Matériel Command is Impracticable.

(f) To develop and recommend for approval such other policies and pro-
cedures as it may deem advisable in performing its functions and accom-
plishing Its purposes.

and authorized and directed the commanding general, Services of Supply, and
the commanding general, Matériel Command, Army Air Forces, (1) to create
Price Adjustment Sections to conduct renegotiations with such companies as may
be assigned to them by the Board, subject to review by the Board ard approval
by the Under Secretary of War or his designated representative, excent in cases
where by general instructions or in the particular instance the Under Secretary
or his representative may authorize them to make final agreements, and {2) to
establish Cost Analysis Sections to act as fact-finding units with respect to costs
and profits on contracts and subcontracts for the Price Adjustment Sections.
Pursuant thereto, the commanding general, Services of Supply, on July 3, 1942,
and the commanding general, Matériel Command, Army Air Forces, on July 8,
1942, issued directives providing for the ecreation of such Price Adjustment
Sections and Cost Analysis Seetions within the Supply Services and the Matériel
Comimand, the latter being designated a P’rice Adjustment Branch, coples of
these directives being attached hereto as exhibit C and exhibit D,

I1. DUTIES OF PRICE ADJUSTMENT BOARD, PRICE ADJUSTMENT SECTIONS, AND CONTRACOTING
OFFICERB

The ultimate purpose of renegotiation under the statute is to determine cxces-
sive profits realized, or likely to "o ,cealizad, from contracts with the departments
and the Commission, or from ubcontracts thereunder, and to provide for the
withholding or recovery thereov! Ly the United States. In renegotiation with
companfes which have contracts with the Navy Department or the Maritime
Commission, as well as with the War Department, the renegotiations will be in
charge of the department or Commission which they mutually agree has the
predominant interest, the other departments or the Commission being represented
if they so desire.

The directive from the Under Secretary of War wrovides that in conducting
renegotiations the Board “shall take into consideration the financial position and
over-all profits, past and prospective, of a contractor or subcontractor with a
view to determining or agreeing upon the amount of any excessive profits
realized, or likely to be realized, from fts war contracts taken as a whale,” and
each of the directives providing for the creation of the Price Adjustment Sections
provides that all renegotiation by them “shall take into consideration the financlal
position and over-all profits, past and prospective, of the contractor or subcon-
tractor with a view to determining by agreement the anmount of any excessive
profits realized, or likely to be realized, from Its war contracts taken as a whole.”
Under these directives the sections will confine their activities to reaching agree-
ments subject to review by the Board and approval by the Under Secretary of
War, or his designated representative. When an agreement cannot be reached
the Board will be advised promptly.

The Board itself will conduct renegotiation with any company whenever because
of the size of the company, the dollar volume of the contracts involved, the num-
ber of contracting services interested, new questions presented, or for any other
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reason it appears that rencgotiation by the Supply Services or the Matériel
Command is impracticable,

Companies will be assigned by the Board to the Supply Services or the Matériel
Commuand to deteripine whether they have realized, or nve likely to reulize,
excessive profits from their contracts and subcontracts, and If so to conduct
renegotiations through the Price Adjustment Sections, The service or com-
mand to which the company is assigned will be in charge of the rencgotintion,
but will notify the other services Interested and, when interested, the Navy
Department and the Maritime Commission, who may be represented if they so
desire, it being the intention that only one agency shall negotinte with any one
company on an over-all profit basis.  Upon reaching an agreement, the service or
command In charge of the rencgotiation will obtaln from the company n recom-
mendation as to the allocatlon of any price reduction among the interested
services, the departments, and the Commission for adjustment of prices and
fees in individual contracts.

Under the directives, and as provided in circular No. 23, headquarters, Services
of Supply, referred to above, the contracting oflicer is still authorized (n) to rene-
gotinte the contract price or fixed fee pursuant to any renegotintion artiele in
any contract whether inserted pursuant to section 403 or ovherwise; (b) to
redetermine the contract price under any article in the contract providing
therefor; (c¢) to enter Into supplemental agreements effecting voluntary redue-
tions in the contract price or fixed fee of any contract; and (d) to demund cost
and flaanelal statements pursuant to statutory or eontract provisions to the extent
necessary to carry out these functions. The contracting officer perlodically will
review costs and profits under contracts subject to his supervision in order to
obtain reductions in the contract price whenever jJustified. The provistons of
(d) above relate to the review of Individual contracts and contracting officers
should not demand finaneial statements for the purpose of renegotlation on the
over-all profit basis.

The contract price as renegotinted or redetermined by the contracting officer
or as voluntarily reduced will still be subject to renegotination under section 403,
and any contract article pursuant thereto, to climinate excessive profits of the
contractor. The supplemental agreement or other instrument effecting the ad.
Justment in price or fixed fee will therefore include a proviso substautlally
as follows:

“The adjustment hcreby made in the contract price is withour prejudice to
the determination of any excessive profits of the of the contractor upon subse-
quent renegotiation under section 403 of the Sixth Supplemeatal National
g]efcnse ’:A\pproprinuon Act, 1842, or any contract article inserted pursuant to

at act.

The contracting officer will promptly report cach such adjustment to the chief
of the approprinte Supply Service or the commanding general, Mntériel Com-
mand, Army Afr Forces, as the case may be, for transmittal to the Director, Pur-
chases Division, Services of SBupply, as representative of the Under Secretary

of War,
I1I. CONTRACTORS AND SUBCONTRACTORS WHO MAY Be REQUIRED T0 RENEGOTIATE

The form of the renegotiation clause to be inserted In each contract for
an amount in excess of $100,000 made after April 28, 1942, in accordance with
subsection (b) of the statute requires contractors to include a similar renegotia-
tion clause In only those subcontracts which are made with prime contractors,
or with manufacturers producing for the prime contractor the same completed
unit covered by the prime contract (who for purposes hereof will be included
in the term “prime contractor”), in other words, the so-called first tier of sub-
contracts, and deflnes the term “subicontract” as follows:

“The term ‘subcontract’ includes any purchase order from, or any agreement
with, the contractor (i) to perform all or any part of the work to be done under
this contract, or to make or furnish all or any part of any articles or structures
covered by this contract, (i) to supply any services required directly for the
production of any articles or structures covered by this contract, or any
component part thereof, not including services for the general operation of the
contractor’s plant or business, (itl) to make or furnish any articles destined to
become a component part of any article covered by this contract, or (iv) to
make or furnish any artlcle acquired by the contractor primarily for the per-
formance of this contract, or this contract and any other contract with the

t

&
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United States. The term ‘articles’ includes any supplics, materinls, machinery,
equipment, or other personal property.”

Pending further instructions this definition of subcontracts will be adopted
in determining what subeontractors may be refuired to renegotinte under sub-
seetlon (c¢) of the statute.  Accordingly any company which has one or more
prime contvacts with the War Department or which has one or more subcontracts
(as so defined) with a prime contractor may be required to renegotiate. Never-
theless when it appears that a company has mnde excessive profits on subeon-
tracts or orders from others than prime contractors for products or materials
flowing Into war production and the company refuses to renegotinte them, a
statement of the circumstances will be forwarded to the Board promptly.

IV. CONTRACTS AND SUBCONTRACTS S8UPJECT TO ADJUSTMENT AS A RESULT OF
RENPGOTIATION

Subzection (c) of the statute, providing for renegotintion of the contract price
where excessive profits have been realized or are Hkely to be reallzed, 1s applicable
to all contracts and subcontrasts (as defined nbove), whether made before or after
April 28, 1942 (provided that final payment had not been made prior to that date),
and whether or nov they contain a renegotintion or recapture clause, and the
terms “renegotiate” and “rencgotiation’ are defined in subsection (a) to include
“the refixing by the Sceretary of the Department of the contract price.”

Subsection (e) of the statute does not impose a minimum dollar lmitation on
contracts or subcontracts under which the contract price may be refixed, corre-
sponding to the $100,000 limitation in subsection (b), and therefore the contract
price in any contract or subcontract may be so reflxed irrespective of the amount
of the contract or subcontract,

Under subsection (¢) of the statute, contractors and subcontractors may be
required to renegotinte the fees in cost-plus-a-fixed-fee contracts in force on April
28, 1942, and as a result of such renegotintion the fees may be refixed. They will
also be reqiiired to renegotinte the fees in cost-plus-a-fixed-fee contracts made after
that date in those cases where the contract contains a provision for renegotiation
of the fee. For Instructions relating to the fnsertion of renegotiation clauses in
cost-plus-u-fixed-fee contracts pursuant to subsection (b) of the statute, reference
s made to circular No. 23, Headquarters, Services of Supply, referred to above,

V. RENBGOTIATION PROCEDURE

The procedure in renegotiation will conforin with that preseribed in the direc-
tives supplemented by such Instructions as may be issued by the Under Secretary
of War from time to time.

Renegotiatlon should proceed first to a determination of the total excessive
profits from war production during a specified perlod, which ordinarily will be the
current fiscal year of the company. It is necessary to distinguish between a perlod
already past, for which detinite figures are avullable, and a current or future
period fcr which only estimntes are available. For a past period, such as a prior
fiscal year or the expired part of the current fiseal year, a definite amount of
exicssive profits ean be determined. For a current or future period, such as the
current fiscul year or the unexpired part thereof, the estimated amount of exces-
slve profits is related to the estimated volume of business. The full dollar amount
of excessive profits determined for a past perlod may be withheld or recovered
by the Government, but {he dollar amount determined for a current or future perfod
is only an estimate, unless otherwise agreed, and the actual dollay amount with-
held or recovered may turn out to be more or less than that stated.

The total war production for the perlod should be segregated, when practicnble,
between (a) the prime contracts, (b) the subcontracts with other prime contractors
and (c) the rest of the war production. When this is not practicable, for nc-
counting or other reasons, the total excessive profits agreed upon may be allocated
between (n), (b), and (¢) above. This allocation need not be by Individual
contract or on a unit cost bagis and can readily be worked out with the company
by groups of contracts. Proviston must be made for withholding or recovery by
the Qovernment of excessive profits from the prime contracts and the subcontracts
with prime contractors, but voluntary arrangements for additional price reductions
on products or materinls flowing into war production are to be encouraged and
obtatned wherever pessible, )

Tha primary purpose of the renegotiution is to arrive at the prices which -
would have been agreed upon when the contracts were made if the facts and
factors now known had been knowu at that time. Accordingly, nfter an agree-
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ment has been reached with a contractor or subcontractor as to the nggregate
amount of any excessive profits realized, or likely to be realized, from fts
prime contracts and subcontracts with other prime contractors, these excessive
profits may be withheld or recovered by the Secretuary of War, the Secretary of
the Navy, or the Chairman of the Maritime Commission in various ways,
among which are the following: (1) A direct cash refund by the prime con-
tractor to the Government, in which event bis contiaet prices would not
be adjusted; (2) a reduction in the contract prices on future deliveries under
prime contracts, which automatically would scerue to the henefit of the Gov-
ernment ; (3) a divect cash refund by the subcontractor to the Government;
and () a reduetion in the conteact prices on future dellveries under sitbeon-
tracts, with a provision that the prime ccntractors, as a condition to its ac-
ceptance, should pass on an equivalent benefit to the Government in the form
of a corresponding reduction In the contriact prices of the prime contracts or
a direct cash refund to the Government, These methods may also be used In
combination and are not exclusive of other approprinte and effective methods
applicable to particular situations.  When the procedure under (4) above
places an undue burden of adjustment on the prime contractor, the latter can
arrange with the Government for a perfodic method of accounting.

Notwithstanding the foregoing, when substantially all the war work of a
company, such as those engaged In construction, is covered by a few individual
contracts, renegotiation may be conducted on tie individual contract basis,
subject to cheek on the overall profit basis, with the approval of the chief of
the appropriate supply service or the commanding general, matériel command.

Agreements reached by the Board will be transmitted directly to the Under
Secretary of War, or his designated representative, for final approval.  Agree-
ments reached by the price adjustment sections of the Services of Supply will
be transmitted in the first instance to the chief of the approprinte Supply
Service. Agreements reached by the Price Adjustment Branch of the Matdériel
Command, Army Alr Forees, wil be transmitted in the first instance to the
Commanding General, Matériel Command. When approved by the chief of the
Supply Service or the Commanding General, Matériel Command, they will be
transmitted to the Board for review, except in cases where by general instruc-
tions or in the particular instance, the Supply Services or the Matériel Com-
mand may be authorized to make final agreements,

The Director, Purchases Division, Services of Supply (Col. A. J. Browning),
‘has been designated by the Under Secretary of War as his duly authorized

representative for the foregoing purposes.
I, ELIMINATION OoF IXCESSIVE PROriTS

In the present emergency the existence of excessive profits is no Indication

that a company has taken undue advantage of the Government or that the
contracting officers have failed to exercise their best judement under all the
circumstances where companies have been asked to produce war equipment
witlhh which neither they nor others have had any previous experience, ani in
quantities far beyond anything ever before contemplated. Iistimates of costs
have necessarily been unrelinble and when subjected to the test of actual
praduction have often proved to be substantially higher than the actual costs,
Companies have been left with profits which they nelther anticipated nor wish
to retain. The true purpose of renegotiation is to determine, preferably by
agreement, the amount of these profits which exceed a fair margin under all
the circumstances, and these circumstances are bound to vary in individual
cases.
The purpose of renegotiation is to eliminate excessive profits at the source and
in this respect It i8 distinguishable from taxation which can only reach excessive
profits long after they have aceruerd. When these profits have to be eliminated
or returned as they accrue instcad of a year or more later costs will be sub-
stantially reduced for lower prices invariubly stimulnte eflicieney in production
and any reduction in contract prices will leave the War and Navy Departments
and the Maritime Commission that much more money avallable to meet the
expenses of the war without asking Congress for additionnl annroprintious.

The ultimate test is what would have been a fair profit before Federal and
other income and excess-profits taxes. It is for Congress, through the Treasury,
to determine how much of that profit should be taxed. Increases or proposed
increases in tax rates, while a factor to be considered, should not affect the
principles of renegotiation or change the basic consideration from what would
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be a fair profit before taxes to what would be a falr profit after taxes, To rene-
gotiate on the basis of allowing a company a fair profit aficer taxes would be tanta-
mount to returning to the company part of what Congress has decided should be
its contribution to the war cffort. The effect of the excess-protits tux on com-
panies which arve tinanclally exiended and have little or no tax base is frequently
s0 severe, however, that strict adherence to the principle of considering only
profits before taxes would leave practically nothing for the company, or even
result in financial embarrassment, and under these circumstances the profit
after taxes is a factor which may be taken into consideration in order not to

hinpair its incentive to production,
VII, DETERMINATION OF IEXCESSIVE I’ROFITS

Renegotiation in most instances will be confined to the determination of exces-
sive proflis, past and prospective, for the fiscal year of the company in which the
rencgotiation takes place, Companics will not be required to renegotinte for any
fiscal year ending on or before December 31, 1941, exeept with the approval of
the Board on each oceasion, .

The Cost Analysis sections will obtain, from other Government ageneies and
by use of statistical services or personal inquiry or investigation, the basic data
for its fact-finding report on the profits, past and prospective, ns shown by the
records and estimates of the company. It questionnaires are used, they should
be of a uniform type to be developed under the supervision of the Board.

The Price Adjustinent Scctions will analyze the cosis alloeable ta war produc-
tion of the company, with a view to excluding impreper or excessive charges
including excessive salarles, honuses, and commissions; unreasonable mainte-
pance and depreciation charges; improper amortization of war facilities or
write-ups of property; unreasonable charges for research, development, and ex-
perimental work; and wnallowable advertising expenses. They will consider the
propriety and amount of the reserves and extraordinary charges to income. They
will review the estimates of prospective sales aud costs in (he Hght of information
obtained from the War Department and based on experience with other companies,

The Price Adjustment Sections will be guided in general by the following prin-
ciples of renegotiation established by the War Department Price Adjustment
Board:

A company is entitled to no more than a reasonable war-time margin of profit.
Ordinarily this is taken as the ratio of profits before taxes to sales or to costs
or to net worth at the beginning of the year. Under existing war conditions more
relinnce should be placed on the ratlo of profit to sales or to adjusted costs, and
the ratio of profit to net worth should be used only as a check. In determining
what percentage would be fair, consideration should be given to the correspond-
ing profits in pre-war years for the particular company and for the industry
especlally In cases where the war products are substantially like the pre-war
products, but it eannot be assumed that under war conditions a company requires
as great a margin of profit as under competitive conditions in normal times; to
the corresponding percentage allowed to other companies manufacturing similar
war products or opernting under similar conditions; and to the volume of sales,
the allowable percentage being reduced on a graduated seale as the volume in-
creases, Conslderation should also be given to the ratio of labor and burden
(overhead) to materials included In the adjusted costs since a company perform-
ing its own contracts requires a greater margin of protection than one which sub-
contracts most of the work, and a company engaged in a complex manufacturing
operation is entitled to more conslderation than one engaged in a comparatively
simple manufacturing operation. Consideration may also be given to the fact
that a company has voluntarily made avallable to the Government its patent
rights affecting war production,

The margin of profit so determined should be adjusted, upward or downward,
to reflect consideration of so-called factors of performance in respeet of which
the operations of the company compare favorably or unfavorably with those of
other companies engaged in war production. Among these factors of pe.form-
ance are the following: (1) Quality of production; (2) rate of delivery and turn-
over; (3) Inventive contribution; (4) cooperation with other manufacturers;
(6) economy in use of raw materials; and (6) efficlency in redueing costs,

The margin of profit so determined should also be adjusted upward to refleet
consideration of risks attributable to war production which a company with
fixed-price contracts must assume. Among these risks are the following: (1)
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Increases in cost of materials; (2) imminent wage Increases; (3) inexperlence
in new types of production; (4) complexity of manufacturing teclmlque and (8)
delays from inabllity to obtain materials,

In the case of a company with subsiantial capital devoted to war production,
the ratio of the profit so determined to net worth at the beginniug of the year
ghould then be used as a check to determine whether the company is making a
fuir return on {ts investment. Net worth should be analyzed to determine to
what extent it includes accumulated profits from war business, Furthermore,
it cannot be assumed that under war conditions a company is entitled to as great

a return as under competitive conditions in normal times.
No attempt will be made to prescribe or even recommend actual percentsges

or ranges of percentages, for use in determining excesslve profits. These per-
centages necessarily vary under all the circumstances and should be arrived at by
the Price Adjustment Sections in discussions with representatives of companies
engaged in the particular business under consideration,

VIII, AGREEMENTS

All agreements resulting from renegotiation should be in writing signed in
behalf of the company by the owner, a partner, or an authorized officer aund, in
the case of a corporation, accompanied by an attested copy of the nmhorizlng
resolution of the board of directors. They will be executed in behalf of the Gov-
ernment by the Under Secretary of War, or his duly authorized representative,
or by the chief of the appropriate Supply Service or the commanding general,
iMutterlel Command, when so authorized by general instructlons or in the particular
nstance.

If turther negotiations are contemplated before the company receives a clear-
ance under the statute for the period under consideration, the agreemont will
not be final but in that event must contain a provision substantially as follows:

“This agreenent {s not final and is made without prejudice to the determina-
tlon of any execessive profits reallzed, or lkely to be reallzed, by the under-
signed for the fiscal year under consideration upon for the
period from subsequent final renegotintion under Section
403 of the Sixth Supmementn] National Defense Appropriation Act, 1842, or
any contract article inserted pursuant to that Act, but no mmount previously
paid or credited to or withheld by the Government as a result of any renegoti-
ation shall be refunded as a result of any subsequent renegotiat on.”

On the other hand, if the company is to hove a clearance for the period under
conslderation, 1t must execute a final agreement, a skeleton form of which is

attached hereto as exhibit E.
(1) PROHIBITED PROVISIONS

For administrative reasons agreements should not contain any provision which
would have the effect of requiring the Government to repay all or any part of
any payment previously made to it thereunder,

Complicated questlons of taxation arise in connection with renegotintion, par-
ticularly where the agreement provides for a cash refund. It IS expected that
as a result of recent conferences the Internal Revenue Bureau will presently
fssue a statement of its policy from which companies and their counsel will
be able to satlsfy themselves as to the general principles involved, hut the
company should take up detalled questions relating to any particular return or
to any unusual situation directly with the Bureau. Conferences with repre-
sentatives of the Bureau can be arrangad through the Board upon request. The
Bureau will be prepared to rule promptly on questions presented and accord.
ingly no agreement should be made conditional upon the determination of any

related tax question.
(2) INTERIM AGREEMENTS

Agreements which are not final need not be In any particular form, a covering
letter signed by an authorized officer of the company being sufficlent. They
may contain provisions of more latitude than would be appropriate from an
adminlsirative standpoint in a final agreement, but care should be taken not to
fmpose an unusual or nunecessary burden on contracting and accounting officers,
An effort should be muue to see that the Government ohtains directly or indirectly
the benefit of any price reductions provided for, and general price reductions
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on products and materials which ultimately flow into war production should be
encouraged and obtained when possible even though the benefit to the Govern-
ment may be too indirect to be made the subject of specific provision.

(3) FINAL AGREEMENTS

Final ugreements must be related to the statute and must follow the general
gtructure of exhibit B. For that puirpose schedules should be attached to the
agreement containing either an enumeration or a general description of the
prime contracts and the subcontracts with other prime contractors. In many
cases an enumeration of the subcontracts will be impracticable, but by arrange-
ment with the company the known subcontracts can be generally described.

A dollar amount should be agreed upon, and inserted in the agreement, ag
representing tiue aggregate excessive profits realized, or likely to be realized,
by the company from the prime contracts and subcontracts described in the
schedules for the fiscal year or other period under consideration. The expres-
slon “or likely to be realized” Is taken from the statute and indicates that the
aggregate dollar amount is based on estimates for such flscal year or other
period. The excesslve profits ultimnately realized, being based on estimates, may
turn out to be more or less than the dollar amount stated and, accordingly,
unless otherwise agreed, the actual dollar amount stated may not be withheld or
recovered,

Although such agreements are final in the sense that no further or subsequent
renegotintion for the fiscal year or other period in question is contemplated, the
estimates on which they are based should be set forth in an exhibit attached
thereto and will be subject to review after the close of such fiscal year or other
period and accordingly the provislon to that effect set forth in exhibit E is a
uniform provision and may not he changed in any respect. The uncertainty of
estimates requires that the right be reserved to review findings when final figures
of the fiscal year or other perfod become available, but it will be the policy
of the Rreretary of War to allow original agreements to stand unless the actual
figures with respect to such factors nR costs, volume of production, or nature
of products prove to be materinlly at variance with the estimates upon which
the settlements were based. In the final review, if It {s shown that inereased
profits have resulted from extra effort on the part of the company to reduce
costs, the company will be given the beunefit of this factor.

The last paragraph of exhibit B must be included and may not be changed

in any respect. .
(4) ILLUSTRATIVE PROVISIONS

The provisions of exhibit B relating to refunds nnd price reductions may be
varied to give effect to the particular refunds and price reductions negotinted,
but so far as possible the framework of these provistons as tliey appenr should
be followed. The terms and conditions upon which such refunds or price reduc-
tions may be negotiated cannot he preseribed becnuse of the impossibility of
anticipating particular situations which may have to be provided for, but sim-
plicity is essential and so far as possible conditlons which are dependent upon
future clrcumstances involving complicated accounting, administrative difficulties
or controversinl questions ghould be avolded. Whatever these terms and condi-
tions may be, they should be set forth specifically in an exhiblt attached to the
agreement,

Without Intending to restrict or encourage the use of any particular type of
proviston, and merely as an illustration, the following description of certain types
otbpritmglons which have already been used by the Board in renegotiation is
subm : .

In renegotiation for a prior fiscal year, siich as 1041, the return of excessive
profits will ordinarily take the form of a refund. Since the agreement and refund
will be made after the close of such fiscal year, the Internal Revenue Bureau will
not adjust the tax lability to reflect the result of the renegotiation, and therefore
that part of the tax liabllity, settled or admitted, which represents a tax on the
excessive profits agreed upon must be taken Into consideration in the renegotia-
tion. It is expected upon request the Internal Revenue Bureau will furnish
a statement of this amount and enter into an appropriate closing ngreement. The
agreement should contain a provision whereby the company walves any clajm
for redetermination, abatement, or refund of the tax by reason of the renegotia-

, tion,
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In renegotiation for a current fiscal year, such as 1942, the return of excesslve
profits may be accomplished by a price reduction as well as by a refund. The
agreement will determine the excessive profits realized, or likely to be realized,
by the company durlng such fiscal year from prime contracts and subcontracts
with prime contractors in force at the time of the renegotiation or completed
prior thereto, based on the estimates attached thereto. The withholding or
recovery of these estimated excessive profits may be accomplished by various
forms of price reduction or refund. Among these, for example, are the following:
(a) The company will make an actual reduction effective as of a particular date
in the actunl price to be charged for certain products or materials; or (d) in-
stend of making an actual price reduction, the company will make a cash refund
to the Government monthly, quarterly, or semiannually in an amount equal to
n specified percentage of its actual net sales of certain products or materials, or
perhaps of all products or materinls during the perlod, with a credit for any
price reductions ordered by the Office of Price Administration or other Govern-
ment agencles; or (o) the company will set aside on its books a reserve in the
amount agreed upon, against which it may make certain charges for preseribed
ftems such as reduction in volume of net sales below the estimated amount, un-
compensated costs from shut-downs due to shortages of materlals or iinminent
labor difficulties, price reductions ordered by the Office of Price Administration
or other Government agencies, increases in the price of raw materials and other
anticipnted situations, and at the end of the year it will pay or credit to the
Government the balance of the reserve; or (d) the company will make reductions
in the price of varlous products or materials for the balance of the current fiscal
yvear in amounts which mny vary from time to time in its discretion, and at the
end of the year it wlill pay or credit to the Government an amount equal to the
excess of its profit before taxes over a certain percentage of its actual net sales
during that perlod, which percentage should be limited to a specified dollar
amount. Provisions of the type in (0) and (d) above should be resorted to only
when specinl circumstances make the use of the type in (@) or (b) impracticable.
Tax questions arising out of these provisions, when not covered by the statement
of policy to be issued by the Internal Revenue Bureau, should be taken up with
the Bureau by representatives of the company, and conferences to this end can
be arranged through the Board upon request.

IX. Review

Four original counterparts of ench agreement, interim or final, each final agree-
ment being executed in behalf of the company in the manner preseribed above,
will be transmitted by the Price Adjustment Sectlons of the Supply Services to the
chief of the appropriate service or by the Price Adjustment Branch of the
Matériel Command, Army Air Forces, to the Special Assistant to the Chief of
Staff and will be accompanied by the following documents:

A signed original and three coples of a summary analysis along the lines indi-
cated in PAB Form No. 10-B,

A memorandum showing the allocation of the refunds and price reductions
provided for in the agreement between the War Department, the Navy Depart-
ment and the Maritime Commission, and their subordinate services, proposed by
the company and recommended by the sectlon or branch.

It the chief of the approprinte Supply Service or the Commanding General,
Matérlel Command, approves the settlement covered by the agreement, it will be
transmitted to the War Department Price Adjustment Board for review unless
the Under Secretary of War, by general instructions or in the particular Instance,
hag directed that such approval shall ba finnl,

X. AuDITS AND FINANCIAL INFORMATION

Subsections (d) and (e) of section 403 provide as follows:

(d) In renegotiating a contract price or determining excessive profits for the
purposes of this section, the Secretaries of the respective departments shall not
make any allowance for any salaries, bonuses, or other compensation paid by a
contractor to its officers or employres in excess of # reasonable amount, nor shall
they make allowance for any excessive reserves set up by the contractor or for
any costs incurred by the contractor which are excessive and unreasonable, For
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the purpose of ascertaining whether such unreasonable compensation has been
or 18 belng pald, or whether such excessive reserves have been or are helug set up,
or whether any excessive and unreasonable costs have been or are being Incurred,
ench such Secretary shall have the snme powers with respeet to any such con-
tractor that an agency designated by the President to exerclss the powers con-
ferred by title X1II of the Second War Powers Act, 1042, has with respeet to any
contractor to whom such title Is applicable. In the Interest of economy nnd the
avoldance of duplication of inspection and audit, the services of the Bureau of
Internal Revenue shall, upon request of each such Secretary and the approval of
the Seeretury of the Treasury, be made avallable to the extent determined by the
Secretary of the Treasury for the purposes of making examinntions and deter-
minattons with vespect to profits under this section,

(e) In addition to the powers.conferred by existing law, the Sceretary of each
department shall have theright to gemand of any, contractor who holds contracts
with respect to which the provisiongiol this gection'are applicable in an aggregate
anmount in excess of $100,000, statements of actunl costs of production and such
other financia}-statements, at such times and in such form and detall, as such
Secretary may require, Any person who willfully fails or refuses to furnish any
statement yequired of him under this subsection, or who knowingly furnishes any
such statgfhent containing Informatlon which is false or misleading in any mate-
rial resgeet, shall, upon conviction thereof, be punished by a fine of not more
than $10,000 or imprisonment for not more than two years, or both. The powers
conferred by this subsection shall be exercised in the case of any,contragtor by
tl:e Secretary of the department holding the largest amount of such-eontracts with
such eontractor, or by such Secretary as may be mutually agreed to by the Secre-

xﬁf N .

h

tarieg concerned. o 5, K
Subsection (a) provides that for the putposes of subsections (d)Yand (e) the

term “contract” -lucludes & subcontract and the' term “contractor) Includes a
subcontractor. . EIPO I L

Pursuunt to Eiccutlve Qrgler 9127, fssued on April 10, 1042, the President desig-
nated;certain govgrnmentgl‘vgencivs, including the War Department, us the gov-
ernmental agencieg autheeized to lnspect the plant and audit the bookk and records,
as prayided In Title XFI of the Second: Wax Powers Act, 1042, and authorized
the WA Production Board to issuevnles and vegulations and establish policles to
coordingie and govern these agencles:jn exercise of the functiong vested in them
by that dyder. Accordingly ng.inspection or atklit under subsection (d) should be
wmade or dythorized except thtrough the C';ost Analysls Section of-the Supply Service
or of the Matériel Commatid in charge of the renegotiation, which will first ndvise
the Cost Anulysis Section of the War Production Board in tHe manner prescribed
by tke Fiscal Division, Al formal demanis for Inspw-rh;n or audlt under subsec-
tion (d) or for fingyeinl statements under subscetion (€3 must first be authorized
by the chlef of the Supply Service or the commanding general, matériel command,
in charge of the rencgotiation who will obtain nny necessary approval by the
Under Secretary of War, or hig designated representative,

Maurice H. KARKER,
Chairman, War Department Price Adjustment Board.

Recommended for approval ; .
ALBERT J. BROWNING,
Colonel, A. U. S.
Approved :
IROBERT P. PATTERSON,
Under Secretury of War.,

“

Exnisrr “A.” Setc, 403 or TiTLE IV OF THE Sxxr';l SUPPLEMENTAL NATIONAL
DEFENSE APPROPRIATION Act, 1042, ArPROVED APRIL 28, 1942

8e0, 403. (a) For the purposes of thig section, the term “Department” means
the War Dapartment, the Navy Dapartivent, and the Maritime Commission, re-
spectively, in the case of the Maritime Commisslon, the term “Secretary” means
the '('Ilmlrmnn of such Commission; and the terms “rencgotiate” and “renegotia-
tion" Include the refixing by the Secretary of the Department of the contract price,
For the purposes of subsections (d) and (e) of this sectlon, the term “contract”
includes a subcontract and the term “contractor” includes a subcontractor.
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(b) The Becretary of each Department is authorlzed and directed to inszert
in any contract for an amount in excess of $100,000 hereafter made by such De-
partment (1) a provision for the renegotiation of the contract price at a perlod
or periods when, in the Judgment of the Secretary, the profits can be determined
with reasonable certainty; (2) a provision for the retention by the United States
or the repayment to the United States of (A) any amount of the contract price
which Is found as a result of auch renegotintion to represent excessive profits
and (B) an amount of the contract price equal to the amount of the reduction in
the contract price of any subcontract under such contract pursuant to the renego-
tintion of such subcontract as provided in clause (8) of this subsecifon: and
(8) a provision requiring the contractor to Insert in each subcontract for an
amount In excess of $100,000 made by him under such contract (A) a provision
for the renegotiation by such Secretary and the subcontractor of thé contract
price of the subcontract at a perlod or perjods when, in the judgment of the
Secretary, the profits can be decermined with reasonable certainty, (B) a pro-
vision for the retention by the United States or the repayment to the United
States of any amount of the contract price of the subcontract which is found as a
result of such renegotiation, to represent excessive profits, and (C) a provision
for relieving the contractor from any liability to the subcontractor on account
of any amount s0 retained by or repaid to the United States.

(e) The Sceretary of each Department is authorized and directed, whenever In
his opinion excessive profits have been reallzed, or are lkely to be realized, from
any contraet with such Department or from any subeontract thereunder, (1) to
require the contractor or subcontractor to renegotiate the contract price, (2) to
withhold from the contractor or subcontractor any amount of the contract price
which Is found as a result of such renegotintion to represent excessive profits, and
(3) in cnse any amount of the contract price found as a result of such renegotin-
tion to represent excessive profits shall have been paid to the contractor or sub-
contractor, to recover such amount from such contractor or subcontractor, Such
contractor or subcontractor shall be deemed to be indebted to the United States
for any amount which such Secretuary is nuthorized to recover from such con-
tractor or subcontractor under this subsection, and such Secretary may bring
actions in the appropriate courts of the United States to récover such amoeunt on
behalf of the United States, All amounts recovered under this subsection shall
be covered into the Treasury ns miscellancous receipts. This subsection shall be
applicable to all contracts and subcontracts hereafter made and to all contracts
and subcontracts heretofore mande, whether or not such contracts or subcontracts
contain a rencgotiation or recapture clause, provided that finnl payment pursuant
to such contract or subcontract has not been made prior to the date of enactment
of this Act.

(d) In renegotiating a contract price or determining excessive profits for the
purposes of this scction, the Secretaries of the respective Departments shall not
make any allowance for any salaries, bonuses, or other compensation pald by a
contractor to its officers or employces in excess of a reasonable amount, nor shall
they make allowance for any excessive reserves set up by the contractor or for
any costs incurred by the contractor which are excessive and unreasonable, For
the purpose of ascertalning whether such unreasonable compensation has been
or is being pald, or whether such excessive reserves have been or are being set up,
or whether any excessive and unreasonnble costs have been or are being Incurred,
each such Secretary shall have the same powers with respect to any such con-
tractor that an angency designated by the President to ex-rcire the powers con-
ferred by title XIII of the Second War Powers Act, 1942, has with respect to any
contractor to whom siich title is applicable. In the interest of economy and the
avoidance of dupliention of inspectlon and nudit. the serviceg of the Burenu of
Internal Revenue shall, upon request of each such Secretary and the approval of
the Secretary of the Treasury, be made available to the extent determined by the
Secretury of the Treasury for the purposes of making examinations and determi-
natlons with respect to profits under this section.

(e) In addition to the powers conferred by existing law, the Secretary of each
Department shall have the right to demand of any contractor who holds contracts
with respect to which the provisions of this section are applicable in an aggregate
amount In excess of $100,000, statements of actual costs of production and such
other financial statements, at such times and in such form and detail, as such
Secretary may require. Any person who willfully fails or refuses to furnish any
statement required of him under this subsection, or who knowingly furnishes any
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such statement contalning Information which is false or misleading in any material
respect, shall, upon conviction thereof, be punished by a fine of not more than
$10,000 or imprisonment for not more than two years, or both. The powers con-
ferred by this subsection shall be exerciged in the case of any contractor by the
Secretary of the Department holding the largest amount of such contracts with
such contractor, or by such Secretary as may be mutually agreed to by the Scere-
caries concerned.

(t) 'The authority and discretion herein conferred upon (he Secietary of euch
Department, in accordance with regulations prescribed by the President for the
protection of the interests of the Government, may be delegated, in whole or in
part, by him to such individuals or agencles in such Department as he may desig-
nate, and he may authorize such individunls or agencies to make further delega-
tlons of such authority and diseretion.

(g) If any provision of this section or the application thereof to any person or
clrcumstance is held invalid, the remainder of the section and the applcation of
such provision to other persons or circumstances shall not be affected thereby,

(h) This section shall remain in force during the continuance of the present war
and for three years after the termination of the war, but no court proceedings
brought under this section shall abate by reason of the termination of the provisions

of this section.

Exuisir B
Jung 80, 1942,

MEMORANDUM FOR COMMANDING GENERAL, SERVICES oF SurpLY, COMMANDING
GENERAL, MATERIEL COMMAND, ARMY AIR FoRCES

Subject : War Depar ent Price Adjustment Board.

1. The I'rice Adjustment Board created by memorandum of April 25, 1842, is
hereby redesignated as the War Department I'rice Adjustment Board. It will
serve as the coordinating agency of the War Departinent to determine and
eliminate by renegotiation excessive profits from War Department contracts, and
subcontracts thereunder, subject to approval by the Uuder Secretary of War
or* his designated representative.

2. The functions of the Board will be:

(n) To establish policles, principles, and procedures to be followed in
‘renegotiation.

(b) To ussist the Services of Supply and the Matériel Command, Army
Air Forces, in the selection and training of personnel.

(¢) To assign companies to the Services of Supply and the Matériel Com-
mand, Army Air Forces, for renegotiation and to coordinate all renegotiation
functions and actlvitles.

(d) To review renegotintions and settlements recommended by the Services
of Supply and the Matériel Command, Army Air Forces.

(e) 1'o conduct renegotintion with any company, whenever, because of the
size of the company, the dollar volunie of the contracts Involved, the number
of contracting services interested, new questions presented, or for any other
reason, it appears that renegotiation by the Services of Supply or the Matériel
Command is impracticable.

(£) To develop and recommend for approval such other policies and pro-
cedures as it may deem advisable in performing its functions and accom-

plishing 18 purnoses. RN
. 3. The members ot the Board will be appointed by the Under Secretary of War
on the recommendation of the Commanding General, S8ervices of Supply and the
Commanding General, Matériel Command, Ariny Air Forces. One member will
be selected with the approval of the Chairman of the War Production Board as
his representative, The present membership of the Board shall continue during
the pleasure of the Under Secretary of War.

4. The Board I8 instructed wherever appropriate to function jointly with repre-
sentatives or agencles of the Navy Department, Maritime Commission, and other
Departments or agencles of the Government,

5. The Board will receive from the Cost Anaylsis Section of the War Produc-
tion Board, the .Cost Annlysis Section of the Fiscal Division of the Services of

77620—42——4
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Supply, the Supply Services, the Army Air Forces, and from any other source,
information with respect to contractors and subcontractors who arve thought to
have excessive costs, to be maklng excessive profits, or to be paying cxcessive
salarles or bonuses.

6. (a) The Cost Annlysis Section of the Fiscal Divislon of the Services of
Supply shall upon request of the Board make such audits and analyses as may
be designated by the Board and shall gecure for the Board from the Irensury
Departuient, the Securitles and Exchunge Commission, the Federal T'rnde Com-
mission, and from any other Department or ageney of the Government, or from
the contractor Involved, such additional information as the Board may request
in order to expedite and asslst it in the performance of its functions.

(b) All Divisions and personnel of the Services of Supply and the Matériel
Command, Army Afr Forces, shall furnish such Information and assistance to
the Bonrd as it may request ot as may appear desirable to nid it in the performance
of Its functions.

7. 'I'he Bonrd is authorized to delegate to nny one or more of its members the
power to inltiate investigntions and request information and assistance on behalf
of the Board and to represent the Board in renegotiations with contractors and
subconlractors.

8. In conducting renegotintions the Board shall take into consideration the
financial position and overall profits, past and prospective, of a contractor or
subcontractor with a view to ‘determining or agreelng upon the amcunt of any
excessive profits realized, or likely to be realized, from its war contracts tnken
as a whole, subjeet to such Instructions as the Under Secretary of War may issue
from time to thne,

9. Al agreements reached as a result of such renegotintion shall be made
expressly subject to approval by the Under Secretary of War, or his duly nuthor-
fzed representative, and shall be in such form and accompanied by such sup-
porting reports and documents as he may preseribe from thne to time.

10. 'The manner in which agreentents shall be earried out, whether by a redue-
tion of contract prices, refunds or otherwise, shall be determined by the Under
Secretary of War, or his designated representative. Agreement shall be reached
with the Navy Dapartment and the Maritime Commission as to any part of the
agreement affecting contracts with them,

11, The Commanding General, Services of Supply, and the Commanding General,
Matériel Command, Army Air Forces, are authorized and directed to create, with
the advice of the War Department Price Adjustment Board, Price Adjustment
Sections to conduct renegottintions with such companies as may be assigned to
them by the War Department Price Adjustmment Board, subject to review by the
Board and approval by the Under Secretary of War or his designated representa-
tive, except in cases where by general instructions or in the particular instance,
tho T'drr Secretary or such representative may authorize them to make final
agrecements,

12, The Commanding General, Services of Supply, and the Commanding General,
Matériel Command, Army Air Forces, are authorized and directed to establish
within their command siich Cost Analysis Sections as shall be necessary to act
as fact-finding units with respeet to cost and profits on War Department contracts,
and subcontracts thereunder, for the foregoing Price Adjustment Sections.

13. The Chief, Purchases Branch, Procurement and Distribution Division,
Services of Supply, is hereby designated ns the duly anthorized representative of
the Under Seeretary of War for the purposes specifiad herein,

14. ‘The Board will be assigned to the Services of Supply for administrative
purposes.

156. The provisions of memorandum of April 25, 1942, are modifled nccordingly.

(Signed) Ronrrr P. PATTFRBON.
Under Sceretary of War.
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Lxumir C
WAR DEPARTMENT,
HEADQUARTERB, SERVICES OF SUPPLY,
SPrDopP 020 (7-3-42) Wuashgton, D. C., July 3, 19/2,

MEMORANDUM FOR DirkcTors AND CHIEFS OF STAFF DIvis ons, 'I'n18 I1EADQUARTERS,
CUIFFS OF SUPPLY AND ADMINISTRATIVE SERV ICES, SERVICES oF SuppLY, AND COM-
MANDING (JENERALS, ALL COLP8 AREAS

Subjeet: Price Adjustment Sections,

1. The chief of each Supply Scervice Is authorlzed and directed to create, with
the advice ol the War Department Price Adjustment Bonrd, such Prlce Adjust.
ment Sectlons ns may be necessary, to renegotinte contracts with such contractors
and subcontractors as may be assigned to his Service by the War Department
I’rlce Adjustment Board.

. The chief of each Supply Service is authorized and directed to establish in
lhe l'lsull Division ¢f such Service a Cost Analysls Seetion, the funciion of which
shall be to act as a fact-finding unit with respect to costs and prefits on War
Department contracts and subecontracts thereunder. Dursnant to Paragraph
9 g (H) of the initinl divective for the organization of the Services of Supply,
dated March 9, 1042, the Fiscal Division, Headquarters, Services of Supply, shall
preseribe, supervise and coordinate all cost analysis methods and procedures
within the Supply Services.

3. All renegotintion by any Price Adjustment Section shall take into considera-
tion the finauclal position and overall proefits, past and prespective, of the con-
tractor or subcontractor with a view to determining by agreement the amount
of any excessive profits realized, or lkely to be real:z>d, from Its war contracts
taken as a whole, subject to such instructions as the Chief, Purchases Branch,
Procurement and Distribution Division, Services of Supply, may Issue from time
to time.

4. All agreements reached as a vesult of such renegotiation shall be made

-expressly subject to approval by the Under Secretary of War, or his duly author.
Ized representative, and shall be In such form and accompanied by such support.
ing reports and documents as may be prescribed.

b. Agreements reached by the Price Adjustment Sections shall be transmitted
to the chief of the appropriate Supply Sarvice and, when approved by such
chief, shall be transnitted to the War Department Price Adjustment Board
for review by the Board and final approval by proper authority, except in
cases where, by general instructions or in the particu'ar instance, the chiefs of
the Supply Services are authorized to make final agreements.

6. The manner in which agreements shall be earried out, whether by a reduc-
tion of contract prices, refunds or otherwise, shall be determined by the Chief,
Purchases Branch, Procurement and Distribution Division, Services of Supply.

7. Nothing herein contained shall preclude contracting ofiicers from—

a. Continuing to make adjustments of prices or fees in individual con-
tracts containing an express provision for redetermipation of the price or
fee on the Lasls of n specified formula or containing an express provision
that the price or fee shall be subject to renegotintion, whether or not
Xn;lo;ﬂ%gcuon 403 of the Sixth Supplemental National Defense Appropriation

ct, 1042,

b. Continuing to reconsider fndividual contracts of any type with a view
to adjustment or the contract prives by voiuniuty renegotiation or to accept
voluntary reductions in such contract prices without auditing the accounts
of the contractor or subcontructor if the amount is deemed reasonable,

Each adjustment shall be reported promptly to the Chief of the appropriate
Supply Service for transmittal to the Chief, I'urchases DBranch, Procurement
and Distribution Division, Services of Supply, for the information of the War
Department I'tice Adjustment Board and shall be expressly made without
prejudice to the determination of any excessive profits of the company upon
subsequent renegotintion.

8, These instructions are issued in conformity with memorandum from the
Under Secretary of War dated June 30, 1042, copy attached. and supplement
the memorandum dated April 25, 1942, subject: Price Adjustment Board,
Services of Supply.

For the Commanding General : (Signed) II. A. Maniv,

L : Colonel. General Staff Corps, Exccutive, Administrative Branch.

Incl.
¢/Memorandum Hated

6-30-42
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Exumit “D"

TI-1171 Jury 8, 1042,

ConNTRACT PRICE RENXGOTIATION

CoMMANDING GENERAL, MATERIEL CENTER,
Wright Field, Dayton, Ohio
1, Problem Presentcd.
a. To establish within the Contract Section, Matérlel Center, Wright Field,
Dayton, Ohio, & Price Adjustment Branch and a Cost Analysls Branch,

2. Factual Data.

a. By memorandum directive from the Under Secretary of War to the Com-
manding General, Services of Supply, and Commanding General, Matériel Com-
mand, Army Alr Forces dated June 30, 1942, a copy of which is attached, a War
Department Price Adjustment Board was established and provision was mada
for the establishment of Price Adjustment and Cost Analysis Sections within
the Matériel Command of the Army Air Forces,

3. Authority.
a. The Under Secretary of War.

4. Action Desired,

a. The creation within the Contract Sectlon at the Matériel Center, Wright
Field, Dayton, Ohlo, of a Price Adjustment Branch and a Cost Analysis Branch.

b. All renegotiation shall take into consideration the financial position and over-
all profits, pust and prospective, of the contractor or subcontractor with a view
to determining by agreement the amount of any excessive profits realized, or
likely to be realized, from its war contracts taken as a whole,

¢. All agreements reached as a result of such renegotiation shall be made ex-
pressly subject to approval by the Under Secretary of War, or his duly authorlzed
representative, and shull be in such form and accompanied by such supporting
reports and documents as may be nreseribed.

d. The functions and dutles of the Price Adjustment Branch, Matériel Center,
shall be as follows:

(1) It shall conduct reviews and renegotinte contract prices of companies
fn accordance with the policy and procedure established and maintained by
the Commanding General, Matériel Command.

(2) It shall submit all proposed contract modifications resulting from
such renegotintion to the Commanding General for review and approval by
proper authority.

(3) It shall procure from the Cost Analysis Branch such additional factual
information or data as may be pertinent to or useful in connection with any
review or renegotiation conducted by it.

(4) It may request the Contract Audit Section, Fiscal Division, Dayton,
Ohlo, to conduct special audits or reviews of the records of contractors
or subcontractors holding contracts or subcontracts subject to renegotiation.

e. The function of the Cost Analysis Branch of the Contract Section of the
Matériel Center shall be to act as a fact finding unit with respect to costs and

profits on War Department contracts.
f. Nothing herein contained shall preclude contracting officers from—

(1) Continning to make adjustments of prices or fees in individual con-
tracts containing an express provision for redetermination of the price or
fee on the bnsis of a specified formula or containing an express provision that
the price or fee shall he subject to renegotiation, whether or not under Sec-
tion 403 of the Sixth Supplemental National Defense Appropriation Act, 1942,

(2) Continuing to reconsider individual contracts of any type with a view
to adjustment of the contract prices by voluntary renegotlation or to accept
voluntary reductions in such contract prices without auditing the accounts of
the contractor or subcontractor if the amount is deemed reasonable.

g. Each adjustment shall be reported promptly to the Commanding General,
Matériel Command, for transmittal to proper authority and shall be expressly
made without prejudice to the determination of any excessive profits of the
company .upon subsequent renegotiation.

B BE. MFYERS,

Brigadier General,
Army Alr Forces.

Attach. Cy memo fr USW 6-3u-42

L]
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Exmsitr E
WAR DFPARTMENT
(BUPPLY BERVICK OF MATERIEL COMMAND)
Price Adjustment Section

AGREEMENT
Date: o e , 104,
I. As a result of renegotiation between the undersigned
n sole owner
............................. it purtnership with its princlipal office
. i ccceea— tourporation
at L ,in the City of _ e , State of ,
and the Under Secretary of War, it has been found that o ______
Dollars ($-ccaeeeeoa ) of the aggregate prices and fces of the undersigned In

effect under the contracts of the undersigned with the War Department (and in
contracts, if any, with the Navy Department and the Maritime Commisslion)
enumeruated or generally doscribed in Exhibit A attached hereto, and in its
subcontracts enumerated and generally described In “IExhibit B"” attached hereto,
represent the amount of excessive profits realized, or likely to be realized, by
the undersigned during its fiscal year ending . ___ , 104,
The finding herein 18 based upon the financial and other data including the com-
parative statement of projected operating results before and after this adjust-
ment for sald fiscal year, and is subject to the terms and conditions, all as set
forth in “Exhibit C” attached hereto. “Exhibit D" attached hereto contains a
complete list of the subsldiaries of the undersigned, all of which are consolidated
with the undersignel for the purposes hereof except such, if any, as may be
expressly exciuded by proper notation on sald exhibit,

IL. The undersigned agrees that the Secretary of War (and, if appticable, also
the Secretary of the Navy and the Chalrman of the Maritime Commission)
shall have the right to withhold or recover from the undersigned, and the under-

signed will pay or credit to the United States, the sum of —___ ...
lll)onum (€ JE. ), In accordance with the provisions of “Exhibit E” attached
ereto.,

III, The undersigned likewlse agrees that it will make reductions in the prices
and fees provided for in sald contracts and subcontracts in accordance with a
schedule of new prices and fees which the undersigned has submitted concur-
rently herewith, or will submit within _____.______ days lereafter, and repre-
sents that in its opinion such reductions are calculated to eliminate from snid
contracts and subcontracts, taking into consideration the provisions of II hereof,
the excessive profits found herein to have been realized, or likely to be realized,
by the undersigned during sald fiscal year. If any such reductions are submitted
after the date hereof, they shall be subject to approval by the Secretary of War,
(and if and to the extent applicable, also the Secretary of the Navy and the
Chairman of the Maritime Commissiony who shall have the right to require the
undersigned to revise sald prices and fees in such manner as he deems appro-
priate to effectuate the purposes of this agreement,

IV. To assure to the United States the benefit of reductions in the prices and
fees under subcontracts as herein provided, the undersigned agrees to give notice
of such reductions to its contractora forthwith and to insert therein a provision
substantially in the following form:

“This reduction is the result of renegotiation between the undersigned and
the Under Secretary of War, in behalf of the United States Government, and
therefore, in respect of your prime contracts with the Government under which
costs will be affected by this reductlon, you agree with the Government, as a
condition to the acceptance of this reduction, that the full benefit thereof shall
be passed on to the Government through equivalent aggregate price reductions
or refunds under these prime contracts. Contructing officers of the War Depart-
ment, the Navy Department and the Maritime Commission are being advised
accordingly.”

V. The undersigned will not utilize this renegotiation or adjustment in any
attempt to recover for its own benefit from any person, firm or corporation all
or any part of any such price reduetion or of any amount go withheld or recov-
ered from, or pald or credited to the United States by, the undersigned pursuant
to this agreement. It is expected, however, that the undersigned will make
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every effort to reduce its costs whenever possible, to enable it in turn to reduce
its prices to the Governiment.

VI. Within ._._.______._ dnys after the end of sald flseal year the under-
slgnel will fuenish to the Under Secretary of War, properly signed by or on
behalf of the undersigned, (1) a written statement, substantially in the form of
“Fxhibit ¢ showing the actual results of operations for satd fiscal year, with
necessary supporting data, and (2) a balance sheet, profit and loss statement and
analysis of surplug for snid fiseal year, in form satisfactory to the Under Sccre-
tary of War, certified by independent publlc accountants who may be those
regularly employed by the undersigned.

V1L The finding herein shall be deemed a final determinntion of the excessive
profits of the undersigned for said ficeal year under snid contracts and suhcon-
tracts, sublect to the right of the Under Secretary of War, or his duly authorized
representative, (a) to reopen the renegotiation in his diseretion, but not Iater
than sixty (60) days after the undersigned shall have filed with the Under
Secretary of War the statement and financial statements provided for in VI
hercof, If the actunl figures with respect to such factors as costs, volume of
production or nature of products prove to be materlally at variance with the
estimates on which the finding herein was based, and (b) to reopen the renego-
tintion in his diseretion at any time hereafter if the undersigned in the course
hereof knowingly furnishes any false or misleading information or fails to dis-
close any materinl information. In deciding whether to reopen the rencgotintion
and for the purpose of any subsequent renegotiation for sald fiseal year, if it is
shown that increased profits have resulted from extra effort on the part of the
?rulorslgnml to reduce costs, the undersigned will be given the benefit of this
actor,

VIIIL. This agreement s executed by or on behalf of the undersigned pursuant
to proper authority and shall be binding upon the undersigned and upon the War
Department if and when approved by the Under Secretary of War or his duly
authorized representative (and also upon the Navy Department If and when
approved by the Under Secretary of the Navy or his duly authorized representa-
tive, and upon the Maritime Commlssion if and when approved by its Chalrman
or his duly authorized representative) and shall remain in full force and effect
notwithstanding any interpretation, amendment or disposition of Section 403 of
the Sixth Supplemental National Defense Approprintion Act, 1942,

President.

(Attached hereto is nn attested copy of an authorizing resolution of the Board
of Directors.)
Approved :
For the Under Secretary of War

Authorized Representative.

Approved :
For the Under Secretary of the Navy B

Authorized Representative.

Approved ;
For the Chalrman of the Maritime Com];nisslon

. Authorized Representative,




WAR DEPARTMENT’S REVISED REDRAFT OF SECTION 403, PUBLIC LAW
528, COMMITTEE PRINT NO. 3

{Committee Print No, 3, September 20, 1042)
AMENDMENT
Renegotiation of war contracts (sectlon 403 of Publie, §28)

Sec. 403, (a) For the purposes of thls seetlon—

(1) 'The term “Department” means the War Department, the Navy Depart-
ment, and the Marltime Commission, respectively.

(2) In the case of the Maritiie Commission, the term “Secretary” means
the Chalrman of such Commission.

(3) The terms “rencgotiate” and “renegotiation” include the refixing by the
Sceretary of the Department of the contract price,

(4) The term “crcessive profits” means any amount of a contract or sub-
con;'ruct price which ts found as a result of renegotiution to represeat excessive
profits, .

(&) The term “subcontract” means any purchase order or agreement to perform
all or any part of the work, or to make or furnish any article, required for the
performance of another contract, except orders or agreements to furnish (i)
raw muterials, (it) standard commercial fabricated or semifabricated articles
ordinarly sold for civilian wuse, or (iii) articles for the general opcration or
maintenance of the contractor's plant.  The term “article” includes any ma-
terial, part, assembly. machinery, cquipment, or other personal property.

For the purposes of subsectlens (d) and (e) of this section, the term “contract”
includes a subcontract and the term “contractor” includes a subcontractor.

{(b) Subjcet to subsection (1), the Secretary of each Department {s authorized
and directed to insert in any contract for an amount in excess of $100,000 here-
after made by such Department—

(1) a provision for the renegotintion of the contract price at a period or perlods
when, in the judgment of the Secretary, the profits can be determined with
reasonable certainty;

(2) « provision for the retention by the United States from amounts other-
wise due the contractor, or for the repayment by him to the United States, {f
paid to him, of [(A) any amount of the contract price which is found as a result
of such renegotintion to represent] any excessive profits not eliminated through
reductions in the contract price, or otherwise, as the 8ceretary may direct [and
(B) an amount of the contract price equal to the amount of the rednetion in the
contract price of any subcontract wnder such contract pursuant to the rencgo-
tiatlon of such subcontract as provided In clause (8) of this subsection; and};

(3) a provision requiring the contractor to insert In each subcontract for an
amount In excess of $100,000 made by him under such contract (1) a provision
for the renegotiation by such Beeretary and the subcontractor of the contract
price of the suhcontract at a perled or perlode when, In the judgment of the
Secretary, the profits can he deiermined with reasonable certainty, (11) a pro-
viston for the ratentlon by the coitractor for the United States of the amount
of any reduction in the contract price of ary subcontract pursuant to its renego-
tiation hercunder, or for the vepayment by the subeontractor to the United
States of any Lamount of the contract price of the subcontract which Is found
as n result of such renegotintion, to represent] excessive profits from asuch
subcontracs paid to him and not climinated through rveductions fn the contract
price or otherwise, as the 8ceretary maw divect, and (1it) a provision for relleving
the contractor from any lability to the subcontractor on.account of any amount
g0 retained hy the contractor or repotd by the subeontractor to the United
States, and ({v) in the discretion of the Seeretary, a provisioa requiring any
subcontractor to tnsert in any subcontract made dy him under such subconiract,

61
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provisibng corvcsponding to those of subparagraphs (3) and (4) of this
subscotion (b),; and

(4) a provision for the retention by the United Stales from amounts otherwise
due the contractor, or for repayment by him to the United Statcs, as the Scere-
tary may direct, of the amount of any reduction in the contract price of any
subcontraot under such contract, which the coniractor is directed, pursuant
to clause (3) of this subsection, to withhold from payments otherwise due the
m;bct;nlractor and actually unpaid at the time the contractor recciveg such
dircction,

The provision for the rencgotiation of the contract price, in the discretion of
the Secretary, (1) may fio the period or periods when or 1within which renego-
ttation shall be had; and (1) if in the opinion of the Secretary the provisions of
the contract or subcontract are otherwise adequate to preveni ercessive profits,
may provide that rcnegotiation shall apply only to a portion of the contract or
subcontract or shall not apply to performance during a specified period or periods
and may also provide that the contract price in effect during any such period or
periods shall not be subject o renegotiation.

(¢) [The Sceretary of each Department is anuthorized and directed, whenever
in his opinion excessive profits have been relized, or are likely to be reallzed,
from any contract with such Department or from any subcontract thereunder,
(1) to require the contractor or subcontractor to renegotiate the contract price,
(2) to withhold from the contractor or subcontractor any amount of the contract
price which is found ns a result of such renegotintion to represent excessive profits,
and (3) in case any amount of the contract price found ns a result of such renego-
tiatlon to represent excessive profits shall have been pald,io the contractor or
subcontractor, to recover such amount from such contractor or subcontractor.
Such contractor or subcontractor shall be decmed to be indebted to the United
States for any amount which such Secretary is authorized to recover from such
contractor or subcontractor under this subsection, and such Secretary may bring
actions in the approprinte courts of the United States to recover such amount on
behalf of the United States.]

(1) Whencver, in the opinion of the Secretary of a Department, the profits
realized or likely to be realized from any contract with such Department, or from
any subcontract thercunder whether or not made by the contractor, may be crces-
sive, the Sccretary i3 authorized and directed to require the contractor or subcon-
tractor to rencgotiute the contract price. When the contractor or subcontractor
holds t100 or more such conlracts or subcontracts the Secretary in his discretion,
may rencgotiate to eliminate cxcessive profits on some or all of such contracts or
subcontracts as a group without separately rencgotiating the contract price of
cach contract or subcontract.

(2) Upon renegotiation, the Secretary is authorized and directed to eliminate
any exrcessive profits under such contract or subcontract (1) by reductions in the
contract pricc of the contract or subcontract, or by other revision in its terms; or
(#t) by withholding, from amounts otherwise due to the contractor or sudcon-
tractor, any amount of such cxcessive profits; or (iii) by dirccting a contractor to
withhold for the account of the United States, from amounts otherwise due to
the subcontractor, any amount of such exccssive profits under the subcontract; or
(fv) by recovery from the contractor or subcontractor, through repayment, credit
or suit, of any amount of such excessive profits actually, paid to him; or (v) by
any combination of these methods, as the Sccretary dcems desirable. In determin-
{ng the amount of any cxrceasive profits to be climinated hercunder, the Secretary
shall allow (he contractor or subcontractor approprinte credit for any Federal
tazes (including income, normal and exccss profits taxes) paid or payadble 1woith
respeet to such excessive profits and not subject to adjustment, but may require
such cvidence thercof, tncluding a closing agreement with the Internal Revenuo
Burean, as he deems necessary. Such Sceretary may dring actions on behalf of
the United States in the appropriate courts of the United States to recover from
such contractor or subcontractor, an}l amount of such ecrcessive profits actually
paid to him and not withheld or climinated by some otier method under this
subscotion. The surety under a contract or subconiract shall not de liable for the
repayment of any cxcessive profits thereon, All Famounts] moncy recovered by
way of repayment or auit under this subsection shall be covered into the Treasury
as miscellaneous receipts.

(8) Upon rencgotiation pursuant to this sectfon, the Secretary may make such
final or other agrecments with a contractor or sulicontractor for the climination of
eaxcessive profits and for the discharge of any labdility for cxcessive profits under
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this section, ag the Sceretary deems desirable. Such agreements may cover such
past und future period or perlods, may apply to such contract or contructs of the
contractor or subcontractor, and muay contain such tcrms and conditions, ag the
Sceretary deems advisable,

(§) Any contractor or subcontractor who holds contracts or subcontructs, to
which the provisions of this subscetion (¢) applicable, mayg file with the Scere-
taries of all the Departments concerned atatenents of actunl costs of production
and such other financial statements for any prior flscal year or years of such con-
{ractor or subcontractor, in such form and detail, as the Seervetaries shall preseribe
by joint regulation, Within one year after the filivg of such stalements, or within
such shortey period as may be preseribied by such ‘oint regulation, the Seerctary
of a Departent may gree the contractor or subeontractor written notice, in form
and manner to be presertbed e such joint regulation, that the Seereturyi is of
the opinton that the profits realized from some op all of such contraets or subcon-
tracts may be cxcessive, and firing a date and place for an initial conferenee to be
hald aeithin sicty Caps thereafter. If such notice iz not given and renecgolintion
commenced within such sicty daps the contractor or subeontractor shall not
thercafter be requived to renegotiate to eliminate cacessive profits realized from
any such contract or subeontracl duiiing such fixcal year or pears and any linbilities
of the contractor or subcontractor for excessive profits realixed during such period
shall be thereby discharged,

(6) Thix subsection (¢) shall be applicable to all contracts and subcontracts
hereafter made and to all contracts and subcontanets heretofore mude, whether or
not such contracts or subeontraets contain o rvenegotintion or recaptire clnuse,
Fprovided thatd wnless (1) final payment pursuant to such contraet or subeontract
Lhas not been made prior to the date of ennetment of this ActY was made prior to
Aprit 28, 1942, or (1i) the contract or subeontract provides otherwise pursaant to
subscetions (b) or (1), or is excmpted unadey subscetion (i), of this gection 403, or
(iit) the agyregate sales by the contractor or subcontractor, and by all persons
under the control of or controlling or under common control with the contractor
or subcontractor, under contracts with the Departments and subeontracty there-
under do not exceed, or in the opinion of the Secrctary concerned will not cxcced,

250,000 for the fiscal year of such contractor or subeontractor.

No rencgotiation of the contract price pursuant to any provision therefor, or
otherwise, shall be commenced more than one pear after the close of the fiscal
year of the contractor or subcontractor within which completion or termination of
the contract or subcontract, as determined by the Seeretary, occurs,

Subsgections (d) throngh (h) of the present gection 403 wounld remain unchanged.
New subsections (1) and (§) would be added after the present subsection (h) to
read as follows:

“(#) The provigions of thia scction shall not apply to any contract by a Depart-
ment with any other department, bureau, ageney, or governmental corporation of
the United States or 10ith any Territory, possession, or State or any agency thereof
orwith any foreign government or agency thereof. The Seeretary of a Department
18 anthorized, {n his discrction, to erempt from some or all of the provivions of
this scetion 408, (1) any contract or subcontract to be performed outside of the
territorial limits of the continental United States or in Alaska; (2) any contracts
or subcontracts under twohich, {n the opinion of the Sceretary, the profits can do
determined with reasonable certainty when the contract price 18 estadlished, such
as certain classes of agreements for personal services, for the purchage of real
property, perishadle goods, or commoditics the minimum price for the sale of
wehich has been flred by a public regulatory body, of eascs and license agreementa,
and of agreemoents where the poriod of performance under such contract or subcon-
tract 1ofll not be in cxceas of thirty dayz: (8) a portion of any contract or subcon-
tract or performance thereunder during a specified period or periods, if in the
opinton of the Secretary the provizions of the contract or subcontract are other-
wise adequate to prevent ercessive profits,

“(9) Nothing tn scctions 109 and 113 of the Criminal Code (U. 8. C.. title 18,
8e08. 198 and 203) or in scction 190 of the Revized Statutes (U, S, C., title 5, sce. £9)
shall be deemed to prevent any person appointed by the Scceretary of a Department
for intermittent and temporary employment in guch Department, from acting as
coungel, agent, or attorney for prosccuting any claim againat the United Ktates:
Provided. That such person shall not prosecute any claim againat the United States
(1) 1ohich arises from any matter direclly connected with twohich such person {s
employed, or (2) during the period zuch person {8 engaged in intermittent and
temporary cmployment in a Department.”
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MPEMORANDUM—SUGGESTED AMENDMENTS TO SFOTION 403 oF THE SIXTH SUPPLE-
MENTAL NATIONAL DFFENSE APPROPRIATION AcT, 1042 (RENEGOTIATION OF CON-

TRACTS)

Attached hereto is a draft of amendments suggested by the War Department
and the Navy Department Incorporating changes which would (1) eliminate
certain existing ambiguities and (2) make the stutute move fioxible and more
effective as a means of reducing prices and costs. This draft supersedes the
previous draft submitted to Mr. Rundolph Paul, General Counsel for the Treasary
Department, and to the Senate Finance Committee at an executive session on
Tuesday, September 22, 1042, because certain additionnl amendments incorpo-
rated In this new draft have been agreed upon by the War Department and the
Navy Depar‘ment since that date.  The definition of “subcontract”, however, is
proposed by the War Department alone and it is understood that the Navy
Dopartment desires a broader definition. The Interlineations of this new draft
indicate changes in the present statute. The changes of substance are as

follows:
1. DEFINITIONS

(@) “Ezcessive profits."—Throughout the present stotuie the phrase “any
amount of a contract price which is found as a result of renegotintion to represent
excessive profits” iy constantly used. For convenierce and brevity in revised
form the term “excessive profits” hus been substitutec for this phrase, but sub-
section (n) (4) defines the term as having the same meaning as the phrase for
which it is substituted.

(b) “Subcontracts.”--The present statute does not deflne the term “subeon-
tract.” The definition in the draft, proposed by the War Dopartment, would
exclude what are commonly known as materialmen and is generally in line
with the decision of the Board of Tax Appeals in Aluminum Company of Amer-
ica, petitioner v. Commissioner of Internal Revenve, irespondent, deelded August
13, 1942, interpreting the term “subcontruact” as used 'n the Vinson Act. The
exclusion of raw materlals and standard articles ordinarily sold for civilian use
would leave that fleld for regulation by the Office of Price Administration,

2. CONTRAOT PROVISIONS

Subsection (b) prescribes the contract provisions required to be inserted in
contracts over $100,000. The changes proposed in this snbsection are designed
to eliminate ambiguities or uncertainties in the present statute and also confer on
the Secretary discretion to limit or restrict the contract provizion in certain
respects.

(a) Subparagrarhs (2) and (8) are revised to make it clear that a contractor
or subcontractor can be forced to repay excessive profits only after they have
actunlly been paid to him. The revision of these subparagraphs also makes it
clear that excessive profits may be eliminated through reductions in the contract
price or otherwise as the Secretary may direct and need not be recovered if so
ellminated.

(b) While subparagraph (3) of the present statute appears to require the
United States to withhold excessive profits from a subcontractor, this will nor-
mally be impossible since the Government will not owe anything directly to the
subcontractor. The revision of this subparagraph makes it clear that such
amounts are to be withheld by the prime contructor for the benefit of the Gov-
ernment. The addition of subdivision (iv) to subparagraph (3) will permit the
Secretary In his discretion to require any subcontractor to insert similar con-
tract provisions in his own subcontracts whereas subparagraph (3) of the present
statute provides for the insertion of the contract provision only in subcontracts
made by the prime contractor.

(¢) The first sectlon of subparagrapn (4) hns been added to allay the fear of
contractors that under subparagrann (2) (B) of the present statute they may
be linble for reductions in the contract prices of their subcontracts even though
they do not recelve the benefit of it,

(d) The second section of subparagraph (4) has been added to confer on the
Secretary certain discretion as to the form of contract provision to be used.
He may fix the perlod or periods for renegotiation and in this way prescribe
a statute of limitations. In his opinion the provisions of the contract are other-
wise adequate to prevent excessive profits, he mny restric: renegotiation to a
portion of the contract or he may make the contract price firm during a specified
perlod or perlods and provide that the contract price in effect during such perlod
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or perlods shall not be subject to renegotiation. The mandatory and inflexible
provisions of the present statute make It difficult, if not impossible, to make firm
prices for limited periods, a power which 18 essential In negotinting target prices
affording the contractor an Incentive to reduce costs below a specified amount,
and this would permit him to exempt the prices so fixed from rencgotiation.

3, RENEGOTIATION PROCEDURE

In the revised draft subsection (c¢) prescribes the procedure for renegotiation
and the elimination of excesslve profits. For clarity it has been divided Into five
subsections in the revised form:

(a) Over-all renegotiation.—At the end of subsection (¢) (1) a new sentence has
been added which expressly nllows renegotiation of contracts or subcontracts of a
contractor or subcontractor as a group. This anthorlzes the procedure which has
been found to be more practical where a contractor or subcontractor holds a large
number of such contracts.

(b) Mcthods of eliminating exrcessive profits.—Subsection (c¢) (2) specifies the
methods by which excessive profits may b2 eliminated. It expands the present
methods of eliminating excessive profits. It expressly authorizes eliminution
through reductions in the contract price by revision in its terms and clarifies
several minor uncertainties in the present statute. It also relieves the surety
under a contract from liability or excessive protits thereon, as was done under the
Vinson Act.

(0) Eircess-profits tares.—Under the present statute no provision is made to
offset excess-profits taxes paid against the excessive proflts under the statute,
Subsection (¢) (2) of the revised form provides for such offset.

(d) Payments to Treasury.—The present statute makes it doubtful just what
amcunts are to be covered into the Treasury as miscelluneous roceipts. The re-
vised sentence in subsection (3) (2) expressly Hmits it, as originally intended,
to money repaid te the Government or recovered by suit.

(¢) Agreements—The present statute contains no express authorization for the
making of agreements which shall be binding as a result of renegotiation which
will preclude reopening of the question at a later date, Subsection (¢) (3) has
been added to expressly authorize finnl agreements with a contractor or subcon.
tractor for the discharge of any Habllity for excessive profits under this section,
It alsv permits the agreement to contain any terms and conditions which the
Secretary deems advisable,

(f) Olearances for prior fiscal years.—Even with the amendment referred to in
(e) above, there would still be no statutory method by which a contractor or
subcontractor could initiate renegotintion in order to obtain a clearance from
lability for excessive profits under the statute, Subsection (e) (4) has been
added to enable themn to file financinl stntements for any prior flscal year or years,
in such form and detail as the Sceretaries shall prescribe by joint regulation, and
unless within 1 year thereafter, or within such shorter period as may be prescribed,
one of the Sceretaries has initiated renegotiation the contractor or subcontractor
will automatically have a clearance for such fiseal year or years.

(g) Statute of limitations.—In line with the amendments referred to in (e) and
(f) above, the second paragraph of subsection (¢) (5) has been added to limit
the time within which renegotiation of any particular contract or subcontract may
be commenced to 1 year after the close of the fiscal year within which it is com-
pleted or terminated.

. 4, EXEMPTIONS

A new subsection (1) has been added at the end of the present statute permit-
ting certain exemptlions from its terms.

(a) Government contracts.—The contracts with any Federal or local ageney or
any foreign government are completely exempled.

(b) Permissive exemptions.— The Secretary 18 authorized to exempt:

(1) Contracts to be performed outside the United States, and

(2) Contracts where the profits can be determined with reasonable certainty
when the-price is established, such as certain classes of agreements, specified as
agreements for perronnl services, for the purchase of real property, perishable
goods or commadities, the minimum price for the sale of which has been fixed by a
public regulatory body, of leases and lcense agreements, and of agreements where
the period of performance under such contract or subcontract will not be in excess

of 30 days.
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(3) Any contract or subcontract for a specified perlod or perlods during the
performance thereof, if In the opinion of the Secretary its provisions are other-
wise adegnate to prevent excessive profits, This last provision has been added
in order to extend the discretion of the Secretary in making firm prices for
limited perlods to those contracts and subcontracts which are subject to renegotia-
tion although they contain no contract provislon for renegotiation. :

(¢) Contracts and subcontracts subfect to the statute—~Under subsection (¢)
(8), Just as under the present statute, all contracts and subcontracts heretofore
or hereafter made are subject to renegotintion, whether or not they contain a
renegotiation or recapture clause unless (i) final payment was made prior to
April 28, 1942, or (il) the contract or subcontract provides otherwise pursuant to
subsection (b) or is exempt or provides othcerwise under this subsection (1).

0. LIMITATION OF OFEBATION OF SECTIONS 108 AND 113 OF THE CRIMINAL CODE AND
BECTION 100 QF THB REVISFD STATUTES

A new subsection (§) has been added to the statute to make clear that the
above-mentioned statutes do not prevent any person employed on an intermittent
or temporary basis by a secretary, from acting as counsel, agent, or attorney for
prosecuting a claim (such as a claim arising under the tax statutes) against the
United States, under certain conditlons. This subsection has been added in order
to make it possible for the Department to retain the services of lawyers, account-
ants, and other professional men who might otherwise feel constrained to refuse to
continue thelr present intermittent or temporary work for the Department because
of these statutes. While this new subsection (j) has been added to section 403
primarily to clear up any doubts as to the application of these statutes to persous
employed to ald the Secretary In renegotiating prices under contracts, it is not

limlted to such persons,

Senator Warsn, We have had presented to us the proposed amend-
ments offered by the Lumber and Timber Products War Committee.
I will request that one of your officials examine these and give us an
analysis or your view of them.

Mr, PartERsoN, Yes, sir,

Senator Warsit, May I ask, is the Treasury represented heref

Mr. Roserr B. Eicunovrz, Yes.

Senator Warsu. May I suggest, for the purpose of the record, you
have the Treasury submit to the committee a statement of their opera-
tions and administration under the Vinson-Trammel Act to date

Mr. Eicunors, You mean the amount collected, and so forth?

Senator WarLsn. The number of cases, the amount collected, and
thair views as to that method of reaching profits,

Mr. Eicunorz, Yes; I have a short statement to make on behalf
of the Treasury in connection with this.

Senator WaLsn. Now, the Maritime Commission is here?

Mr. Braprey. Yes, sir,

Mr. Jonn KenNEY (Special Assistant to the Undersecretary, Navy
Department). I would like for the record, to state that committee
print No. 8 1s -he War Department’s draft of the bill and committee®
print No. 4 is the Navy Department’s proposed amendments, Now
those two drr fts are identical with the exception of the definition of
“subcontract.

Senator W.rsn. Now, does the Maritime Commission desire to make
a brief statement?

Mr. BranLey. Yes,

' Senator Warsa. Will you be able to come tomorrow morning$

Mr. Braorey. I will, sir,

Senator WavrsH. And the representative of the Treasury also?

Mr. Ercanorz, Yes,
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Senator Warsn. And you will have this information that we asked

fort
Mr, Eronnorz, Yes.
Senator WarsH. Does anyone else want to be heard ¢
No response.)
enator WarLsH. What is the desire of the committee in reference
to those contractors who have asked to be heard
Senator Vanpenserg. I would like to hear one or two contractors.
Judge Patterson has been so fair and reasonable about everything,
I don't know what it is that scares these fellows to death.
Senator Warsu. Well, we will decide that tomorrow morning. We
need not consider that until tomorrow morning.
In order to have the record clear, in addition to the statement made
b¥ Secretary Patterson, we will put into the record, first, a letter
of transmittal of lproposed Navy Department recommendations, and

also other material as follows:
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NAVY DEPARTMENT'S REVISED REDRAFT OF SECTION 403, PUBLIC,.
528, COMMITTEE PRINT 4 .

DEPARTMENT OF THE Navy,
OFFICE OF THE SECRETARY,
Washington.

Senator Davip 1. WaLsH,
Contsnittee on Finance, Washington, D, C.

My DEAR SeENATOR WaLsH: There is submitted for the consideration of the
subcommittee appointed by Senator George, certain proposed amendments to
section 403 of the Sixth Supplemental National Defense Appropriation Act, 1042,
The submitted amendments differ in the following respect from the amend:
;l(lt;nls subniitted to the Committee on Finance at its hearing on September 22,
042,

(a) (1) The term “department” has been amplified to include the Treasury
Department in accordance with the request of Mr. ’aul at the hearing of
September 22, 1042,

(a) (bH) 'his Is a new paragraph defining the term “subcontract” and differs
from the definition submitted by the War Department. The definition of the
War Department excluded orders or agreements to furnish (1) raw materials,
(2) standard commercial fabricated or semifabricated articles ordinarily sold
for civilinn use, and (3) articles for the general operation or maintenance of the
contractor's plant, It is the opinion of the Navy Department that it was the
intentlon of Congress that excessive profits should be removed from all war
contracts, irrespective of whether such contracts were of the charucter referred
to in (1) and (2) above. Kor this reason, the Navy Department has proposed
a definition of subcontract which includes virtually all contracts niade with prime
contractors of the Government. It is our opinion that this definition is in accord
with the suggestion of the Chairman of the Maritime Commission as contained in
his letter of September 22, 1942, to S:nator George,

(b) (3) (4) This is a new provision permitting the Secretary to require any
subcontractor to insert in any subeentract made by him, provisions correspond-
ing to those requlired of the initial subcontractor,

(b) (5) This is a new provision to permit the Secretary (1) to fix the
period or perlods when renegotintion may be had and (2) to provide in certain
classes of contracts that renegotiation shall only apply to a portion of the con-
tract or to performance during a specified perlod. Clnuse (1) was included
in the earller draft as a part of paragraph (b) (1) and (b) (3) (i). Clause
(2) s included to permit the use of so-called “target” price contracts.

(¢) (4) This Is a new paragraph to permit the contractor to file with the
department, statements of his actual cost of production upon the ennclusion of
the contract, and unless the Secretary acts within 1 year after the filing of such
statements, the contracts for which such statements have been filed shall not
be subject to renegotintion,

(¢) (35) This is substontially similar to paragraph (¢) (4) of the carlier
draft except that subparagraph (1il) has been added. The additional subpara-
graph exempts from renegotiations a contractor or subdontractor whoese total
volume of war contracts for a fiscal year does not exceed $230,0C0. Such a
provision will ald materially in the administration of the statute and will re-
lieve small contractors from renegotintion,

Also, there has heen added to this paragraph, a provision requiring renego-
tiatlon to be commenced within 1 yerr after the close of the fiscal year within
which the contract or subcontract which is subject to r:negotiation has been
terminated. This will answer one of the principal objections to the renegoti-
ation statute and will relleve the contractor from the fea: of having rencgoti-
ation haneing over his head for a number of years after his ecuiracts have
been terminated,

(1Y A new paragraph (8) has been added to this section to permit the
exclusion from the purview of the statute of so-called “target” prics: contracts,

58
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With the exception of the definition of the term ‘“subcontract”, I belleve the
proposed amendmients are identical with those suggested by the War Department,

In conclusion, I would like to point out that these proposed amendments have
not been submitted to the Bureau of the Budget but are merely submltted to
the Committeee on Finance for such action as it may deem desirable.

Very truly yours,
JAMES FORBESTAL,
Acting Secretary of the Navy.

[Committee Print No. 4, September 29, 1042}
AMENDMENT

Renegotiation of war contracts (section 403 of Publie, 528)

Sec. 403, (1) For the purposes of this section—

(1) The term “Department” means the War Department, the Navy Department,
the Treasury Departiment, and the Mavitime Commisston, respectively.

(2) In the case of the Maritime Commisslon, the term “Secretary” means the

Chairman of such Commission,
(3) The terms “renegotinte” and “rencgotintions” include the refixing by the

Secretary of the Dopartment of the contract price.

(4) 'The term “excessive profits” means any amount of a contract or subeontract
price which Is found us a result of renegotintion to represent excessive profits,

(6) The term ‘*ubcontract” means (a) any purchase order or agreement (i) to
perform all or any part of the work to be done or to supply all or any part of the
articles to be furnished, under a contract with the Government, (i) to supply any
services requiired direetly for the production of any urticle or equipment covered
by such contract or any portion thereof, (iii) to make or furnish any supplies,
mitterials, artieles, or equipment specifically destined to become n component part
of any article or equipment covered by such contract, or (lv) to make or furnish
any material, part, assembly, machinery, equipment, or other personal property
acquired by the contractor exclusively for the performance of such contract, but
shatl not include any angreement to supply services or any such articles for the
general operation or maintenance of the contractor’s plant or business in those -
cases where the Government s not obligated to reimburse the contractor for the
cost of such articles; (b) any purchuse order from, or any agreement with, a
subcontractor who is obligated to furnish completed urtieles ealled for under the
contract of the contractor with the Government if such purchase order or agree-
ment would be construed under paragraph (2) above as a subcontract if entered
into with the contractor; and (c¢) any agreement of a subcontractor providing for
the delivery to such subcontractor of completed articles called for under his
subcontract,

IFor the purpose of subsections (d) and (e) of this section, the term “contract”
Includes a subcontract and the term “contractor” includes a subcontractor.

(b) Subject to subsection (i), the Secretary of ¢nch Department is authorized
and directed to Insert in any contract for an amount i excess of $100,000 hereafter
made by such Department—

(1) a provision for the renegotintion of the contract price at a period or
periods when, In the judgment of the Seeretary, the profits cun be determined
with reasonable certainty ;

(2) a provision for the retention by the United States from amounts other-
wise due the contractor, or for the repayment by him to the United States,
if paid to him, of any excessive profits not eliminated through reductions in
in the contract price, or otherwise, as the Secretary may direct ;

(3) a provision requiring the contractor to insert fn ench subcontract for an
amount in excess of $100,000 made by him under such contract (i) a provision
for the renegotiation by such Secretary and the subeontractor of the contract
price of the subcontract at a period or periods when, in the judgment of the
Sceretary, the profits can be determined with reasonable certainty, (ii) a
provision for the retention by the contractor for the United States of the
amount of any reduction in the contract price of any subcontraet pursuant to
its renegotintion hereunder, or for the repayment by the subcontractor to the
United States of any excessive profits from such subcontract pafd to him and
not eliminated through reductions in the contract price or otherwise, as the
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Secretary may direct, and (ili) a provision for relfeving the contractor from
any liability to the subcontractor on account of nny amount so retalned by
the contractor or repaid by the subcontractor to the United States, and (iv),
in the discretion of the Sceretary, a provision requiring any subcontractor to
insert in any subeontract made by him under such subcontract, provisions
corresponding to those of this subparagraph and subparagraphs (4) and ( b)
of this subsection (b) ; and

(4) a provislon for the retention by the United States from amounts other-
wise due the contractor, or for repayment by him to the United States, as the
Secretary may dfrect, of the nmount of any reduction in the contract price
of any subcontract under such contract, which the contractor is directed, pur-
suant to clause (3) of this subsection, to withhold from payments otherwise
due the subcontractor and nctunlly unpa'd at the time the contractor recelves
such direction.

(6) the provision for the renegotintion of the contract price, in th discre-
tion of the Secretary, (1) may fix the period or perlods when or witiin wh'ch
renegotiation shall be had: and (1) if in the oplnion of the Secretary the
provisions of the contract are otherwise ndequate to prevent excessive profits,
may provide that renegotiation shall apply only to a portion of the contract
or sl all not apply to performance during a specified period or perlods and
may also provide that the contract price in effect during any such perlod
or perlods shall not be subject to renegotintion.

(¢) (1) Whenever, in the opinion of the Secretary of a Department, the profits
realized or likely to be realized from any contract with such Department, or from
any subcontract thereunder whether or not made by the contractor, may be exces-
sive, the Secretary Is authorized aund directed to require the contractor or sub-
contactor to renegotiate the contact price.  When the contractor or subcontractor
holds two or more such contracts or subcontracts the Secretary, in his diseretion,
may renegotiate to eliminate excessive profits on some or all of such contracts or
subcontracts as a group without separately renegotiating the contract price of
each contract or subcontract.

(2) Upon renegotiation, the Secretary is nuthorized and directed to eliminate
any excessive prcfits under such contract or subcontract (1) by reductions In the
contract price of the contract or subcontract, or by other revision in its terms;
or (ii) by withholding, from nmounts otherwise due to the contractor or sub-
contractor, any amount of sueh excessive profits; or (ili) by dhecting a con-
tractor to withhold for the account of the United Stutes, from amounts otherwise
due to the subcontractor, any amount of such excessive profits under the sub-
contract; or (lv) by recovery from the contractor or subcontractor, through
repayment, credit, or sult, of any amount of such excessive prefits actually paild
to him; or (v) by any combination of these methods, as the Secretary deems
desirable. In determining the amount of any excessive profits to be eliminated
hereunder, the Secretary shall allow the contractor or subcontractor appropriate
credit for any IPederal taxes (including income, normal, and excess-profits taxes)
paid or payable with respect to such excessive profits and not subject to adjust-
ment, but may require such evidence thereof, including a closing agreement with
the Internal Revenue Bureau, as he deems necessary. Such Secretary may bring
actions on behalf of the United States in the apprapriate courts of the United
States to recover from such contractor or subcontractor any amount of such
excessive profits actually paid to him nnd not withheld or eliminated by some
other method under this subseciion, The surety under a contract or subcontract
shall not be linble for the repnyment of any excessive profits thereon.  All money
recovered by way of repanyment or suit under this subsection shall be covered
into the Treasury as miscellancous receipts.

(3) Upon renegotiation pursuant to this sectlon, the Secretary may make such
final or other agreements with o contractor or subcontractor for the elimination
of excessive profits and for the discharge of any linbility for excessive profits
under this section, as the Secretury deems desirable, Such agreement may cover
such past and future perlod or periods, may apply to such contract or contracts
of the contractor or subcontractor, and may contain such terms and conditions
as the Secretary deems advisable,

(4) Any contractor or subcontractor who holds contracts or subcontracts, to
which the provislons of this subscetion (e¢) arce applicable, may file with the
Secretaries of all the Departments concerned statements of actunl costs of pro-
duction and such other financial statements for any prior fiscal year or years of
such contractor or subcontractor, in such form and detall as the Secretaries shall
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preseribe by joint vegulation. Within one year after the filing of such state-
ments, or within such shorter perlod a8 may be prescribed by such joint regulation,
the Sceretary of a Department may give the contractor or subcontractor written
notice, in form and manner to be presceribed in such joint regulation, that the
Sccretary is of the opinlon that the profits realized from some or all of such con-
tracts or subcontriets may be excessive, and fixing a date and place for an initial
conference to be held within sixty days thereafter. If such notice i not given
and renegotintion commenced within such sixty days the contractor or subcon-
tractor shall not thereafter he required to renegotinte to ellminate excessive
profits realized from any such contract or subcontract during such fiseal year or
vears and any Habilitles of the contractor or subcontractor for excessive profits
renlized during such period shall be thereby discharged.

(5) 'This subseetion (¢) shall be applicable to all contracts and subcontracts
hereafter made and to all contracts and subcontracts heretofore made, whether
or not such contricets or suhcontracts contain a renegetintion or recapture clause,
uniess (1) tfinal payment pursuant to such contract or subcontract was made prior
to April 28, 1942; (1) the contract or subcontract provides otherwise pursuant to
subseetion (b) (5) or (1), or is exempted under subsection (i) of this section
403 ; or (iil) the uggregate sales under all war contracts by the contractor or sub-
contractor and by all persons under the control of, or controlling, or under com-
mon control with, the contractor or subcontractor, under contracts with the De-
partments and subcontracts thereunder do not exceed, or in the opinfon of the
Seeretary eomeerned will not exceed, $250,000 during the fiscal year of the con-
tractor or subcontractor under consideration,

No rencgotintion of the contract price pursurnt to uny provision therefor, or
otherwlisc, shall be comsmenced more than one year after the close of the fiseal
year of the contractor or subcontractor within which completion or termination
of the conivact or subcontract, as determined by the Secretary occurs.

(d) In reaegotlating a contract price or determining excessive profits for the
purposes of this section, the Secretaries of the respectlve Departinents shall not
make any allowance for any salarles, bonuses, or other compensation paid by a
contractor to its oflicers or employees in excess of a reasonable amount, nor shall
they make allowance for any excessive reserves set un by the contractor or for any
costs Incurred by the contractor which are excessive and unreasonable. For
the purpose of ascertaining whether such unreasonable compensation has been or
is being pald, or whether such excessive reserves have been or are being set up,
or whether any excessive and unreasonable costs have been or are being incurred,
each such Secretary shall have the same powers with respect to any such con-
tractor that an agency designated by the ’resident to exercise the powers con-
ferred by title XIII of the Second War Powers Act, 1042, has with respect to any
contractor to whom such title is applicable. In the interest of economy and the
avoldance of duplication of Inspection and audit, the services of the Bureau of
Internal Revenue shall, upon request of each such Secretary and the approval of
the Sceretary of the Treasury, be made available to the extent determined by the
Seeretary of the Treasury for the purposes of making examinations and deter-
minations with respect to profits under this section,

(e) In addition to the powers conferred by existing law, the Secretary of each
Department shall have the right to demand of any contractor who holds con-
tracts with respect to which the provisions of this section are applicable in an
aggregate amount in excess of $100,000, statements of actual costs of production
and such other financial statements; at sueh times and in such form and detatl, as
such Secretary may require. Any person who willfully fails or refuses to furnish
any statement required of him under this subsection, or who knowingly furnishes
any such statement containing information which is false or misleading in any
material respect, shall, upon conviction thereof, be punished by a fine of not more
than $10,000 or imprisonment for not more than two years, or both. The powers
conferred by this subsectlon shall be exercised in the case of any contractor by the
Seeretary of the Department holding the largest amount of such contracts with
such contractor, or by such Secretary as may be mutually agreed to by the
Sccretaries concerned.

(f) The authorlty and discretion hervein conferred upon the Secretary of
each Department, in accordance with regulations prescribed by the President
for the protection of the Interests of the Government, may be delegated, in
whole or in part, by him to such individuals or agencies in such Department
as he may designate, and he may authorize such individuals or agcreies to
make further dolegations of such authority and discretion.
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() If any provision of this sectlon or the application thereof to any person
or circumstance s held invalld, the remainder of the sectlon and the application
of such provision to other persons or circumsiances shall not be affected thereby.

(h) This section shall remain In force durirg the continuance of the present
war and for three years after the termination of the war, but no court proceed-
ings brought under this sectlon shall aubate by reason of the termination of
the provisions of this section.

(i) The provisions of thls section shall not apply to any contract by a De-
partment with any other department, bureau, agency, or governmental corporn-
tion of the Unlted States or with any Territory, possession, or State or any
agency thereof or with any foreign government or any agency thereof. The
Secretary of n Depurtment is nuthorized, in his discretion, to exempt from some
or all of the provisions of this section 403, (1) any contract or subcontract to
be performed outside of the territorial limits of the continental United States
or in Alaska, (2) any contracts or subcontracts under which, in the opinion
of the Secretary, the profits can be determined with reasonable certainty when
the contruct price is estublished, such as certain classes of agreements for
personal services, for the purchase of real property, perishable goods, or com-
modities the minimum price for the sule of which has been fixed by a public
regulatory body, of leases and license agreements, and of agreements where the
period of performance under such contract or subcontract will not be in excess
of thirty duys, (3) a portlon of any contraet or subcontract or performance
thereunder during a specified pertod or periods, If in the opinlon of the Secre-
tur_‘i. the provisions of the contract.are otherwise adequate to prevent excessive
profits.

(J) Nothing in sections 109 and 113 of the Criminal Code (U. 8. C,, title 18,
gees. 198 and 203) or In section 190 of the Revised Statutes (U. S, (., title 5,
sec. 99) shall be deemed to prevent any person appointed by the Secretary
of u Department for intermittent and temporary employment in such Depart-
ment, from acting as counsel, agent, or attorney for prosecuting any clalm
against the United States: Provided, That such person shall not prosecute any
claim against the United States (1) which arises from any matter direetly
connected with which such person is employed, or (2) during the perlod such
person I8 engaged in intermittent and temporary employment in a Department,



NAVY DEPARTMENT'S DEFINITION OF “SUBCONTRACT” UNDER
REDRAFTED SECTION 403 OF PUBLIC 528

(6) The term “subcontract” means (a) any purchise order or agreement
(1) to perform all or any part of the work to be done or to supply all or any part
of the articles to be furnished, under a contract with the Government, (i) to
supply any services required directly for the production of any artiele or equip-
ment covered by such contract or any portion thereof, (Hi) to make or furnish
any supplies, materials, articles, or equipment specitically destined to become 8
component part of any article or equipment covered by such contract, or (iv) to
make or furnish any material, part, assembly, machinery, equipment, or other
personal property acquired by the contractor exclusively for the performance of
such contract, but =hall not tnclude any agreement to supply services or any such
articles for the general operation or muintenance of the contractor's plant or
business in those eases where the Government i not obligated to reimburse the
contractor for the cost of such articles; (b) any purchnse ovder from, or any
agreement with, a subcontractor who is obligated to furnish completed articles
called for under the contract of the contractor with the Governmment if such pur-
chase order or agreement would he construed under paragraph (a) above as a
subcontract if entered into with the contractor; and (¢) any agreement of a
subcontractor providing for the delivery to such subeontractor of completed
articles ealled for under his subcontract,

For the purpose of subsections (d) and (¢) of this section, the term “contract”
Inclndes a subcontract and the term “contractor” includes a subcontractor,
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PROPOSED SUBSTITUTE SUBMITTED BY HON. WALTER F. GEORGE
TO SECTION 403, PUBLIC, 528, PRINT NO. 5

[Commiittee Print No. 5, September 30, ]il)42.lshowlng proposed amendments to existing
aw

AMENDMENTS
Rencgotlatlon of war contracts (section 403 of Public, 528)

Section 403 (1) For the purposes of this section—

(1) 'The term "Department” means the War Department, the Navy Department,
and the Marltime Commission, respectivoly ;

(2) In the case of the Maritime Commission, the term “Seeretary” means the
Chairman of such Commisslon; and

(3) The terms “renegotinte” and renegotintion” include the refixing by the
Secretary of the Department of the contract price; and

(4) The term “rolume” means net sales and the grosg amount recetved for
services, including the amounts hilled by the contractor or subeontractor under
any cost-plus-a-fired fec contract and allowed for reimbursement, under any
contract subjeet to rencgotiation.

For the purposes of subscctions (d) and (e) of this sectfon, the term “contract”
includes a subcontract and the term “contractor” inclndes a subcontractor.

(b) The Secretary of each Department Is authorized and direeted to insert in
any contract for an amount in excess of $100,000 hereafter made by such Deport-
ment—
(1) a provision for +he renegotiation in conneclion with any delermination
of excessive profits under this scclion of the esntraet priee at a period or periods
when; in the judgment of the Secretnry; the profits ean be detdrmined with
reasonnble eeptninty;

(2) a provision for the retention by the United States {rom amounts
otherwise due the contractor, or for the repaymant by him to the United States,
if paid to him, of any excessive profits nol eliminated through reductions in
contract price, or otherwise, as the Sccrelary may direct; $A) any amount of the
eontraet prive whieh in found as a pesult of siieh renegotintion to represent
exeessive profits and (H) an amount of the eontraet priee equal to the rmonunt
of the redtietion in the eontract price of any subeontrret under stoh eonteret
puretiant to the renegotintion of sueh subeontenet as provided in elaume
3} of this subreation: and

(3) a provision requiring the contractor to insert in each subeontract for an
amount in excess of $100,000 made by him under such contract (i) a
provision for +he rencgotiation by such Secretary and the subcontraetor in
conneclion with any delerminalion of excessive profils under this seclion, of the
eontraet priee of the subeonteaet ot & period of periods when; in the judgment
of the Seepetary; the prefits enn be determined with reasennlle eertainty
(ii) a provision for the retention by the coniracior for the United States from
amounts otherwise due lo the subconiractor, or for the repayment by the sub-
contractor to the United States, if paid to him, of any cxcessive profils not
eliminated through reductions in contract price, or otherwise, as the Secrelary
may direcl, amennt of the eontrnet priee of the sbeontraet whieh is fotind a8
a restlt of sueh renegetintion; tv represent excessive prefits; and (iii) a pro-
vision for relieving the contractor from any liability to the subeontractor on
account of any amount so retained by the contractor or repaid by the subcon-
tractor to the United States;:

(4) a provision for the relention bg the United States from amounts otherwise
due the contraclor, or for repayment by him to the United Stales as the Secrelary
may direct, of the amount of any excessive profits of any subcontractor whic
the conlraclor is directed pursuant to clause (3) o[ this subsection to withhold
from payments otherwise due the subcontractor and actually unpaid at the time
the contraclor receives such direclion.
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the jee;

withhold frem the eontraetor or subeontraetor oy fmount of the ventrnet
avhich s found as a result of suoh renegotintion to represent exeemsive profite;
and {3) in any ense ahy ahrontht of the contraet price found a9 a restlt of sueh
renegotintion to repredent exeussive profity shall have been puid to the contrretoror
subeontraetor; to reeover such nimount from sueh contractor or subeontrrotor:
Sueh eontraetor or subvontiactor shat be deemed to be indebted to the United
Btates for any amotnt whieh stioh Seoretury is authorised to recover from such
oontrnotor or sibeontractor under thiv subeeotion; and stich Seerettey thiny bring
aotions in the approprinte courty of the United Btntes to recover sioch ameunt on
behutf of the United States:

(¢) (1) At the end of euch taxable ycar (as used for Federal incone lax purposes)
ending after April 30, 1942, of a contractor or subcontractor, if the Secretary believes
that such conitraclor or subcontraclor derived excessive profils, in the aggregate, from
all contracts being performed during said year, the Secrelary i8 authorized and direcled
lo ;equire the contraclor or subconiractor to renegoliate the contract price of such
conlracls.

(2) Upon renegotiation, the Becretary is authorized and directed to eliminate
any excessive profits under such contracts or subcontracts (i) by withholding,
from amounts otherwise due to the contractor or subcontractor, any amount of
such cxcessive profits; or (ii) by directing a contraclor to withhold for the
uccount of the United States, from amounts otherwise duce to the subcontractor,
any amount of such excessive profits under the subcontract; or (ili) by recovery
from the contractor or subcontractor, throuyh repayment, credit, or suit, of any
amount of such exrcessive profits actuully paid to him; or (iv) by any combination
of these methods, as the Necretary deems desirable. In determining the amount
of any exccssive profits to be eliminated hercunder, only profits for the taxrable
year which yemain after subtraction of all Federal income and ¢xcess-profits tarcs
shall be congidered, and in no event shall such profits be deened to be cxrecssive
if less than five percent of volume. Such Scerctary may bring actions on behalf
of the United States in the appropriate courts of the United States to rccover
from such contractor or subcontractor, any amount of such crcessive profits
acltually patd to him and not withheld or climinated by some other method under
this subscction. The surety under a contract or subcontract shall not be liable
for the repayment of any excessive profils thercon.  All emennts money recov-
ered by way of repayment or suit under this subsection shall be covered into
the Treasury as miscellaneous receipts,

(8) In the determination of excessive profits, consideration shall be given to
the following factors, among others: Quality of production; rate of delivery
and turn-over; inventive contribution and usge of patents; cooperation with other
manufacturers; cconomy in uge of raw materinly; efficiency tn reducing costs;
use of private finuncing (including loans to the contractor or subcontractor);
in case of fired price contracts, the riska resulting thervefram, including inereascs
in cost of materials, waye incrcases, additional costs rvegulting in case of iner-
perience {n new tppes of production, complerity of manufacturing teelnique, and
delays from inability to obtain materials; cxtent of conrversion to wuar produc-
tion and the resultant loss of nonwar business and opportunitics; prohable costs
and risks of conversion to pcacetime operations; and curtailment of rescarch, use
of paleats, development of patents and processes, and losses of personnel, cus-
tomers and gooduwill, as a result of war work.

(4) Any contractor or gubconiractor.icho holds contracts or subcontracts, to
which the provisions of this subscotion (o) arc applicable, may file with the
Secrctaries of all of the Departments concerned statements of actual costs of
production. and such othey financial statements for any prior tarable year (as
used for Federal income tar purposcs) ending after April 30, 1942, of such con-
traotor or subcontractor, in such form or detail, as the Scerctarics shall pre-
seribe by foint regulation.  Within siz months after the filing of such slatements,
or within such shorter period as may be presoribed dy joint regulaiion, the
Secretary of a Department may give the contractor or subcontractor written
notice, in form and manncr to be preseribed in such joint regulation, that upon
a review of the statements filled the Scceretary {8 of the opinton that the
aggregate profits realized during such taxable year from all contracts or subd-
contracta being performed during sald year may be excessive, and firing a date

3

.



66 RENEGOTIATION OF CONTRACTS

and place for an initlal conference to be held within sioty days thereaftor. If
suoh notice is not given and renegotiation commenced within such siety days
the contractor or subcontructor shall not thereafter be required to renegotiate
to eliminate ercessive profits realized from any such contract or subcontract
during such tarable pyear and any liabilities of the contractor or sutcontractor
for excessive profits realized during sueh pear shall be theveby discharged.

(5) In case of agreement betiecen the Sveretary and a contractor or sub-
contractor ax to the amount of excessive profits for any texable year, a written
agreement shall be made acith respect thereto betiween the Seerctary and such
contractor or subcontractor. Such agrecment shall be final and conclusive and
shall not be reapened except in case of fraud, malfeasance, or mutual mistake
of fact (including a mistake as to the iotal Federal income and excess-profits
taa liability of such contractor or subcontrvetory. If the agreement is reopened
by reason of uny such mistalke, the only factor to be considered shall be the effect
of such mistake.

Fhis aubeeetion shall be appiieable to all contenets and nnbeontracts heronfted
made and to all contraets and subeontetets heretofore made: whether or net sueh
eontrrets op pitbeontrrets eontain o renrcgotinton or reenrptire elntne; provided

fintd payient pirstant to eteh contrnet o subeontenet hag not been made
prior to the dute of ennetment of this et

(d) In rencgotiating a contract price or determining excessive profits for the
purposes of this section, the- Secretaries of the respective Departments shall not
make any allowance for any salaries, bonuses, or other compensation paid by a
contractor to its officers or employces in excess of a reasonable amount, nor shall
they make allowance for any excessive reserves set up by the contractor or for any
costs incurr~d by the contractor which are excessive and unreasonable, but any
cost allowal  ‘or Federal income tar purposes shall not be disallowed, TFor the
purpose of ascertaining whether such unreasonable compensation has been or is
being paid, or whether such excessive reserves have been or are being sct up, or
whether any excessive and unreasonable costs have been or are being incurred
cach such Secretary shall have the same powers with respeet to any such con-
tractor that an agency designated by the President to exercise the powers con-
ferred by title XIIT of the Second War Powers Act, 1942, has with respeet to any
countractor to whom such title is applicable. In the interest of cconomy and the
avoidance of duplication of inspection and audit, the services of the Bureau of
Internal Revenue shall, upon request of each such Sceretary and the approval
of the Sccretary of the Treasury, he made available to the extent determined by
the Secretary of the Treasury for the purposes of making examinations and
determinations with respect to profits under this seetion.

(e) In addition to the powers conferred hy existing law, the Secretary of each
Department shall have the right to demand of any contractor who holds contracts
with respect to which the provisions of this section are applicable in an aggregate
amount in excess of $100,000, statements of nctual cost of production and such
other financinl statements, at such times and in sych form and detail, as such
Secretary may require. Any person who willfully fufls or refuses to furnish any
statement required of him under this subsection, or who knowingly furnishes
any such statement containing informatlon which is false or misleading in any
material respect, shall, upon conviction thereof, be punished by a fine of not
more than $10,000 or imprigonment for not more thanh two yvears, or hoth, The
powers conferred by this subsection shall be exerelsed In the case of any con-
tractor by the Becretary of the Department holding the largest amount of such
contracts with such contractor, or by such Secretary s may be mutunlly agreed
to by the Secretarles concerned,

(f) The authorlty and diseretion herefn conferred upon the Secretary of ench
Department, in accordance with regulations presceribed by the President for the
protection of the Interests of the Governmeni, may be delegated, In whole or in
part, by him to such individuuls or arencles In such Department as he may
designate, and he may authorize such Individunls or agencies to make further
delegations of such authority and discretion,

.. (g) 1f any provision of this sectlon or the application thereof to any person or
clrcumstanees is held invalid, the remalnder of the section and the application
of such provision to other persons or circumstances shall not be affected thercby.

(h) Thig section shall remain in force during the continunuce of hostilitics in
the present war Land for three years after the termination of the war], but shall
terminate at the cessation of hostilitics in said war except that (i) i shall remain
in effect for the renegotiation of contracts made prior thereto, and (i) no court
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proceedings brought under this sectlon shall abate by reason of the termination

of the provisions of this gection,

() This section ghall not apply to—

(1) Any contraet or subcontrvact to furnish raw materials when unalloyed, oy
unpmrocessed beyond final refining and casling, or otherwixe comverting such mate-
rials, into commercial shapes or beyond treatment process of a natural element ;

(2) Any contract or subcontract to provide standard commercial fabricated or
semifabricated articles ordinarvily sold for ctrilian use and with respeet to which
at the time of making the contraet or subcontract there was a general market
price or a differential therefrom or there was a ceiling price fired by a Federal
governmental ageneyr;

(3) A subcontract for articles ar services for the generval operation or main-
tenance of a contractor's plant;

(4) Any contract or subcontract to vender personal services;

(3) Any contract or subcontract to be performed within 90 days from the date
specifted therein ;

(6) Any contract or subcontract ade prior to April 28, 1942

() Any contract by a department awith any other department, burcau, ageney,
or governmental corporation of the United States or with any Territory, posses-
sion, or State or any ageney thereof oracith any foretgn gorernment or any agenecy
thereof ; and

(8) Any contractor or subcentractor in respect of any tarable ycar whose
total volume for such year from contracts and subcontracts which would other-
wise be subject to rencgotiation under this section dues not exceed $100,000.

(J) In addition to the contracts and subcontracts excluded from the opera-
tion of this scetion by subscetion (i), the Scevetary of a department is authorized
in his discretion to exempt from some or all of the provisions of this scetion—

(1) Any contract or suhcontraet to be pevformed outside the territorial limits
of the continental United States or in Alaska;

(2) Any contract or subcontract under which, in the opinion of the Scerctary,
the profits can he determined avith reasonable certainty when the contract price
ix cstablished, xuch as certain classes of agreements for the purchaxe of real
property, perishable goods or commoditics, the minintum price for the sale of
which has been fired by a public vegulatory body, and certain classes of leazes
and license agreements;

(3) Any contract or subcontract which by its teris provides for a refund or
reduction in price bused upon a reduction in actual costs below the estimates
thereof s and

(§) A portion of any contract or subcontract or performance thercunder during
a specified period or perivds, if in the opinion of the Seerctary, the provisions
of the contract or subcontract are otherwise adequate to prevesd cxcesxive profits.

(k) The amendments made hereby to seetion 503 of title IV of the Sicth Annual
Supplemental National Defense Appropriation Act, 1942, approved April 28, 1942,
shall be effective as of Aprit 29, 1952, and any provision in any contract contrary
to said amendments shall be invalid. .

() No person shall be held liable for damages or peaaltios in any Federa?,
State, or Territorial court, on any grounds for or in respect of anpthing done
or omitted to be done in good faith pursuant to any provision of this section, or
because of .any price fired in any contract or subcontract pursuant to any negodia-
tion by the Sccretary of a Department, or any renegotiation hercunder notwith-
standing that such price may be modified, rescinded, or superseded.



o

SUGGESTED AMENDMENTS BY LUMBER AND TIMBER PRODUCTS
WAR COMMITTEE TO SECTION 403, PUBLIC 528

[Committee print—Printed for the use of the Committee on Finance]

AMENDMENTS TO SECTION 403 oF I'vnLic Law No. 528, Avrrovep Arrin 28, 1042,
SEVENTY-SEVENTH CONURESS, SECOND SESSION, SUGOESTED BY LUMBER AND TIMBER
Pronucrs WAR CoMMITTEE (REPRESENTING MANUFACTURERS AND DISTRIBUTORS OF
TiMBER PRODUCTB—33 OROANIZATIONS) ; NATIONAL COAL ASSOCIATION ; NATIONAL
LUMBER MANUFACTURERS ASSOCIATION

PROPOSAL

Accept, without further change, section 403 (a), (b), and (¢), as proposed by

the price adjustment boards, except as set out in subsections (1) and (m). Ac-

cept, without change, subsections (d) through (h) of the present section 403,
Accept, without change, the new subscctions (1) and (j), as proposed by the
price adjustment beards,

EXPLANATION

These two paragraphs are merely concurrences with the position of the price
adjustment boards except as set out in subsections (1) and (m). Explanation
of the subsections will be found under each, respectively.

PROPOSED AMENDMENT

Add the following:

“(k) Contracts and subcontracts for the purchase of raw materinls, natural
resource produets, or of any general commercial commodity, for which the purchase
price does not exceed n then existing maximum price fixed by statute, or by the
Office of Price Administration, or by other governmental agency, are exempted from
the provisions of this section. The phrase ‘gencral commercial commodity’ In-
cludes standard commercial fabricated or semifabricated articles ordinarily sold
for civilfan u=e and the term ‘articles’ includes any materinl, part, ussembly,
machinery, equipment or other personal property.”

EXNPLANATION

The first sentence meets the astounding suggestion that the Price Adjustment
Boards shall ignore prices of raw materials or general commerelal commodities
fixed by statute or by the Office of Price Administration or by other governmental
agencles. It is difficult to belleve that the Congress will endorse any such course.
Maximum prices fixed by statute are those fixed by the Congress itself as proper;
maximum prices fixed by governmental agencles other than the Office of Price
Administration ave few and prohably negligible, The maximum prices which it is
proposed the price adjustinent board shall fgnore are prineipally those fixed by the
Office of Price Administration. These prices are not earelessly or casually fixed.
The Oflice of Price Administration has been established for months, It employs
in Washington alone 5,500 persons, many of whom are experts.  To and including
September 18 it had fssued 223 maximum price regulations. Ench of these reguln-
tions contains in substance the folowing certiticate

“In the judgment of the Price Administrator, It Is necessary and proper to

estublish maximum prices for sales of _. . __________ by a specific maxi-
mum price regulation,  The Price Administrator has ascertalned and given due
consideration to the prices of ... _______. - prevalling between October 1

and Octaber 15, 141, and has made adjustments for such relevant factors as he
has determined and deemed to he of general applicabllity,  So far as practicable,
the Price Administrator has advised and consulted with representative members
of the industry which will be affected by this regulation.
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“In the judgment of the Price Administrator, the maximum prices estublished
bv this regulation are and will be generally fuir and equitable and will effectu-
i che purposes of the Emergency Price Control Act of 1042, A statoment of
the considerations Involved in the Issuance of this regulation has been issued
simultaneously herewith and has been fited with the Division of the Federal
Reglster.*

“Therefore, under the authority vested in the Price Administrator by the
Fmergency Price Control Act of 1042, and In accordance with Procedural Regula-
tion No. 1,' issued by the Office of Price Administration, Muximum Price Regula-
tion No, — i8 hereby Issued.”

Footnotes indicate where Procedural Regulations No. 1 may be found; that the
statement of the constderations fuvolved in the Issuance of the regulation may
be obtained from the Office of Price Administration; and that the Maximum Price
Regulatlon is issued under I'ublle Law 421, Seventy-seventh Congress. ‘This cer-
tificate indicates that the prices and conditions which usually follow for a con-
slderable number of pages are based on the work and the study of an organization
which the Congress deemed proper to do such work and study. If maximum
prices so established are to be ignored by another governmental organization
it must be that the Office of Price Administration is untrustworthy, If the
Congress ullows another organization set up by itself to ignore the maximum
prices established by the Oftice of Price Administration, also estublished by itself,
how can 1t expect the general publie to have any confidence in the work of the
‘Office of Price Adminlstration? To thinking men of experience there Is but one
answer to this question,

The only ground that we have heard for attempting to go behind prices fixed
by the statute, the Oftice of Drice Administration and other Government
agencleg, is that sometimes these prices result in profits. As such prices are
established on the assertion that they are generally fair and equitable, they
ouaght generally to result in a profit. If they do not, they are not fair and
equitable. Such profits are the basls for taxes. When applied to corporations
tley pay a combined normal and surtax of 40 percent (Senate action) and when
they are high enough to reach the excess-profits bracket, that portion of the
net lncome pays 00 percent. An excess-profits tax has been tried in the past
an found successful to meet conditions such as we are now in. A result of
the vxcess-profits tax in the Revenue Act of 1018 in its three divisions was that
there Is no known large fortune in the United States today, the foundation of
which was Inid in the war peried of 1917-18. The Congress very recently applled
its knowledge of the cflicacy of the excess-profits tax, Section 3 of the Vinson
Act (act of March 27, 1034) as amended by the act of April 8, 1039, and the
Second Supplemental National Defense Approprintion Act of June 28, 104C,
denlt wlith the excess profits derived from contracts for naval vessels and
afrceraft, When the second Revenue Act of 1040, containing the excess-profits
tax (nct of October 8, 1940, sectlon 401) was passed it suspended the operation
of section 3 of the Vingon Act. At the present time there i8 no limitation on
profits derived from the manufacture of naval vessels or Army and Navy
alreraft under the Vingon Act. This was a recoguition of the known effleacy
of the excess profits tax method.

The second sentence of (k) is based on material put ‘in the record by Mr.
Marbury (hearings, p. 41). The only difference hetween the positions of the
Army and Navy boards, as stated by Mr. Marbury, and (k) is that their lJanguage
applies only to subcontracts while (k) applies to both prime and subcontracts.
Obviously, if these exceptions are right as to subcontracts (and they are), they
arve right as to prime contracts. On page 39 the following is found:

“Sanator CoxNALLY. You advoeate excluding all raw materials?

“Mr. Marnury. Yes, sir; we do.”

Possibly, Mr. Marbury meant his answer to apply only to subcontracts, but
there is no reason why It should not apply to prime contractg as well. It is not
overlnoked that the Maritime Commission does not ngree with the Army and
Navy. As the Army and Navy together have a much greater aggregate of
contracts, hoth as to number and amount, the Maritime Commission should be
asked to draw and submit language covering thelir positions, rather than that
what the Army and Navy agree 1s right should be struck out.

*apies may be obtained from the Office of Price Adminiatration,
17 F, I, 071, 3003, 6907.
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PROPOSED AMENDMENT

Add the following:

(1) To the full extent necessary to prevent a taxpayer from being taxed on
moneys not recelved and finally retained by such taxpayer, deductions from gross
income shall be allowed for any year for the amount of any excessive profits
excluded from gross income and repald to the Government. The taxpayer shall
be given, In order to carry out this provision, whatever deductions, credits, or
refunds are necessary or required and the Treasury Department is specitically
authorized to enter into closing agreements to fix the amounts of such deductions,
credits, or refunds made or to be made. Such closing agreements shall have
the force and effect of closing ngreements entered into under section 3760 of

the Internul Revenue Code.”

EXPLANATION

No one contends that any taxpayer ought to be taxed on the Income derived
from the moneys which such taxpayer recelves but I8 required to return to the
Government ; yet unless some action Is tuken that preclse result will be reached.

Internal Revenue Bulletin No. 87, dated September 14, 1042, embraces I, T, 3577
which on page 7 contalns the following sentence:

“No deduction from gross income will be allowed for any yenr for the amount
of the excessive profits excluded from gross Income and repaid to the Govern-
ment.” .

This sentence is a correct statement of the law. Nothing is deducted from
gross income except items deductible by statute. The purpose of subsection (1)
is to make such payments to the Qovernment deductible items.

Section 403 as it stands is the greatest existing danger threatening the col-
lection of any tax on profits on war contracts, It requires every qualified tax
adviser, whether an attorney or an accountunt, to tell his client frankly that it
is impossible to report definite figures as to any war contract subject to the see-
tion. If a taxpayer cannot report detinite tigures, ull that he can do is to report
the facts, including the effects of the statute, in his return,  There is no penulty
for this except interest, Apparvently this was the course pursued by the Alu-
minum Co. of America in relation to transactions which it alleged did not come
within the Vinson Act. ‘The Commissioner determined deficiencies and the case
was dectded by the Bourd of Tax Appeals August 13, 1042, Both the petitioner
and the Commissioner were sustained In part, but apparently the petitioner was
the more successful,  The years Involved were 1036, 1937, and 1938—4, 5, and 6
years back, respectively. Our country cannot afford to have the taxes on the
profits of war contracts which are earned in 1042 postponed as to thelr payment
for 4 years, to sny nothing of § and 6. Incidentally, the finding of the Board
that the materialman, as described in its opinion, 18 not a subcontractor states
the law as understood by most lawyers familiar with the subject,

Apparently the tax advisers of the Westinghouse & Electric Manufacturing
Co. take the view as to the impossibility of reporting definite figures stated abhove,
On August 3, 1042, Chairman A. W. Robertson of the company, in eonnection
with the compuny adjustment compensation plan which it wags found necessary
to cancel because of the section 403, made the following public statement :

“This action Is necessary on account of recently enncted laws providing for
the renegotintion of contracts with the Government and subcontracts relating
thereto, and the refund of profits, which will prevent the company from reporting
definite figures monthly or even yearly.”

It is not overlooked that the proposed new (c) (2) contains the following:

“In determining the amount of any excessive profits to be eliminated here-
under, the Secretary shall allow the contractor or subcontractor appropriate
credit for any Federal taxes (including income, normal, and excess-profits tnxes)
pald or payable with respect to such excessive profits and not subject to adjust-
ment.” This, however, applies only to a case where the renegotintion results
only in a deduction In the contract price. Despite the use of the words “paid or
payable” it does not apply to a case where money ig repald to the Government
(L. T. 3577 of September 14, 1042, p. 7). In any event, the language of (c) (2)
is not definite encugh. Where a taxpayer claims a deduction or a refund the
burden is usually on him, and the languuge asserted to give him a right should
do so definitely.

To illustrate: In the hearing attentlon I8 called to a Treasury announcement
or ruling which was promulgated on September 17 known as 1. T. 8577. The
purpose of that Treasury announcement was to announce a plan by which



RENEGOTIATION OF CONTRACTSB 71

business might be assured that If the contract price were reduced they would not
have to pay taxes on the nmount of the reduction. In effect, the plan {8 that it
renegotiation for a particular fiseal period is concluded during that pertod or
before March 15 when the Income- and excess-profits tax returns are due, the
amount of the reduction of the profits for the fiscal year which are to be recap-
tured in any way from the contractor or subeontractor may be excluded from
the return for that year. Secondly, because there will be instances where rene-
gotiation I8 not concluded in a current fiseal year and the taxpayer has included
what are afterward determined to be excessive profits in his income- and excess-
profits-tnx returns and pald a tax, in these clrcumstances the plan provides that
the adjustment bonrds shall cvedit the amount of the excessive profits which they
find for n particular fiseal perfod with the amount of taxes which have been paid
upon those excessive profits which are subsequently recaptured. The Treasury
Department treats the taxes which it hus alveady collected as a partial recapture
of the excessive profits and will recapture under section 403 only the balance
of the excessive profits, The tax law should he nmended =o that, despite any
lapse of time which might affect the statute of Hmitations, when, In a subsequent
yeur, excessive profits are determined, the taxpayer may amend his previous
return and be allowed a refund of the excess of the tax which he has paid over
what he would have paid if he had in the previoug year excluded from his profits
the excessive profits subsequently determined.  As Is pointed out in the hearing,
there is no provision in the law which either directs or authorizes the price
adjustment boards to give the credit which is provided for in the Treasury plan,
and unless the law is to be amended so as to require a refund of taxes from the
Treasury It Is vitally Important that the law direct that the credit provided for
in the Treasury plan be given. In the amendments which are found on pages
42-45, Inclusive, in subsectlon (¢) (2) on page 43 Is the following language:

“In determining the amount of any excessive profits to he eliminated here-
under the Secretary shall allow the contractor or subcontractor appropriate
credit for any Federal taxes (including Income normal and excess-profits taxes)
paid or payable with respeet to such excess profits and not subject to adjustment
(note: the word ‘adjustment’ refers to adjustment in taxes) but may require
such evidence thereof, including a closing agreement with the Internal Revenue
Bureau, as he deems necessary."

This amendment authorizes the carrying out of the plan announced by the
Secretury of the Treasury in L P 3377, This clause should be made more
definite,  What are the taxes paid “with respect to such excessive profits”? It
would be the Internal Revenue Bureau which would report to the Adjustment
Boards the amount of these taxes, and what would they report? Let us take
the case of a corporation which pays large excess proflts taxes at the £0-percent
rate and ulso, of course, pays normal and surtaxes on the part of its income not
subject to excess-profits tax. Now, while it does pay 90 percent on the top part
of its net income its effective rate payable on Its entire income may be, say
70 percent. It {s possible that the Internal Revenue Bureau might report that
instead of puying 00-percent tax upon the excessive profits the taxpayer has pald
only 70 percent because that Is the average or effective rate upon the whole
fncome. Nevertheless, of course, if the taxpayer had been able to deduct the
excessive profits In his income-tax return he would have pald a lesser tax by the
amount of 00 percent of the excessive profits. In other words, he huas actually
paid £0 percent on the excessive profits. There i8 one other angle which the
Internal Revenue Bureau might take. The bill as it stands at present provides
for 90 percent excess-profits tax but provides for what amounts to a refund to
the taxpayer at the end of the war of 10 percent. The Treasury Department in
all of its computations have been treating the revenue collected from corporations
not as being based upon the full tax but upon the full tax less what will be
refunded at the end of the war. When the Internal Revenue Department reports
what tax has been paid by the contractor or subcontractor will it report the full
amount of the tax or will it .cnort what it conslders revenue collected; in other
words, the full amount ~7 the tax less 10 percent? If the I'.ternal Revenue
Department did that, it weould entirely defeat the purpose of the 10-percent refund.
Therefore, the language cuoted above should be changed so as to provide that
there shall be credited th amount of taxes which the contractor or subcontractor
may have pald in excoss of the amount he would have pald if there had beep
excluded from his return the amount of excessive profits found in the subsequent
year. That will mean that the amount of the credit will be the same as the
amount he would be refunded if the taxpayer had the right te go back, amend
his return, and exclude the excessive profits. Certaluly nothing less than that
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should be credited and the law should make it absolutely plain that that certain
amount is to be used as a credit. The language “taxes * * * with respect
to such excessive profits” is entirely too indefinite, 8o long as business is to be
assured that they are not golng to have to pay taxes on the amount recaptured,
the language of this provision must be made absolutely clear so that the taxpayer
will get the credit for the excess taxes which he has paid over and above what
he would have pald if he had deducted the amount of the excessive profits in the
fiscal year for which he has pald taxes.

PROPOSED AMENDMENT

Add the following: '
“(m) No contract or subcontract shall be renegotiated more than once. Such

rencgotiated contract shall be final and not subject to further renegotiation. It
may, however, be set aside for fraud or willful misrepresentation.”

EXPLANATION

This is the application of ordinary common sense. No contractor can proceed
efficiently if he has to devote a substantial portion of his time to rencgotiating
his contract. The present practice of the price adjustment boards is to renegotinte
every 12 months (hearings, pp. 4 and 5). Further, no Secretary without statutory
authority can make a decistonr which is binding on any successor ; therefore, after
any of these renegotiatlons has been made any Secretary can upset any or all
of them at any time up to 38 years explration after the war. Consequently, no
countractor can flnance his contract because he cannot tell any banker what his
contract price is and unless something like (m) i3 adopted, financing of war con-
tracts will have to be quite generally assumed by the Government. A price-
adjustment board should be able after a contract has been in operation for a year
to renegotiate it correctly. This will be particularly true. if the new (e) (b) is
adopted. Courts of equity reach such results every day In every State,

An alternative would be to substitute for (¢) (3) of Committee Print No, 2
and (m) the following:

“Any renegotintion pursuant to this sectlon with respect to elimination of
excessive profits for any specific period or periods shall he final and not subject
to renegotintion except for fraud or willful misrepresentation of a material fact;
and upon rencgotiation for the elimination of excessive profits from any contract
or contracts without reference to any specific period or perlods the secretary
may make an agreement with the contractor or subcontractors making such
renegotintion final upon guch terms and conditions as the secretary deems

advisable.”
PROPOSED AMENDMENT

Add the following: “(n) The provisions of this xection shall not apply to any
contract involving less than $100,000.” -

EXPLANATION

The reasons for this are these: First, there are 3,500,000 outstanding contracts
covered by section 403. Obviously there is no intention of rencgotiating them
all, At the time that the section was under discussion In the Senate on April 7,
1942, the statement was made that not more than 200 contracts in all were
involved; $100,000 is adopted as the dividing line because that is the dividing
line used in the section. Second, after a contractor has paid a combined 40
percent normal and surtax and a 90-percent-excess-profits tax on any possible
earnings under a $100,000 contract, there couldn't possibly be sufficlent additional
money recovered by a price adjustment hoard to pay for the equity. The price
adjustment boards recognize this situation. Thelr new (b) (1), (2), (8), and
(4) deal only with contracts and subcontracts in excess of $100,000 and Mr.
Marbury in his testimony (p. 30) states that it i3 a matter that should be

considered. :
CONCLUBION

The chief reasons why the renegotiation law is a serlous detriment to produetion
are (1) that it makes every contract price uncertain. It Is difficult to persuade
owners of sawmills and coal mines to put on additional shifts and run more hours
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per week when they know that thelr contract prices are not certain.  In addition,
beeause of this uncertainty banks hesitate to make loans to carry out contracts
which come under section 403 (2). What the price-adjustinent boards started
out to do is set out on page 02 of the revised hearings, ‘This procedure |s startling.
It Is also unsound. Who s to say that the nverage profits of a corporation for the
years 1936 to 1940, inclusive, were an adequute return on capital? The system is a
renegotiation of profits, not contracts, with the resulting collections pald, not to
the Treasury but to a department. It 18 also a collection of taxes based on general
business as well as war contracts, It sets up the price-adjustment boards as
additionnl taxing bodies, levying taxes withont any standards whatever except
those that they themselves set up.  Surely this was not the Intent of .the Congress
in enacting section 403.

The income-tax uncertainty Is equally grave, but the boards show a willingness
to meet this nnd it can probably be done.  Almost everyone wants to pay the taxes
which will be tixed by the pending bill for 1342 and subsequent years and to pay
them when and as due. ‘Taxpayers will go a long way to do this, If they can
be assured by law that they will be protected in thelr right to proper refunds and
credits, they probably will not stand on their technical rights. Most lumber
and conl operators who have Government contracts feel that the prices in such
contracts are not excessive. Largely they are at, or below, those fixed by the
Office of Price Administration. "They are confident that, in the end, they will not
be renegotiated because there is no reason why they should be.
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HISTORY OF PROFIT LIMITATIONS ON WAR CONTRACTS
By David 1. Walsh

I have had prepared for the information of the members of the Senate and
the Finance Committee a brief history of profit-Hmiting legisintion,

(1) The first attempt providing, in recent yearvs, for limitation of profits on
Government contracts was in connection with the manufacture and construction
of naval vessels and naval alreraft in 1934 (Vincent-Trammell Act). This law
required the contractor, or subcontractor, to pay into the Treasury any excess
profit realized on a particular contract by limiting the allowable profit to 10
percent of the total contract price.

(2) In June 1938 this act was amended forbidding contractors, or subcon-
tractors, to combine all contracts or subcontracts completed in any taxable year
to determine whether g profit in excess of 10 percent had been made. This
law also permitted any contractor, or subcontractor, to carry forward a net
loss on any contract completed in an income taxable year and tuke it as a credit
in determining the excess profit on contracts completed in the next succeeding
income taxable year.

(3) The next action taken was on April 3, 1939. One of the sections of this
act provided that contracts for Army airceraft (heretofore the law only applied
to naval contracts) should be subject to the limitation of profits contained in
the Vincent-Trammell Act of 1034. It algo increased the allowable profit from
10 to 12 percent in the case of Army and Navy airceraft, retaining the allowable
profit to 10 percent in the case of nuval vessels, A more Hberal net loss carry-
over was also provided, extending the time for earrying forward such losses in
determining the excess profits to 4 succeeding income taxable years.

It should be noted that these provisions, increasing the allowable profit and
providing for a more liberal net loss carry-over, were applicuble only to con-
tracts in the manufacture of Army and Navy aireraft and not applicable to
the contracts for construction of naval vessels,

(4) In the following year, on June 28, 1140, in an effort to limit profits be-
cause of the Inrge bullding expansion, an act was passed changing the allowable
Profita on naval vessels and Army and Navy alrveraft to 8 percent of the con-
tract price, or 8.7 percent of the cost of p(-rfonuinu the contract on other than
prime contracts made on a cost-plus-a-fixed-fee hasls, in lleu of the 10 percent
previously applicable to naval vessels and the 12 percent applicable to the Army
and Navy alrcraft.

(6) Shortly after this act was adopted, beeause of contractors’ complaints
of uncertainty of costs nnd delays in obtaining supplies and parts, Congress in
the Second Supplemental National Defense Appropriation Act, September 9,
1040, nmended the profit-limiting provisions of the act of June 28, 1840, by
removing from the operations of such section contracts entered into after Sep-
cemer 9, 1041, for the muiufacture of Army and Navy alreraft. The effect
of chir amendment was to increase the allowable profit under the Vincent-
Trammell Act on contracts for Army and Navy aircraft from 8 to 12 percent
and to retain the allowable profit at 8 percent on naval vessels, as fixed by the
net of June 28, 1040.

(6) A few weeks later another change in policy was made, In section 401
of the Second Revenue Act of 1040, October 8, 1040, the profit limiting provisions
of the Vincent-Trammell Aet and those of the act of June 28, 1040, were sus-
pended in cases of all contracts and subcontracts which were entered into dur-
ing taxable years and to which the excess profits tax is applicable (tuxable
years beginning after December 31, 1939). ‘This suspension was applicable also
to contracts und subcontracts which were entered into prior to the date when
the contractor, or subcontractor, hecame subjoect to the excess profits tax and
which were not completed hefore such date. The effect of this section was to
remove profit limiting provisions affecting particular Army and Navy contracts
(naval vessels and Army and Navy aircraft), and, thereby, made contractors

74
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who since 1934 had been subject to profit limitations subject only in the future

to the excess profits tax the same a8 other corporations.
NEUOTIATION OF CONTRACTS

In Public Luw No. 43, approved April 23, 1089, Congress for the flyst time since
World War I, authorized the Secretary of the Nuvy to negotinte, without com-
petitive bidding, contracts for certain public works projects ontside the continentat
limits of the United States on a cost-plus-n-fixed-fee basis. This act provided
that the fixed-fee should not excecd 10 percent of the estimated cost of the con-
tract, exclusive of the fee. This method of negotinting contracts has been ex-
tended from time to time to include practicatly all publlie works contracets, but the
fixed fee is now Hmited to 6 percent of the estimated cost of the contract and
in nctual practice averages about 4 or & percent,

A few months later the Navy Department requested authorlzation to negotinte
without competitive bidding contracts for constructlon of naval vessels and alr-
craft, the Army alrendy having such authority in contracting for Army aireraft,
Section 2A of Publie Law 671 of June 28, 1040, anthorized the Secretary of the
Navy to negotiate contracts for the acquisition, construetion, repair, or alteration
of naval vessels or aireraft and of machine tools and their equipment without
advertising or competitive bidding. This section however provided that if the
fixed-fee contract was used the nmount to be paid by the War Department or Navy
Department (so as to put them both on an equal basig) ghould not exceed 7
percent of the estimated cost of the contract, exclusive of the fee,

Section 2 b (2) of this snme law, Publie Luw 671 of June 28, 140, however,
provided that any profit in excess of 8.7 percent of the cost of performing such
contracts, except prime contracts, made on a cost-plus-n-fixed-fee hasis, shnll bhe
considered to be profits In excess of 8 percent of the total contract prices of
such contracts.

It s to be noted that this law of Juna 28, 1MO, plnces n distinet limitation on
the profits on contracts negotinted on a fixed-price basis as well as contracts made
on a cost-plus-a-fixedfee basis,

Very shortly after this law was adopted Congress, in the approprintion bill of
September 9, 1040, increased the allowable profit to 12 percent on hoth Army and
Navy aireraft and left it at & percent on naval vessels. Within a few weeks
thereafter, namely in the Sccond Revenne Act of 1040, October & 1040, Congress
removed all profit Hmitation provisions on competitive bid contvacts or negotinted
contracts at a fixed price leaving the contractors with war continets in the same
position as all other taxpayers subjeet to the excess profits (ax.

TYPES OF CONTRACTS

There are now four methads of making contracts wtih the Government, to wit:

. By competitive bidding at a tixed price.

By negotiation at a fixed price,

3. By negotintion on a cost-plus-a-fixed-fee bhasis for certain articles and
cquipment where the fixed fee Is not to be move than 7 pereent of the
than 7 percent of the estmated cost.

. By negotiation on a cost-plug-a-fixed-fee hasis for naval public works
projects where the fixed fee shall not exceed 6 percent of the estimated

cost,

It ix a fact that during the pnst 8 years attempts have been made to Hmit
excessive profits on the manufacture of war materinls and that neither the
Congress, the Treasury Department, the War Department, the Navy Depart-
ment, the Maritime Commisgion, nor any other department of the Government
has as yet been able to formulate a satisfactory plan of eliminating exeessive
profits or recapturing excess profits on the production of war materials,

It is also a fact that during the past 8 years, without consultation or unity
of action, the Naval Affairs Commiittee, the Military Affalrs Committee, the
Appropriations Committee, and the Finance Committee have at varlons times
dealt with this subject with the result that oue law after the other has been
repetled and constant changes have been made in the attempts to control war-

contract profits,

to =
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RENEGOTIATION OF WAR CONTRACTS

It became apparent to the Senate Appropriations Comuiittee that many nego-
tinted contracts were awarded hefore efther of the contracting parties had any
accurate fdea as to the actual cost of producing the article on a mass production
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basis. Firms and corporatlons naturally bid very high or negotiated at a very
high price In order to play safe, When the actual cost of manufacturing the
urticle became known it was apparent that some firms were making an excessive
profit, and both the Qovernment and the manufacturer desired to rencgotiate
the contract in order to reduce the cost to the Government,

This led to the enactment of sectlon 403 of Public Law No, 528, (April 8,
1942) authorizing the “Renegotiation of Contracts” but did not set any standards
for determining “excess profits,” and left this matter entirely Iin the hands of
officlals of the Government.

This Inw authorized and directed the Secretarles of the War and Navy Depart-
ments and the Maritime Commission to insert in any contract where the amount
Is in excess of $100,000, provisions for the renegotinting of the contract prices
at a pertod or perlods when In the judgment of the Secretaries, profits can be
determined with reasonnble certainty.

It also contained a provision for the retentlon by the United States or the
repayment to the United States any amount of the contract prices which were
found to be excessive profits. It permits the renegotintion of subcontracts as
well as prime contracts where excessive profits could be determined.

This law is to remain in force during the continuation of the present war
and for 3 years after the termination of the war.

PROPOSED CHANGE IN RENEGOTIATION OF WAR-CONTRACTS LAW

The Finance Committee of the Senate is now studying the operation of this
law and considering changes and amendments that have been proposed by the
Departments and representatives of contractors having Governnent war

contracts.



HANDLING OF WAR CONTRACTS IN CANADA AND GREAT BRITAIN

CoNORESS OF THE UNITED STATEB

JOINT COMMITTEE ON INTERNAL REVENUE TAXATION

Washington, Scptember 29, 1942,

Honorable Davip 1. WALSH,
United States Senate, Washington, D. C.
My DEAR SENATOR: In accordance with your request, we submit herewith a state-
ment on the handling of war contracts in Canada and in Great Britain,

Very truly yours, .
CoLiN F, StTAM,
Chief of Staff.

Wak CoNTRACTS
CANADA

In the time available we have made a study of the haundling of war contracts
in Canada and in Great Britaln., We have been in consultation with ofliclals
who have visited Canada and studied the British practice, and of the Library of
Congress who have made some study of war contracts.

In Canada, there Is no statutory Hmitation on the profits from war contracts.
The Canadian Defence Purchases Profit Control and Finance Act of 1039 provided
for control of profits in respect of certain defense contracts by means of a tax
of 100 percent of all such profits in excess of b percent of the capital employed.
In the House of Commons Debates of May 23, 1040, Mr. Douglas said:

“The 6 percent is gone, and the reason why it is gone is that on September 12
the Minister of Transport sald that he and his Department could not get the
manufacturers of this country to accept contracts if the profits were limited to
b percent.”
© At the present time, the Ministry of Supply has general jurisdiction of war
contracts,  This is separate and distinet from the board fixing prices and wages.
The Ministry of Supply handles the matter administratively and fixes all prices
for the purpose of war contracts. The larger contracts must be approved by the
Minister, The smaller contracts must be approved by the contracts branch of
the Min/stry of Supply, and intermedinte contracts by the 'Ministers Committee,
However, it I8 alded cousiderabiy by the fact that wages, an Iinportant part of the
contract cost, are already fixed in Canada. :

In Canada the ascertainment of costs Is u comparatively easy matter because
the Government is very famillar with the operations and capabilities of the
fiportant businesses in the country. Therefore, it is not as difficult to ascertain
costs e it is fn this country.  In many of the larger concerns, the Treasury has
a Government auditor to check the cost as the contract {8 being performed. Most
of the work Is done through n spot checking system. Physical inventorfes are not
required, as they will serlously interfere with the war effort.

In the past, some contracts were negotiated on a cost-plus-fixed-fee basis, with
nn added percentage being allowed for reduction in costs. This proved somewhat
cambersome, and hns been abandoned in favor of the fixed-price or target-price
contracts,

In cases where a concern is making an article for the first time, it may be
necessary to fix a target price for a fixed period. For example, a company
manufacturing fuses for the first time, may be given a contract for a period of
2 months fixing a price at $§3 per fuse, At the end of this period, the target
price may be reduced to $2, and later on to a still lower price. However, there

”
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is no effort in Canndn to apply these changes retroactively except in cases of
fraud or collusion, Thus the contractor knows definitely in the example given
that the $3 price will be paid for the fuses manufactured in the 2-month perlod,
and any effort which 1s made to cut his costs will result In a benefit to him.

Most of the large contracts are handled by Government plants, of which there
Some contracts, with

are about 20, with businessmen employed to manage them.
large corporations, are handled on a fixed-price bagis, They may be for as long
as 1 year in duration. In this type of contract, ndjustments may be made, but

such adjustments will not affeet the price with respect to articles plready delivered,

Under the fixed-price contract, the awards are made by tenders, award belng
made to the lowest tender belleved capable of performing the contract,

In the case of contracts involving the building of ships, ete,, extending over a
long perlod of time, it is usually necessary to negotiate the contract on a cost-
plus-fixed-fee basis. Many manufacturers would not accept a fixed-price contract
for such undertakings, due to the difficulty in predicting the ultimate costs.

To some extent, the high excess-profits tax of 100 percent interferes with the
effort through this type of contract to hold costs down to a reasonable basis.
There has been some recent agitation, both in England and in Canada, to lower

the rate from 100 percent.
GREAT BRITAIN

Tynes of contracts.—~Four types of contract are In use, the principal type at this
time being the fixed-price contract, The Chancelor of the Exchequer stated to
the House of Commons in October 1941 that an fucreaslag proportion of contracts
are being entered into on the fixed-price basis, nnd that the Government recognizes
that other types of contracts were open to objections and were diminishing. He
stated that fears that there has been large avoldable extravagance were not justl-
fied by the facts. The four types in use are:

(1) Cost-plus-percentage contracts.—This type 18 used for work such as for
repairs, where the extent of the work to be done cannot be accurately estimated ;
also, where companies are making new weapons for the flest time. A maximum
price I tixed in such contracts for the purpose of preventing profiteering,

(2) Cost-plus-a-fired-profit contract.—This {3 used where a company is produc-
Ing items for the first time, but which other companies are producing. In this
care the Government on the basis of experlence can ascertnin what the cost should
be, but makes allowance for the Inck of experlence of the new company. A maxl-
mum price s fixed also in this type of contract.

(3) Fired-price contracts~This I8 the prevailing type, A company may he
allowed in the beginning of praduction to operate under the cost-plus-percentage
contraet, or the cost-plus-n-fixed-profit contract, but as soon ns the compnny has
gained the experience necessary It must operate under the fixed-price contract.

(4) Target-price contract.—This is chiefly used by the Alr Ministry, and Is used
where companiex produce items subject to frequent changes in design. In the
beginning of war production it was in more general use, but has gradually been
abandoned generally in favor of the fixed-price contract.  In such a contraet the
Government sets n target price to cover anticipated costs and a rensonable profit ;
also, . maximum price is zot to prevent profiteering.  Savings effected below the
target price are shared wiih the contractor. In other wards, if the contractor
ean reduce the cost below the target figure, he may add to the profit which the
contract allows a pereentage of such reduction.  FFor example, if the cost 15 reduced
10 percent below the target cost, the contractor may be allowed 5 percent of such
reduction; {f the reductfon §8 20 percent, he nmay be altowed to Increase his profit
by 10 percent of such reduction, and so on.

This type of contract was formerly used more widely, but has been generally
abandoned by reason of the fact that through experlence in production it is now
practicable to fix costs and determine a rensonuble profit. 1Its principal purpose
was to offer incentive to the contractor to reduce costs,

Cost control or poat-costing.—A system of post-costing or post-auditing, is fol-
lowed hy which costs may be allowed or disallowed, aceording to whether they are
fair and reasonable.  The purpose Is to prevent padding with frandulent cost and
to ascertain how reductfons can he brought about in future contracts. It I8 not
for the purpose of recapturing profits, which 18 effected through the excess-profits
tax. The emphasis has been upon speed of praduction and post-costing has not

been allowed to hamper production.
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Under this systemn, ut first the Government ussigned an nudltor or cost account-
ant to each plant. He kept a running account of costs and where they appeared
to be too high this was reported. Later, when production expanded, it was not
possible to maintain this procedure and it is followed now only with respect to
the larger plants.

In the case of new plants, Government experts are assigned to them and they
are able on the basis of experience to nscertnin wliat the cost of operations ought
to be und to help in eliminating wasteful operations. They speed up the transi-
tion from operating under the cost-plus contracts, allowed firms who have not
hnd experience In production, to fixed-price contracts, nlrendy described.

Spot costing, or spot checking, in varlous plants is practiced, which has a good
effect in bringing about more efliclent operation,

The contractors' own auditors and cost accountants cooperate with the
Government to the snme general purpose.

Aohievement of profit control.—It has been estimated on the basls of the perlod
103536, that profits of the main industries rose ot 131.7 in 1038 but were only
105.1 in 1941. Net profits in 1941 were 10 percent lower than in 1040. This
would seem to indicate that profit control has been pretty well achieved under
the system outlined.

Senator WaLsH, I am also offering for the record a letter addressed
to the Honorable Walter F. George, chairman of the Senate Com-
mittee on Finance, under date of September 22, 1942, from the Hon-
orable Carl Vinson, chairman of the Naval Affairs Committee of the
House of Representatives, dealing with profit limitations on war

contracts.
(The letter above referred to is as follows:)
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PROFIT LIMITATIONS ON WAR CONTRACTS AS PROPOSED BY HON.
CARL VINSON, MEMBER OF CONGRESS

HoUSE oF REPRESENTATIVES,
CoMMITTEE ON NAVAL AFFAIRS,
Washington D, C., September 22, 1942,
Hon, WaLTER K. GEORGE,
United States Senate, Washington, D. C.

DEAR SENATOR: T hive noted with considerable interest recent publleity con-
cerning your proposnl to repeal the contract renegotiation nuthority contalned in
Publie, 528, Seventy-seventh Congress, and to substitute therefor a direct stat.
utory limitation on profits,

It has long been my firm convietlon that the only equitable and effective
method of limiting profits ‘an war contracts {x by means of a divect statutory
Hmitatlon. The House Naval Affairs Committee has devoted conslderable
thought to u bill containing such a proviston which T ntroduced but which the
committee, after extended hearings, failed to report hecause of other contro-
versial matters contunined In the same measure. T am sure that a hill denling
solely with the matter of a lhmitation on war profits would have heen enthusl-
asticnlly recelved by the House,

At the time Publle, 528, wans before the House I polnted out the fnjustice of
conferring on the varlous department hends the arbitrary and untimited author-
ity to ltmit profits on war contracts by renegotfution, and the uncertainty which
would result from such a provision, and expressed the hope that such renego-
tintlon authority would soon be superseded by loglslation setting out statutory
standards defining reasonable profits on war contracts,

It is my feeling that the renegotiation provisions of Public. 628, makev any
contract with the War or Navy Department fneffectual and illusionary,

I am encloging for your study a copy of H. R, 6700 (Committee Print No. 2),
which embodies the result of the time and thought devoted to the problem by
myrelf and by the House Naval Affairs Committee, I hope that {t may be of
xame help to you in connection with your present proposal.

With kindest regards, I am

Yours very truly,
Canrn Visson, M, C.

[Confidential Committee Print No. 2, Apri) 27, 1042)
I'rorosed CoMMITIEE SvnsTiTuTe For H. R. 470
Strike out all after the enacting clnuse and Insert In lHea thereof the following:
FINDINGS AND DECLARATION OF PPOLICY

Sgcriox 1 (0) Congress hereby findg that it i inconsistent awith the eape.
dittonx and successful proscewtion of the present war and prejudicial to those
serving in the armed forees of the United Stales—-

(1) for war contractors to derive cxcesalee profits from the performance
of war contracts;

(2) for labor organizations to demand and war contractora to aceede {o
contract provixions not hevetofore in effect which require auch contractors to
refuxe to employ or retain individuals whose labor may be indispenzable {o
the expeditions and succcsaful prosccution of the war, if sueh individuals arc
not members of such labor organizations;

(3) for the United States to maintain in effect provisions of lawe which
penalize the performance of labor (ndispensable to the expeditious and suc-
coxaful prosecution of the war by requiring the papment of overtime com-
pruzation defore a full xiw days of labor ia performed in cach workweek; and

80
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(4) for war contractors to enter into or maintain in cffcet contracts which
penalize the performance of labor indispcnsadble to the crpeditious and suc-
cessful prosccution of the war by requirements that premium compensation
be paid for labor on Saturdays, Sundays, holidays, or during the night.

(d) It {8 hereby declared to be the policy of this Act to cffectuate the expeditious
and kucccssful prosecution of the war by removing the obstructions thereto de-
acribed in xubsection (a), and by providing for the papment of production bonuscs
to employces whose volume and cficiency of production justify such payments.

Skc. 2. Ax uacd in this Act—

(a) “Persom™ means an (ndividual, partnership, foint venture, association,
corporation, business trust, or any organized group of persons.

(b) “War contract” meang—

(1) « contract with the United States entered into on behalf of the United
States by an ofleer or employce of the Department of War, the Department
of the Navy, or the United States Marvitime Commission ; or

(2) a contract with the United States enlered into by the United States
pursuant to an “Act to promote the defense of the United States” ; or

(3) a contract, whether or not acith the United States, for the production,
manufacture, processing, agembly, construction, reconstruction, installation,
maintenance, stovage, repaly, alteration, conversion, distridbution, or xupply
ol—

(1) uny weapon, munition, aireraft, vessel, or boat;

(B) any building, structure, or facility

(C)Y any machinery, ixtrument. tool matervial, supply, articte, or com-
modity; or

(D) any component material or purt of ar cquipment for any article
deseribed in subparagraph (A), (B)Y or () ;

the production, manufacture, processing, axsembling, construction, recon-

atruction, installation, maintenanece, storage, repair, altervation, conversion,

distribution, or xupply of which ix cortified by the President as being necessary
cto the prosceution of the war,

() “War contractor” means the perzon producing, manufacturing, processing,
aggembdling, conxtrueting, reconstructing, installing, maintaining, sloring, re-
paiving, alicring, converting, distributing, or supplying, wieder o war contract,

(d) “Net profit devived from war contracts™ completed within a profit peviod
means the cecess of the aggregate of the contract prices under such contracts over
the aggregate cost of performing such contracts, minus, in caxe in the preecding
profit period there was a net profit deficit from the performance of war contracts
completed acithin such preceding peviod, the amount of sueh deficit,  *Net profit
deficit” from war contracts completed within any profit period means the ereess
of the aggregate cost of performing guch contracts over the aggregate of the
contract pricea undey such contracts,

(e) “Profit perviod” of a war contractor means the annual acconnting peviod
on the basiz of which such contractor keeps his books,

(1) “Performance period” aa applied to any war contrac) means the period
beginning acith the day such contract is enfered into and ending with the day
the performance theceof is completed, except that it shall not in any crent ercced
the period estimated by the Scerctary of War, the Seerctary of the Navy, or the
Chairman of the United States Marvitime Commisgion, as the caxe map e, a8
neeesggary to complete guch performance.,

(9) “Restrictive employment contract” means any coxdract, arrangement, plan,
or practice of a war contractor swehich has the cffeet of making it a condition of
cmployment awith such contractor that any individual become, be, or remain a
member or adherent of any labor organizalion, or which requires such contractor
to influence or cncourage any individval in his employ or secking employment
with such contractor, to hecome, be, or vemain @ member or adherent of any labor
organization.

(I) “Paid or incurred” ghall be construed according to the method of account-
ing emploped by the war contractor (n keeping his dooks.

LINITATION OF PROFITS ON WAR CONTRACTS

SEC.3. (a) Every war contractor shall pay to the Seeretary of the Treasury,
at such times and in xuch manner as the Seeretary shall by regulations preseribe,
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all net profits derived from war contracts, completed within each profit period,

in ercess of—-

(1) an amount with respeet to each such contract cqual to 8 per centum
per annum of the duaily cost for each day of the performance period, com-
puted, as applicd to the daily cost for any such duy, on the busis of the num-
ber of duys (including the day for which such cost i8 detcrmined) remaining
in such period; plus

(2) an amount ascertained by dividing 36,000 by three hundred and sizty-
five and multiplying the result by the number of days in the performunce
period of the contract the totul costx incuried i the performunce of awhich
is the greatest; plus

(3) an amount equal to 10 per centum per annum (determined on a duily
buxiz) of the first $1,000,000 of the undepreciated and unamortized cost of the
fized capital of the contractor uxed in the performuance of the contract, and
an amonnt equal to 6 per centum per annum (determined on a daily busix)
of the undepreciated and unamortized cost in ezcess of $1,000,000 of the fized
capital of the contractor used in the performance of the contract, For the
purposcs of thig paragraph “fixed capital” means depreciable tangivle prop-
erty of the contractor and nondepreciable real property of the contractor,
no part of the cost of which (except through the allmecnee for depreciation
or amartization) iz otherwise used, directly or indirectly, in determining the
cost of performing such contract, and which is not vepresented by borrowed
capital.

This subsection shall not apply with respect to any profit period in which the
contract prices of contracts completed within such profit peviod: do not erceed in
the aggregate $100,000. All payments made to the Seerctary of the Treasury pur-
suant to this subsection ghall be covered into the Treasury as miscelluncous
reccipts. For the purposes of other provisions of law the amount of such puy-
ment shall not be deemed to have been received by or acerued to sueh contractor,

(b) Every war contractor shall, at such times and in such manner as the
Secretury of the Treasury shall by regulations preseribe, state under outh the
aggregale of the contract prices under war contracts eonpleted within the profit
period in respeet of which such statement is made.  The daily cost for any day
of performing any war contract shall be determined by adding to the direct costs
of such performance auctually paid or inourred on guch duy the indirect costs of
such performance attributable to such day and, in case prior to such dey any part
of the contrael price has been paid, by subtracting from the sum so ascertained
such portion of such payment ag is attributable to such dap, determined by
dividing the amount of such puyment by the number of days remaining in the
performance period after the duy of such payment. The indirect costs of per-
forming any such conlract attributabie to any day shall be an amount ascertained
by dividing the total of such indirect costs by the number of days in the perform-
ance period; and in case the contractor does not employ a method of cost account-
ing under which the direct costs actually paid or incurred on cach day may be
determined, the direct costs puid or incurred on each day may, with the approval
of the Secretary of the Treasury, be determined. in a gimilar manner. The dircet
and indirect costs of performing war contracts ghall be determined in accordance
with the method of cost accounting regularly employed in keeping the books of
the war contractor in question, dut if no such method of cost uccounting has been
employed, or if the method go employed does not in the opinion of the Secrctary
of the Treasury clearly reflect such costs, such costs shall be determined in
accordance with such method as in the opinton of the Secretary does clearly
reflect such costs. In the case of a war contractor which does not regularly em-
ploy a method of cost accounting in kecping its books, such war contractor may,
with the approval of the Secretary, determine the allocation of indirect costs to
be made to war contracts according to the ratio of direct costs of performing war
contracts to total direct costs, Irrespective of thn method employed by any war
contractor for dctermining costs of performing wuar contracts completed within
any profit period, and cxcept aus provided in subsection (c), (1) no item of cost
shall be charged to the performance of any such contract or used in. any manner
for the purpose of determining such cost if the Secretary of the Treasury deter-
minee that such item is unreasonabdle or not properly chargeable to such contract,
and (2) unless the Secretary of the Treasury shall by regulations otheriwise pro-
vide, no item of cost shall be charged lo the performance of any such contract or
used in any manncr for the purposc of determining the cost of such performance
unless such item would have been chargeable ayainst such contract if such con-
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tract had been subject to the provisions of section 3 of the Act of March 27, 1984,
and the regulations thercunder, as in effect prior to the enactment of the Sccond
Revenue Act of 1940, and (3) in caze the salary, bonus, and other (-mnpensuiiqn
applicable to any exccutive position. in the employ of the contractor erceeds in
the aggregate an amount greater than 110 per centum of the aggregute of the
galary, bonus, and other compensation applicable to such position, or a position
involving comparable duties, on July 1. 18940, no purt of such ercess shall be
charged to the cost of performing any such contract or used in any manner for
the purpose of determining the cost of such performance.

(e) No provision of thiz section (except subsection (b) (3)) shall be deemed
to prohibit, or authorize the prohibition of, the inclusion of any of the following
items as ilems of <oit tn the pevformance of any war conlract:

(1) A proper proportion of the ordinary, reasonable, and necessary crpenses,
not properly chargeable as dircet costs in the performance of any war contract
and not charged to capital account under chapter 1 of the Internal Revenue Code,
paid or incurred in the performance period for general rescarch, enginecring,
and development.,

(2) .1 reasonable allowance for the amortization of ordinary, reasonable. ond
necessary erpenditures of the character deseribed in paragraph (1) (paid or in-
curred in any profit period beginning after December 31, 1935), if such expendi-
tures have been eharged to capital aeccount for the purposcs of chapter 1 of the
Internal Revenuwe Code.

(3) A reasonable allowance for the amortization of expenditures of the char-
acter described in pavagraph (1) (paid or incurred in any profit period beginning
after December 31, 1935, and before Junuary 1, 1942), if (A) such erpenditures
were not charged to capital aceaunt for the purposes of chapter 1 of the Internal
Revenue Code or the corresponding title of a prior revenue law, and (B) the con-
tractor, in accordance with such regulations as the Seerctary of the Treasury
may preseribe, eleetr, with respeet to all such contractz completed acithin the
profit period and all such contracts completed within subscquent profit periods,
to treat all such exrpenditures as having been charged to capital account and con-
sents to pay to the Secretary the amount by which his Hadility under such chapter
and corresponding title and under chapler 2E of the Internal Revenue Code for
profit pcriods beginning after December 31, 1935, and before January 1, 1942,
tould have been inereased if such expenditurcs had been so charged.

(4) A proper proportion of the ordinary, reasonadle, and nceesgary exrpenscs
paid o;;'hwurrcd in the performance period for advertiging for the retention of
goodwlll,

(d) All provisions of law (Including penalties) applicuble in respeet of the
tax imposed by chapter 1 of the Internal Revenue Code shall apply in respeet of
the payment required to be made by this seclion.

(e) 8Subsections (a) and (b) and (c) shall apply only to war contracts com-
pleted within profit periods beginning after December 31, 1941,

OVERTIME COMPENSATION

8ee. §. (a) For the duration of the national emergency declared by the President
to cxist as of May 27, 1941, the workiceek for labor in. excess of which overtime
compengation must be paid under the provisions of gection ¥ of the Fair Labor
Standards Act of 1938, as amended, shall be a workiweek of forty-cight hours in
lieu of the workiceek of forty hours notw provided in such seetion.

() For the duration of the national emevgency declared by the President to
epist on May 27, 1941, all laiwes of the United States, and regulations theveunder,
relating to the pay or hours of labor of employees of persuns performing contracts
with the United Btates or unpy agency thereof, or of subcontractors of such per-
sons, are suspended to the ertent that they requive the payment of (1) overtime
oompmqa!lon to any employee for employment during any workweek prior to the
completion of forty-eight hours of labor by such employce during such workiceek
or (2) compensation for labor on Saturdays, Sundays, holidays, or during the
night at a rate higher than that which would be applicadle if such labor 1were not
performed on Saturday, Sunday, a holiday, or during the night.

(¢) For the duration of the national emergency declared by the President to
exist on May 27, 1941, it shall be unlawful for a war contractor to pay. pursuant to
any contract or agreement, to any employee for labor on Saturday, Sunday, o
holiday, or during the night, compensation at a rate higher than that which twould
be applicable if such labor 1cere not performed on Saturday, Sunday, a holiday, or
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during the night, No tcar contractor shall be held liable for any aot done, or
omitted to be done, pursuant to the requirements of this subscction.

(2) The Becretary of War, tiie Becretary of the Navy, and the Chairman of
the United Statcs Maritime Oommission shall exercise the authority conferred
upon them by section 403 of the Sizth Supplemental National Defcnse Appropria-
tion Act, 1942, to rccover or retain for the United Btates any amount estimated
in the contraot price of any toar contract for the payment of overtime compensa-
fon, or of premium compensation for employment on Saturdays, Sundays, holi-
days, or during the night, whioh is not so paid by reason of the enactment of this
section. For the purposes of seotion 3 of this Act any amounts withheld or re-
covered under the provisions of this subsection shall not be considered as part
of the contract prices for the ccutracts with respect to 1which such amounls are

withheld or retained.
(¢) During the national emergency declared to exist by the President on May

27, 1941, notwithstanding any other provision of law—

(1) the Sccretary of War, the Secretary of the Navy, and the United
States Maritime Commission arc respectively authorized and directed to
preseribe regulations with regard to the working hours and overtime em-
ployment of employces of the Dcpartment of War, the Coast Guard and
Department of the Navy, and the United States Maritime Commission,
respectively; and

(2) overtime compensation for employment in excess of forty hours in any
1workioeck, computed at the rate of one and one-half times the rate of com-
pensation applicable for labor not in cxccss of such forty hours, is authorized
to be paid to cmployces of the Department of War, the Coast Guard and
Department of the Navy, and the United Statcs Maritime Commission, respec-
ttvely, who, on the date of enuctment of this Acot, arc entitled to reccive
overtime compensation only if and to the cotent that such Sceretary or Com-
mission, as the case may be, determines that overtime compensation is being
paid to a substantial majority of cmployees of war contractors, to whom
the laws and regulutions specificd in scction 4§ (a) and (b) are applicable,

performing s8imilar services.
PRODUCTION BONUSES

SEC.5. (¢) The War Production Board is dirccted to formulate, and notvith-
standing any other provision of law to require war contractors to put into cffect
when so formulaled, plans for the payment, al the conclusion of each work-
weck, to production cmployeces whose volume and cfficiency of production during
such workiweek is determined according to the plan to justify sueh paymend, of
production bonuses. The bonus to any employee for any workweek may cqual
but not exceed the regular compensation payabdle to such employce for labor during
such workiweek. In order to enable war contractorz to make guch payments in
accordance 1with the plans zo formulated and put into cffect, there are authorized
to be appropriated such sums as may be nccessar)l,

(b)Y The Secretary of War, the Sceretary of the Navy, and the United States
Maritime Comenission are directed to formulate and notwithstanding any other
provision of law put into effect, with respect to production employces employcd
in shipyards, docks, aracnals, loading plants, and other facilitics at which articles
cssential to the prosecution of the war are produced by the United Stales, plans
for the payment, at the conclugion of cach workieek, to employeca whose rolume
and cfficiency of production g determined according to the plan to justify such
payment, of production bonuses. Such bonuses shall be subjeet to the same
limitations as in the case of production bonuses to employees of war contractors.
There are authorized to be appropriated such sums as may be ncecssary to carry
out the provisions of this subsection.

(¢) It shall be unlawful for any war contractor harving in effect a plan formu-
lated under this section to make, fron: funds uppropriated by Congress, any pay-
ments under such plan otherwise than in aceordance 10ith the terms thereof.
Any war contractor violating any of the provigsions of this subscetion shall upon
convicltion thercof he fined not more than $5000, or be inprizoned for not more
than one yecar, or both,

(d) This gection and all plans in effert thereunder shall cease to be in cffect
upon the termination of the national emergency declared to exist by the President

on May 27, 1941.
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RESTRICTIVE EMPLOYMENT CONTRACTS

SEC.6. (a) It shall be unlawful for any war conlractor to enter into a restric-
tive agreement with respect to the employment of any individual in the perform-
ance of a war contract, but this subscction shall not be decmed to prohibit the
rencwal of any such agreement which was in cffeet on the date of the enact-
ment of this Act.

(b) No officer, agency, or instrumentality of the United States in the executive
branch of the Government shall tssue or enforce any decision or order which
directs or has the effect of directing a war contractor, otherwise than in accord-
ance with the provisions of a restrictive employment conlract not prohibiled
under subscction (a), to discriminate against any individual in regard to hiro,
terma, or tenure of employment, because of such individual’s failure to be, become,
or remain a memnber of, or to resume membdership in, any labor organization.

PENALTIES

. SEC.7. Any person who violates any provision of section 4 (¢) or section 6 (a)
shall, upon conviction thereof, be fined not more than $5,000 or be {mprisoned for
not more than one year, or both,

{Committee Print]
ANALYSIS OF THE DP’ROVISIONS oF THE COoMMITTEE SuUBSTITUTE FOR H. R, 6700

Section 3 of the substitute contains a new proposal for the limitation of profits
on war contracts. It was formulated and drafted with a view to meeting the
merited objections which were ralsed against the original proposal, The objections
to the original proposal were: :

(1) It falled to take into nccount the length of time it took to complete o
contract, thus favoring the contractor with a rapid turn-over and penalizing the
contractor having a slow turn-over.

(2) 1t tailed to take Into account the ratio of fixed capital to gross sinles, thus
penalizing the contractor whose fixed capital represented by plant, ete, was
large in relation to his turn-over,

(8) It failed to take into account cages in which the Government put up all or
part of the contract price in advance of completion, thus in effect allowing the
contractor a return on Government funds,

(4) Tt failed to specify that general research, experiment, and development
expenses should constitute a proper element of cost.

(6) It failed to specify that advertising expenses fnenrred to retain gnod\\ il
should constitute a proper element of cost.

The new proposal provides for a maximum of 8 percent per annum retirn
on ench dollar of cost incurred by the coitrgctor from the time it was icurred
untill the contract is completed or the contractor reimbursed by an advance
payment before completion. In addition the contractor is allowed n return on
his plant investment used in performing the contract to the extent of a maximum
of 10 percent per annum on the first $1.000,000 of such Investment and ¢ percent
on the excess over a million dollars, The cushion of $6,000 is also retained but
is related to the time which it takes to eomplete the contract having the largest
cost. This does not mean that there is a separate cushion for each contract, but
that if the contract having the greatest cost tock 2 years to complete, the cushion
for all the contracts in the aggregate would he $12,000. Sfmilarly if the eontract
having the largest costs took only one-half a year to complete, the cushion for
all the contracts in the aggregate would he $3.00,

The manner in which the new proposal operates may be likened to the Iending
of money by o bank and the payment of interest by the borrower-—the contractor
being the lender of the amounts representing the costs theurred and the United
States the borrower of such amounts, If every dollar of cost were inenvred hy
the contractor on the first day of the contract he wonld in effect be lending the
United States that amo it until the contract was completed or the contractor
reimbursed before that time, and under the proposal would be entitled to retain
as profits 8 percent per annum of the nmount of such costs, for the perlod
beginning with the tirst day of the contract and ending with completion or reim-
bursement. We all know, however, that all the costs are not incurred on the
first day. Wages, for example, are usually paid weekly, and a contractor who
keeps hix books on a ecash receipts and dishursements basis will not incur the
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first week's wage cost until Saturday of that week, Thus, with respect to the
costs representing the first week’s wages, he will be entitled to the 8 percent
{»;'r ulnnuln only for the perlod beginning on that Saturday and not on the preceding
Monday.

This approach to the problem of the time element in the performance of a
contract—a problem which must be solved to put the contractor with g raplid
turn-over and the contractor with a slow turn-over on exactly the same footing—
requires that the costs incurred on each day be taken into account. ‘This does
not mean that the contractor has to keep hooks so that he can determiue his costs
on each day. With respect to indireet costs, or overhead, for example, It would
be impossible to determine how much of such overhead was incurred on any pur-
ticulur day, With respect to direct costs, such as wages and materknls, however,
it ix possible to determine what wage costs and material costs were incurred
on any day if the contructor keeps any sort of cost accounting rvecords, If u
contractor dues keep records which enuble him to determine what divect costs
were ineurred on each day, those actually fncurred are uxed as the divect costs
for that day. If he does not keep such records, the proposal does not require
him to do so, but simply states that in that event the contractor may assume
that hig direct costs were incurred ratably over the period of the contract. For
example, if the total direct costs were 10,000 and the contract took 10 days to
complete, the contractor is permitted to assume that $1,000 of direct costs was
incurred on cuch day. :

In the case of overhead, it is impossible, as I have indleated, to determine how
much was incurred on any day, and thus the proposal assumes that overhead
expenses are ineurred ratably over the period of the conteact.  Thus if the total
overhead were $120 and the contract took 10 days to perform, the proposal
assumes that $12 of overhead expense was not incurred on ench day, and calls that
$12 the indirect costs attributable to any day.

Having found the direct costs actually incurred, or assumed for n particular
day, the indireet costs attributable to that day are added to them to give the
total dally cost for that day. Having found this daily cost, 8 percent per annum
thereof is computed from that day to the end of the perlod., The sume operation
is followeq for the next day, and so on through the contract period. The 8 percent
amounts thus determined are aggregated for the contract and all other contracts
completed within the same taxable year, and the result is the permissible profit
(excluding the “‘cushion” and the Interest on plant investment) on those contracts.
If the actual profit (1. e, the excess of the aggregate of the contract prices over
the aggregate of the costs of performance) Is more than the permissible profit
so determined, the remainder must be repaid to the Treasury.

The following is a simple fllustration of how the proposal will oj~rate.  Assume
a contractor has but one contract for $100,000 which he starts on Monday :nd
completes on Thursday. The performance period of the contract will thus be
4 days. Further assume that this contractor keeps cost-nccounting records which
enable him to determine the direct costs actually incurred on each day, and that
they are as follows:

Total (no
Direct | Indirect reimbut;se- 8 percent per annum of—
men

$5,000 $20,000 | $20,000 for 4 days equals $17.52.
5,000 23,000 | $23,000 for 3 days equals $15.12,
5,000 16,000 | $16,000 for 2 days equals §7.
5,000 21,000 | $21,000 for 1 day equals $4.60.

Permissible profit (without regard to “‘cushion’’ and Interest on plant investment), $44.24.

The above table indicates that the total direct costs are $60,000, and the total
indirect costs $20.000—a total cost of $80,000. The Intter, the proposal assumes,
are incurred ratably over the 4-day perlod, resulting In indirect costs for each
day of $5,000. The total daily costs for Monday are $20,000, and 8 percent per
annum of this amount is computed for 4 days. The total daily costs for Tuesdny
are $23.000, and 8 percent per annum of this amount is computed for 3 days. The
total dnily costs for Wednesday are $16,000, and 8 percent of this amount I8 com-
puted for 2 days. The total dally cost for Thursday is $21,005, and 8 percent per
annum of this amount is computed for 1 day. The 8-percent figures are then aggre-
gated, resulting In $44.24, approximately, which is the permissible profit without
regard to the cushion and the interest on plant investment,
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If we axsume the plant investment (disregnrding depreciation and amortization)
Is $1,000,000, 10 percent per annum of this amount for 4 days is approximately
$10.96. The $06,000 “‘cushion” reduced to a 4-day basis is approximately $66.84,
Hence the total permissible profit would be the sum of $44.24, return on cost;
$1,096, return on plant investment ; $(6.84, cushlon; which equals $1,207.08, total
permissible profit.

Since the total contract cost was $80,000, and the plant fnvestiment $1,000,000,
we can assume that this contractor has a minimum invested capital of approxi-
mately $1,080,000 represented by about $80,000 of working capital and $1,000,000
of fixed capital. If this assumption is valid his permitted return under the pro-
posal for the example gliven on this assumed minimum Invested capital will be
about 10.2 percent per annum.

T'o Mlustrate how the permitted return on an assumed invested capital will be
reduced when the plant investment used in the performance of the contract exceeds
a milllon dollars, it such plant investment In the above case were $10,000,000 in-
stead of $1,000,000, the permitted return on the plant investment under the proposal
would be 10 percent per annum for 4 days of the first million and 8 percent per
annum for 4 days on the remainder. Thus the total permitted return on a total
assumed invested capital of $10,080,000, represented by $30,000 of working capital
and $10,000 790 of plant investment, would be approximately $7,127, or about 6.5
percent per annum, ’

The more favorable trentment to the first milifon dollars of plant investment
is proposed for the reason that small business finds it extremely difficult, with
the ordinary business risks, the competition of thelr larger competitors, and the
necessity of putting some of their earnings aside for n rainy day, to operate on a
6 percent per annum margin, In order to extend this more favorable treatment to
small business, however, it {8 necessary to extend to everyone the 10 percent per
annum on the first million dollars of plant investment, because otherwise the busl-
ness with a plant investment of $1,000,001 woyld, simply because of that one extra
dollar, be dented a return represening the difference between $100,000 (10 percent
of $1,000,000) and $60,000 (6 percent of $1,000,001), that is, the one extra dollar
would cost him approximately $40,000 of permitted return.

In the example given above of the $100,000 contract begun on Monday and com-
pleted on Thursday, it was assumed that the contractor received no payment under
the contract until it was completed. Obvlously if he were paid the whole contract
price in advance, he would not have required any working capital of his own, or
he couid have devoted his working capital to other productive uses; and in that
case he would not hav: been entitled to any return on the costs incurred since they
were incurred noi with his own funds but with Government funds. 8o if the whole
of the contract price were pald in advance, the contractor, under the proposal
would be entitled only to his return on vlant investment for the perlod his plant
was used, plus the $6,000 cushion reduceri to a 4-day basis.

It us assume, however, that at the end of the first day of the contract the
United States advanced the contractor 30 percent of the contract price, or $30,000.
For the next 3 days the contranctor would have the use of that $30,000,'and the
proposal assumes that it will be used ratably over the period beginning with the
day after payment and ending with the day the contract Is completed—in other
words, that £10,000 of the advance payment will be used on each of the last 3 days.
Under this assumption, using the same example as previously used, the following

result is obtained:

Total direct
Relm- {ind indirect

Direct | Indirect | burse- | minusre- 8 percent per annum of—
ment imburse-
' ment
$3, 000 None $20000 ;‘20. 000 for 4 days equals $17.52.
5,000 | $10,000 13,000 | $13, 000 for 3/days equals $11.40.
5, 000 10, 000 6,000 | $6,000 for 2 days equals $2.64.
5,000 10,000 11,000 | $2.42.

Permissible profit (without regard to cushion and interest on plant investment), $33.08,

It will be noted that the permissible profit on the costs of performance has
dropped from $44.24 to $83.98 by reason of this advance payment. The contractor
is getting exactly the same return on his own money but is belug denied a return
on the Qovernment money. In other words, by reason of the advance payment

.
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the contructor has embarked only $50,000 of his own money instead of $80,000,
and s treated cecordingly.

Coming now to research, experiment, and development expenses, the new pro-
posal expressly recognizes that expenditures of this character are proper elements
of cost, but the new proposal also safegunrds the Interests of the United States
when these expenditures are treated ns elements of cost. There are three para-
graphs dealing with this kind of expenditure:

First, there are research, experiment, ind development expenses which are in-
curred during the time the contract in question is belng performed. The first para-
graph deals with expenses so Incurred that are not capitalized but are charged
currently against income, permitting them to be treuied in the approprinte amount
(depending on the proper allocation of indirect costs to the contract) as items of
cost of performance.

Second, there are research, experiment, and development costs incurred in
taxable years beginning after December 31, 1935, which were capitalized and not
charged currently agalnst income. The second paragraph permits the contractor,
as an element of cost, a rensonable allowance for the amortization of these
expenditures go charged to capital account (again depending on the proper alloca-
tion of indirect costs to the contract in question.)

Third, there are research, experiment, and development costs that were in-
curred in taxable years beginning after December 81, 1935, and before January 1,
1942, which were charged currently against income and not capitalized. The
third paragraph permits the contractor to treat these expenses ns if they had
been capitalized and allows him a reasonable allowance for thelr amortization, if
the contractor agrees to pay to the United States the amount by which his in-
come and excess profits taxes would have been increased if these expenses had
been capitalized rather than taken as deductions against current income for tax
purposes, In other words, the proposal does not propose to permit the con-
tractor, having deducted these expgnses for tax purposes, to capitalize them for
profit limitation purposes in order to get them allowed all over again through
amortization, unless he Is willing to go back and treat them as not having been
deducted for tax purposes,

The other kind of expense which the new proposal expressly recognizes as a
proper element of cost Is n reasonable amount for advertising for the retention
of goodwill. Because of the necessities of the war the Goveriiment has required
many businesses to devote their entire energies and production to war uses.
These businesses over a period of yeurs have built up a substantial goodwill which
they must retain to facllitate resumption after the war of full peacetime pro-
duction. Unless the United States allows as an element of cost such ndvertis-
Ing as is necessary to retain this goodwlill, as distinguished from advertising to
build up a greater goodwlll, that which has been developed in the past will be
virtually destroyed without any compensation by the United States. It will
mean the ruin of businesses which, by reason largely of the goodwill which
they have developed, are able to contribute so much to the war production pro-
gram. IFor this reason the new proposal specifically recognizes the retention of

goodwlill as a proper element of cost.

[EXPLANATION oF THE Lanon ProvisioNs oF COMMITTEE SUBrITUTE No, 2
OVERTIME

Subsection 4 (a) substitutes for the 40-hour overtime provision of the Fair
Labor Standards Act a provision permitting employment up to 48 hours in a
workweek without the payment of overtime, for the duration of the national
emergency. Lxisting contracts are not abrogated and payment of overtime
within the 48-hour wecek Is left entirely to agreement between employer and
employee,

Subsection 4 (b) suspends for the duration of the national emergency certain
provisions of law governing the pay and hours of labor of persons working on
public contracts to the extent that such laws require pnyment of overtime within
the 48-hour workweek, or require payment of double time for Saturday, Sunday,
holiday, or night work.

Subsection 4 (c) prohibits, during the natlonal emergency, the payment of
double time for Saturday, Sunday, holiday, or night work to employees of war
contractors, and relieves the war contractor of any civil liability for failling to
make such payments.

Subsection 4 (d) directs the various department heads to recapture for the
United States any part of the contract price of any war contract which repre-
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sents the amount which It was estimated that the war contractor would have to
pay In overtime and double time and which he does not pay by reason of the

enuctment of the bill
Subsection 4 (e) directs the various depurtment heads to place those em-

ployees of thelr respective departments who are now recelving overtime, on the
same footing with respect to the payment of overtime, ns employees of war

contractors doing simbar work.
PRODUCTION BONUS.:S

Section § (n) directs the War Production Boprd to formulate and put into
effect production bonus systems. Such honuses are (o be pald by war con-
tractors from funds appropriated by Congress.

RESTRICTIVE EMPLOYMEN T CONTRACTS

Section 6 prohibits war contractors from entering into new restrictive employ-
ment contracts but not from renewing such existing contracts. A restrictive
employment agreement is defined in section 1 (g) to include the closed-shop
contract and other forms of union-security contracts.

This In effect freezes for the duration of the emergency the status of the

closed-shop contract.
Senator Warsi, The committee stands adjourned until 10:30

o’clock tomorrow morning, .
(Whereupon, the committee adjourned at 12:15 p. m. until 10: 30

a. m, Wednesday, September 30, 1942.)
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WEDNESDAY, SEPTEMBER 30, 1042

UNITED STATES SENATE,
Svscomsmitree o THE CoMyiTree oN FINANCE,
Washington, D. C.

EXECUTIVE SESSION

The subcommittee met at 10: 30 a. m., pursuant to adjournment, in
room 310, Senate Office Building, Senator David I. Walsh (chair-
man) presiding.

Senator Warsi. The committee will come to order.

Senator McKerrar, Mr. Chairman, as far as the War Department
«s concerned, I think we will rest for the present, if somebody else
wants to be heard.

Senator Warsn, Very well,

Mr. F. M. Brantey (counsel, Price Adjustment Board, Maritime
Commission). Mr. Chairman, this matter ti]mt we are going to discuss,
we would just as soon not have the benefit of the press. It is a family
discussion,

Senator Warsu. Very well, sir.  We will hear from the representa-
tive of the Treasury Department first, then. Will the representative
of the Treasury Department come forward, please?

Mr. Eicnnovrz, Yes, sir.

Senator WarsH. Do you want to say anything, 1'e|])resentative of
the Treasury, other than to have this memorandum filed?

Mr, Eicnstorz. I have just a few brief comments to make, Mr,
Chairman, on the general subject.

Senutor WaLsi. Do you want to make your statement in public or
executive session ¢

My, Eicnorz. Whatever pleases the committee. -

Senator Warsi. Come forward then,

STATEMENT OF ROBERT B. EICHHOLZ, ASSISTANT TAX LEGISLA-
TIVE COUNSEL, TREASURY DEPARTMENT

Senator Warsn. Will you give your full name for the record and
your position in the Treasury Department?

Mr. Ercunorz. Robert B. Eichholz, assistant tax legislative counsel.

Senator Warsn. Are you prepared to make a statement giving
the views of the Treasury on this matter? i

Mr. Ercunorz. I have a more-or-less informal statement to make,
Mr, Chairman.

Senator Warnsit, We shall be pleased to have it.

1)
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Mr. Eionnorz.” As we see it, Mr. Chairman, the problem that this
committee is faced with is a broader problem than that of taxation
and profit limitation,

I might illustrate by a very simple example. Suppose that two
different contractors are making the same item for the Army or
the Navy and it costs one contractor a thousand dollars to make that
item and its costs the other contractor $800 and the first contractor
makes a 4-percent profit, and the second contractor make a 10-percent
profit.  Iiven though tho second contractor is making a much larger
profit, the net cost to the Government is much less in the cuse of the
second contractor. In other words, profits are only one of the items
of cost that go into paying for the munitions necessary to win the
war,

Now Congress has appropriated vast sums of money for the prose-
cution of the war and it is eatitled to see that the country is getting
its money’s worth. If the problem were merely one of controlling
profits, it would be fairly ensy. We have an excess-profits tax on the
ooks, The Finance Committee has determined on a 90-percent. rate
with various cushions necessary to take care of hard cases and we
feel that, so far ns the profit picture alone is concerned, that excess-

profits tax is adequate. .
Senator McKeLLar. Is what?
Mr, Ficunorz. Is adequate; but that isn’t the whole story.

Senator McKerLar. Would you mind stopping right there?
Senator Warsn. Let him finish that thought.

Senator McKervar, Yes; go uhead.
Mr, Eicunorz, The excess-profits tax does nothing about. excessive

costs other than profits, 'The problem is one of controlling prices as
u whole rather than one of controlling profits alone,

Now, if you adopt a profit limitation, an over-all flat profit limita-
tion, you still have done nothing about controlling costs. ~ As a matter
of fact, it might make the situation worse because all that a profit
limitation is, In essence, is an extra 100 percent excess-profits tax,
and what happens under a 100 percent excess-profits tax? There is
no incentive left to n contractor to reduce his costs. If he is waste-
ful, wasteful of lnbor, wasteful of materials, it does not reduce his
profit. The expense of his wastefulness comes out of the Govern-
ment’s pocket.

Wo feel that under the excess-profits tax, there still is some incentive
left to reduce costs because there still is a 10- or a 20-percent margin
left that the contractor can keep; but under a 100-percent rate there
is no incentive left to reduce costs and, as a matter of fact, in many
instances, there is an incentive to increase costs.

Of course, there are the usual devices of padding costs, padding the
pay roll, and so on, but in addition there are any number of expendi-
tures that a contractor can make, which may be of some ultimate bene-
fit to him, and which, in one way or another, he can charge to his
Government business and, therefore, increase the cost to the Govern-
ment at no expense to himself, and simply increase the net cost to the
Government. ogthe munitions that it is buying.

Senator Warsi. Would you mind an interruption?

Mr. Eicanorz. Certainly not, sir.

Senator Warsu. The Government has inspectors{
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Mr, Ercanorz, Yes,
Senator Warsn. Connected with all these contracts?

Mr. ErcaHorz. Yes. .

Senator WarsH. Why can’t they control costs, why can't they say
to a contractor, “I won’t okay the purchase price fixed on that lumber,
I won’t okay your padded pay roll, I think you are paying too much
for the work d)(')ne by these men §” .

Mr. Ercunorz. In many cases, they can, sir; but, with the tremen-
dous volume that. there is, there probably just aren’t enough account-
ants and auditors to go around and do the really thorough job that is
Necessary. .

Furthermore, the problem is broader than merely striking out un-
warranted expenditures. A good deal of money can be saved to the
Government by a contractor having the incentive to figure out ways of
doing something cheaper than he has been doing it.

Now, if all that happens when he figures out a way to do it cheaper
is that he gets & profit limitation applied to him, and he keeps nothing
for himself, the incentive is very much reduced.

We think, so far as section 403 is concerned, that renegotiation is
not open to the same objections. In some cases it may have to be
applied in such a fashion that, in the case of contractors having an
enormous number of contracts with the Government, both sides may
have to look primarily to the over-all profit picture and see whether
the amount of money the contractor is making is excessive. Insofar as
they devote themselves only to profits, the renegotiation statute would
be open to the same objection, but there is considerable leeway for a
broader inerpretation,

The price control boards are free to inquire, not only into the profits
that a contractor is making, but they are also free to inquire into the
various other elements that g}o to make up a price. Efficiency and

economy of operation and so forth.

We do feel that section 403 is about the best mechanism that we, so
far, have been able to think of to meet this very vital problem of con-
trollin prices. It is the control of prices that is probably most essen-
tial in keeping the cost of implements of war down, A profit limita-
tion only cuts down maybe the 5, 10, 15 percent of the price that goes
to profit, but it leaves the 85, 90, 95 percent to ride free, and in many
cases, probably encourages that 85 or 90 percent to go even higher.

We therefore feel, Mr. Chairman, that it would be wise not to repeal
section 403 and replace it by an over-all profit limitation. We think
the scction should be retained with such perfecting amendments as
the subcommittee may desire and that we should try our best to use
1t as a very valuable mechanism for control of the price of munitions.

I might add that the perfecting amendments which have been agreed
upon by all the depnrtmenta concerned, have our full support.

In the case of the definition of “subcontract,” on which as I under-
stand, there is disagreement, we take no position one way or the other,

I'might also add that I understand Senator Vandenberg was under
the impression that the Treasury Department was opposed to the
amendment which would authorize a credit of excess-profits taxes
against amounts refunded by way of renegotiation. We are not
opposed to that at all.

77620—42——7



4 RENEGOTIATION OF CONTRACTS

Senator Vanpenpera. Excuse me, I said you were opposed to
writing it into the law and wanted to leave it to regulation.

Mr. Ercnnorz. We have no objection to its being written in the law,
Senator. I think what we did object to was writing into the law a
provision which would compel the Commissioner of Internal Revenue
after a renegotintion agreement, to refund, independently to refund
excess-profits taxes paid, but we sce no objection to the excess-profits
tax being credited against the amount due under 403, and we have
no objection: to its being written into the law.

Senator Vanpensero. All right.

Mr. Excunovrz. That is all T have to say.

Senator WaLsH. Did the Treasury originally draft section 4031

Mr. Eicunorz, Noj it did not. :

Senator WaLsH, Sugfxest it or give its approval ¢

Mr. Eicunorz. The ‘Treasury did not feel it was most intimately
concerned with section 403 but, at. the time the section was under dis-
cussion, I believe that it did cooperate with the War Department and
Navy Department, and the W. P, B. in working out an adequato
provision,

Senator Warsi. It did not originute with the Treasury.

Senator McICerrar. As I understand it, the Department approved
it but just in a general way.

Mr. Eicanorz. That is correct, Senator.

Senator MoKerrar. And the other departments approved it.

Senator Wawsi. Now, you have prepared for the committee a state-
ment entitled, “Statement of the Treasury Department Regarding
Profit-Limiting Provisions of the Vinson-Trammell Act and Proce-
dure Thercunder,” which covers the experience and history of the ad-
ministration of this law by the Treasury to date?

Myr. Ercunovrz, That is correct. It is descriptive only.

Senator Warsu, Are there some cases still pending?

Mr. HeasmaN T, Remnine (Bureau of Internal Revenue). Yes. On
the last page it shows the number of cases still pending,

Senator Wawsn. It does?

Mr. Rzitine. Yes, sir. )
Senator Watsm. Have you—in this statement—without mentioning

names, given illustrations of cases showing the amount refunded?

Mr. Excunorz. We have given no specific cases.

Senator Watsu. Have you given the total amount?

Mr. ReuiNe. We have given the total amount.

Senator Warsi. What is the total to datef

Mr. Remmang, The total Army and Navy contracts run in excess of
$7,000,000. :

Senator Wsrsi, That is on naval vessels and naval aircraft.

Mr. RewiNg. Naval vessels and naval aireraft,

Senator Warss. To date?
Mr. Ruvring. To August 31, That is the last date for which we had

figures.
Senator WarsH. Now, have you recouped anything from the limita-
tion put for a brief time on Army aircraft? .

Mr. Remano. About $70,000.
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Senator WarsH. That was only in operation a short time.

Mr. ReiLiNg. As a matter of fact, it was only very small contracts,
which would have been completed within the time in which the limit
was in effect on the Army contracts. I might say also, on the Navy
end of it, that, as you recall, it applied only to contracts entered into
the enactment in March 1934, and that the suspension of the act came
before some of the larger vessels were completed and also before some
of the expansion on aircraft.

Senator Warsi. What was the date, for the record?

Mr. Remana, The enactment f

Senator Wars. When the law was suspended.

Mr. ReiLinag. It was sus¥onded as of December 31, 1939.

Senator Wavsi. And, of course, we were just previous tu that begin-
ning the Iarge expanding program,

Mr. Remina. That is right,

Mr. Eicauorz. That repeal coincided with the imposition of the
excess-profits tax, Senator.,

Senator Warsn, Yes.

Th‘ijs statement of the Treasury Department will be filod with the
record.

(The statement above referred to is as follows:)



STATEMENT OF TREASURY DEPARTMENT REGARDING PROFIT-
LIMITING PROVISIONS OF THE VINSON-TRAMMELL ACT AND
PROCEDURE THEREUNDER

I. HisTORY OF ACT

Aot of March 27, 1934, 48 Stat, 505.

Section 3 of this act, sometimes referred to as the Vinson-Trammell Act, provides
for a limitation of profit on contracts and subcontracts for the munufacture or
construction of complete naval vessels and naval aircraft, or any portion thereof,
in cases where the award exceeds $10,000. The Attorney General ruled that this
limitatlon applies only to new constuction and not to contracts for furnishing
replacements needed in making repairs to existing vessels (87 Op. A. G. 47). The
allowable profit on contraets coming within these provislons is :lmited to 10 per-
cent of the total contract price and Is to be computed separately with respect to
each contract or subcontract. The excess profit is required to be paid into the
Treasury and, if not voluntarily palid, is to be collected under the usual methods
employed to collect income taxes. The contractor or subcontractor is required to
make a report to the Secretary of the Navy upon completion of the contract or
subcontract and a copy of such report is required to be transmitted to the

Secretary of the Treasury.

Act of June 25, 1936, L9 Stat. 1926.

This act amended the profit-limiting provisions of the Vinson-Trammell Act to
allow a contractor or subcontractor to combine all contracts or subcontracts
completed in any Income-taxable year (commencing with taxable years beginning
after December 31, 1936), in determining whether a profit in excess of 10 percent
had been made. Prior to this amendment the contractor or subcontractor was
required to pay into the Treasury any excess profit realized In respect of a par-
ticular contract, even though within the same Income-taxable year he completed
another contract at a loss, This act also allowed a contractor or subcontractor
incurring a net loss on all contraets and subcontracts completed in any inconie-
taxable year {commencing with taxable years beginning after December 31, 1035),
to carry forward such loss and take it as a credit in determining the excess profit,
it any, on contracts and subcontracts completed in the next succeeding income-
taxable year. This act also provided that contracts and subcontracts for certain
types of scientific equipment should not be subject to the limitation of profit.

Act of April 8, 1939, 53 Stat. 560.

Section 14 of this act provides that contracts for Army aircraft, or any
portion thereof, shall be subject to the limitation of profit contained in the
Vinson-Trammell Act. It also increased the allowable profit from 10 to 12 per-
cent in the case of Army and Navy alrcraft, retaining the allowable profit of 10
percent in the case of naval vessels. A more liberal net loss carry-over is also
provided in respect of contracts for Army and Navy aircraft, a contractor in-
curring a net loss in respect of such contracts being permitted to carry forward
such net loss and take it as a credit in determining the excess profit, if any,
during the next succeeding 4 income-taxable years, Also, if In any income-
taxable year the contractor’s profit on Army and Navy alrcraft is less than 12
percent, the contractor s allowed to carry forward the deficiency in profit and
take it as a credit in determining the excess profit, if any, during the next
succeeding 4 income-taxable years, These provisions, increasing the allow-
able profit and providing for a more liberal net 1088 carry-over, together with the
deficiency in profit carry-over, are applicable only to contracts or subcontracts
for the manufacture of Army and Navy aircraft and are not applicable to
contracts or subcontracts for the construction of naval vessels,

Act of June 28, 1940, 54 Stat. 676.

This act changed the allowable profit on naval vessels and Army or Navy

alrcraft to 8 percent of the contract price, or 8.7 percent of the cost of perform-
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ing the contract or subcontract on other than prime contracts made on a cost-
plus-a-fixed-fee basls, In lleu of the 10 percent previously applicable to naval
vessels and the 10 percent previously applicable to Army and Navy alrcraft,
Provision was made for the termination on June 30, 1942, of this reduction In
allowable profit, unless the Congress shall otherwise provide. This act also pro-
vided, in the case of a contract or subcontract entered into after the date of its
approval and during the perfod of the national emergency declared to exist by
the President on September 8, 1939, that the profit-limiting provisions should be
appHeable only to contracts or subcontracts where the awurd exceeds $25,000.
Provision was ulso made for charging against a contract or subcontract a per-
centage of the cost of specinlized additional equipment and facilitles acquired
to facllitate, during the national emergency, the completion of naval vessels or
Army or Navy alreraft or portions thereof in private plants, the charge against
a contract or subcontract to be made pursnant to a certification to the Com-
misstoner of Internal Revenue by the Secretary of War or the Secretary of the
Navy, as the case may be, after agreement with the contractor or subcontractor.
Such certification is to be made under regulations preseribed by the President.
Due to the repeal of the profit-limiting provisions of the Second Revenue Act
of 1040 referred to below, no excess profit became due and payable under the

amendments made by the act of June 28, 1840. -

Aet of September 9, 1940, 54 Stat, 883, .

This act, which is cited as the Second Supplemental National Defense Appro-
priation Act, 1941, amends the profit-limiting provisions of sectlon 2 (b) of the
aot of June 28, 1040, by removing from the operation of such section contructs
and subcontracts entered into after September 9, 1041, for the manufacture of
Army and Navy aireraft, The effect of this amendment I8 to increase the allow-
uble profit under the Vinson-Trammell Act on contracts for Army and Navy air-
craft from 8 to 12 percent and to retain the allowable profit of 8 or 8.7 percent
on naval vesrels as fixed by the act of June 28, 1840, However, the profit-
limiting provisions were repealed shortly after the adoption of this amendment,
Section 401, Sccond Revenue Act of 1940, 54 Stat. 1003,

This sectlon of the Second Revenue Act of 1940 suspends the profit-limiting
provisions of the Vinson-Trammell Act and those of section 2 (b) of the act of
June 28, 1040, in the case of all contracts and subcontracts which are entered
into during taxable years to which the excess-profits tax is applicable, The
suspension is also applicable to contracts and subcontracts which were entered
into prior to the date when the contractor or subcontractor hecame subject to
the excess-profits tax and which were not completed before such date,

11, PROCEDURE

Pursuant to the provisions of the Vinson-Trammell Act, regulations thereunder
were promulgated by the 'Treasury Department and the Navy Department and,
after the act was extended to Army contracts for alrceraft, by the War Depart-
ment. Under the regulations the duty of determining the correct amount of
excess-profit Mability on contracts and subcontracts coming within the scope of
the act and regulations is upon the Commissioner of Internal Revenue, The
regulations also provide, among other things, for the mauner of determining
the cost of performing contracts and subcontracts, and the manner in which
reports should be made by the contractors and subcontractors. The regulations
last published in this respect are those contalned in T.D. 5000, a copy of which
is submitted herewith to show the procedure followed with respect to the costs
allowed in determining the excess-profit due and payable. The elements of cost
enumerated in T.D. 5000 are in substance the same as those stated in the prior

regulations, -

II1. Excrss PROFIT oN ARMY AND NAvY CONTRACTS AND SUBCONTRACTS ASSESSED
Uxbpre VINSON-TRAMMELL Aot UP 10 Ava. 81, 1942

(@) Navy vessels and Navy aircraft

Number of reports flled (Form 937).. e 3, 082
Number of reports closed. 2, 861
Number of reports pending or in fleld 1,021

Original excess profit reported - $5,087,641. 95
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Additional excess profit:

ASSCB8( e e 91, 287, (64. T4
Interest - 210, 082. 84
Penalty- 03, 181. 77
——— $1, 597, 420. 33
Total 7, 584, 071. 80
Overassersments
Allowed — $132, 033, 56
Interest. ... —— - 176. 17
Penalty - - 125, 96
. . - 132, 883. 69
Net amggmt USSCBBCA e e e v m e 7, 452, 035. 61
(b) Army aircraft
Number of reports flled (Forms 087-A) e e cmceeeee -~ 81
Number of reports closed ..o e —————— 2
Number of reports pending or in fleld 24
Original excess profit reported . $67,310. 72
Additional excess profit:
Assessed- oo coenoo $12,0631. 04
Interest.. - 1,1569. 43
18, 191. 07
Tote. o 71,101.79
Overassessments allowed 1,038. 77
Net amount assessed 70, 068. 02

(T. D. 5000)
Time 26—INTERNAL REVENUB
CHAPTER X
BuUBEAU or INTERNAL REVENUE
SUBCHAPTER A—PART 20
Excess ProF1ms oN CONTRACTS FOR NAVAL VESSELS AND ARMY AND NAVY AIRCRAFT
Regulatlons under section 2 (b) of the.act of June 28, 1940, and other provisions*

TREABURY DEPARTMENT,
OFFICE Or THE SEORNTARY OF THE '[REASURY,
Washington, D. C.
WAR DEPABTMENT,
OFF10x OF THE SECRETARY OF WAR,
Washington, D. C.
NAvY DEPARTMENT,
OFFICE OF THE SECRETARY OF THE NAVY,
Washington, D. C.

To Ofiicers and Employees of the Treasury Department. the War Department,
the Navy Department, and Others Ooncerned:

TABLB OF CONTENTS

8ee, 26.0 Int oductou

Seo, 20,1 Defin

Sec 20.2 8co) pe ot regulauons

*8sction 26.0 to 20.20 issued under the authorlt contained in sections 2 (b), 8, a
v Ul §.C. 458 AR

the Act of March 27, 1934, 48 Stat. 505 the Act ot
of ﬁnrllA 3 1939, 53 Stat. 660 811; 84 U, é Sup. 496 ands ection 8

0y, 8.
of March 27, 1034,48 Siat, 605 55 U. 8. ¢, 498). as lmend the Act of
June; 25, 1036, 49 Stat. 1920 (84 U. 8. C.

u.x) 96; and as further amended nnd made
i(;)pillcgbileoéo contracts and subcontracts for Army alrcraft by section 14 of such Act of
1t .

)
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Bec. 26.3 Contracts and suhcontruct? under which exeess profit liabljlity may be Incurred,
Bee. 26.4 Contracts or subcontracts for sclentiflc equipment,

8ec, 20.5 Completion of contract deflned,

See, 26.6 Manner of determining liability,

Sec, 20.7 Comgutatlon of excess profit Hability,

Sec. 26.8 Total contract price.

SHec, 20.0 Cost of ?erformlng a contract or subcontract,
Sec. 26.10 Credit for net loss or for deflciency In profit in computing excess profit.

8Sec. 20.11 Credit for Federal income taxes.
8ac, 20,12 Faillure of contractor to require agreement by subcontractor,

Bec. 26.18 Evaslon of excess profit.

fec, 26.14 Books of account and records.

Bec. 26.16 Report to Secretary of Department concerned.
Bec, 20.16 Annua} reports for income-taxable years,

Bece. 26.17 Payment of excess profit linbility,

8ec, 26.18 Liability of surety,
26.19 Determination olyllub!llty fori excess profit, interest and penalties; assessment,

Bec. collection, payment, refunds,
Sec. 26.20 Applicapllity of prior regulations,

Section 26.0. Introductory.—(a) Sectlon 2 (b) of the Act entitled “An Act to
expedite natlonal defense, and for other purposes,” approved June 28, 1040
(Public, No. 671, 76th Cong., 8rd Sess.), reads as follows:

“(b) After the date of approval of this Act no contract shall be made for
the construction or manufacture of any complete naval vessel or any Army
or Navy alrcraft, or any portion thereof, under the provisions of this section
or otherwlise, unless the contractor agrees, for the purposes of section 3 of the
Act of March 27, 1034 (48 fitat, 505; 84 U. 8. C. 498), as amended—

(1) to pay into the Treasury profit in excess of 8 per centum (in l{eu
of the 10 per centum and 12 per centum specified in such section 8) of
the total contract prices of such contracts within the scope of this sub-
rection as are completed by the particular contracting party within the
income taxable year;

(2) that any profit in excess of 8.7 per centum of the cost of performing
such contracts except prime contracts made on a cost-plus-a-fixed-fee
basis a8 are completed by the contracting purty within the income taxable
year shall be considered to be profit in excess of 8 per centun of the total
contract prices of such contracts; and

(8) that he will make no subcontract which is within the scope of such
section 8, unless the subcontractor agrees to the foregoing conditions.”

(b) Section 14 of the Act entitled “AN ACT to provide more effectively for the
national defense by carrying out the recommendations of the President in hlis
message of January 12, 1639, to the Congress,” approved April 3, 1930, 53 Stat.
560 (10 U. 8. C.,, Sup,, 311), reads in part as follows:

“SEc. 14. All the provisions of section 8 of the Act of March 27, 1034, as
amended (48 Stat. 505 ; 49 Stat. 1926), and as amended by this section shall
be applicable with respect to contracts for aircraft or any portion thereof
for the Army to the same extent and In the same manner that such pro-
visions are applicable with respect to contracts for alreraft, or any portion
thereof for the Navy: Provided, That the Secretary of YWar shall exercise all
functions under such rection with respect to aircraft for the Army which are
exercised by the Secretary of the Navy with respect to aircraft for the
Mavy ® % 3"

(¢) Section 8 of the Act entitled “AN ACT To establish the composition of the
United States Navy with respect to the categories of vessels limited by the treaties
signed at Washington, February 6, 1922, and at London, April 22, 1930, at the
limits prescribed by those treatles; to authorize the construction of certain naval
vessels; and for other purposes,” approved March 27, 1934, 48 Btat. 505 (34
U. 8. C. 498), as amended by the Act of Jnne 25, 1936, 49 Stat, 1926 (34 U. 8. O,,
Sup. 408) and as further amended by section 14 of the Act of April 8, 1939, 53
Stat, 560 (84 U. 8. 0., Sup., 406), reads as follows:

“8pc. 3. The Secretary of the Navy I8 hereby directed to submit annually
to the Bureau of the Budget estimates for the construction of the foregoing
vessels and aircraft; end there is hereby autherized to be appropriated such
sums as may be necessary to carry into effect the provisions of this Act;
Provided, That no contract shall be made by the Secretary of the Navy for
the construction and/or manufacture of any complete naval vessel or afreraft,
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or any portion thereof, hereln, heretofore, or hereafter authorized unless
the contractor agrees—

“(a) To make a report, as hereinafter described, under oath, to the Sec-
retary of the Navy upon the completiop of the contract.

“(b) To pay Into the Treasury profit, as hereinafter provided shall be de-
termined by the 'T'reasury Department, in excess of 10 per centum of the total
contract prices for the construction and or manufacture of any complete naval
vessel or portlon thereof, and In excess of 12 per centum of the total contract
prices for the construction and or manufacture of any complete alrcraft or
portion thereof, of such contracts within the scope of this section as are com-
pleted by the particular contracting party within the income taxable year,
such amount to become the property of the United States, but the surety
under such contracts shall not be llable for the pnyment of such excess profit :
Provided, That it there is a net loss on all such contracts or subcontracts for
the construction and or manufacture of any complete naval vessel or portion

‘thereof completed by the particular contractor or subcontractor within any in-

come taxable year, such net loss shall be allowed as a credit in determining
the excess profit, if any, for the next succeeding income taxable year, and
that if there Is & net loss, or a net profit less than 12 per centum, as afore-
sald on all such contracts or subcontracts for the construction and or manu-
facture of any complete alrcraft or portion thereof completed by the particular
contractor or subcontractor within any income taxable year, such net loss or
deflclency In profit shall be allowed as a credit in determining the excess
profit, if any, during the next sicceeding four inconme taxable years, and that

" the method of ascertaining the amount of excess profit, initinlly fixed upon

shall be determined on or before June 30, 1939 : Provided further, That if such
amount Is not voluntarily pald the Secretary of the ‘Treasury shall collect the
same under the usual methods employed under the internal-revenne laws to
collect Federal income iaxes: Provided further, That all provisions of law (in-
cluding penalties) applicable with respect to the taxes imposed by Title I of
the Revenue Act of 1034, and not Inconsistent with this section, shall be
applicable with respect to the assessment, collection, or payment of excess
profits to the Treasury as provided by this section, and to refunds by the
Treasury of overpayments of excess profits into the Treasury: And provided
further, That this section shall not apply to contracts or subcontracts for
gelentific equipment used for communication, target detection, navigation, and
fire control as may be so designated by the Secretary of the Navy, and the
Secretary of the Navy shall report annually to the Congress the names of such
contractors amnd subcontractors affected hy this provision, together with the
applicable contracts and the amounts thereof : And provided further, That the
income-taxable years shall be such taxable years beginning after December 31,
1030, except that the above provisos relating to the as. essment, collection, pay-
ment, or refunding of excers profit to or by the Treasury shall he retroactive to
March 27, 1934, )

“(c) To make no sabdlvisiong of any contract or suhcontract for the same
article or articles for the purpose of evading the provisions of this Act, but
any subdivision of any contract or subeontract involving an amount in ex-
cess of $10,000 shall be subject to the conditions herein prescribed,

“(d) That the manufacturing spaces and books of ite own plant, afiliates,
and subdivisions shall at all times be subject to Inspection and andit by any
person designated by the Secretary of the Navy, the Secretary of the Treas-
ury, and/or by a duly authorized Committea of Congress.

“(e) To make no subcontract unless the subcontractor agrees to the fore-
wolng condlitions, :

“The report shall be in form prescribed by the Secretary of the Navy and
shall state the total contract price, the cost of performing the contract, the
net income, and the per centum such net incorae bears to the contract price,
A copy of such report shall be transmitted to the Secretary of the Treasury
for consideration in connection with the Federal income tax returns of the
contractor for the taxable year or years concerned.

“The method of ascertaining the amount of excess profits to be pald into
the Treasury shall be determined by the Secretary of the Treasury in ngree-
ment .with the Secretary of the Navy and made available to the publie.
The method initially fixed upon shall be 80 determined on or hefore June 80,
1984: Provided, That in any case where an excess profit may be found to
be owing to the Untied States in consequence hereof, the Secretary of the
Treasury shall allow credit for any Federal Income taxes paid or remaining
to be paid upon the amount of such excess profit.
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“The contract or subcontracts referred to herein are limited to those
where the award exceeds $10,000.” e
© (d) Sectlons 8, 4, and 12 of the Act of June 28, 1040, approved June 28, 1940

{Public, No. 671, 70th Cong., 3rd Sess.), read, respectively, as follows:

“Sec. 3. The provisions of section 8 of the Aci of March 27, 1034 (48 Stat.
605), as amended by the Acts of June 25, 1986 (40 Stat. 1928), and April 3,
1939 (563 Stat. 560; U. 8, O, Supp. V, title 84, sec. 406), and as made
applicable to contracts for aircraft or any portion thereof for the Army by
such Act of April 8, 1039, shall, in the case of contracts or subcontracts
entered into after the date or approval of this Act and during the perlod of
the nationnl emergency declared by the President on September 8, 1039, to
ggésgbo lna lmited to contracts or subcontracts where the award exceeds

,000,

“Sec. 4. In the case of every contract or subcontract for the construction
or manufacture of any complete naval vessel or Army or Navy aircraft or
any portion thereof which is entered Into (Whether before or after the
date of approval of this Act), the Secretary of War or the Becretary of
the Navy, as the case may be, after agreement with the contractor or sub-
contractor, shall certify to the Commissioner of Internal Revenue as to (a)
the necessity and cost of special additional equipment and facilities acquired
to facilitate, during the national emergency declared by the President on
September 8, 1939, to exist, the completion of such naval vessel or Army or
Navy aireraft or portion thereof in private plants! and (b) the percentage
of cost of such special additional equipment and facilitles to be charged
against such contract or subeontract, For all purposes of section 8 of the
Act of March 27, 1034 (48 Stat. 505 ; 84 U. S. C. 496), as amended, such cer-
tificntlon shall be subject to such regulations as the I'resident may pre-
seribe, but shall be binding upon the Commissioner of Internal Revenue, un-
less, within five days after receipt of such certiflcation, he make formal ob-
Jection thereto to the Secretary of the Navy or the Secretary of War as the
case may be. The part of such cost chargeable against the contract or sub-
contract in pursuancee of such certification, shall, for the purposes of such
section 8, be consldered to be n reduction of the contract price of the con-
tract or subcontract. The amount charged against the contract or subcon-
tract in pursuance of such certification shall, for the purposes of such sec-
tion 3, be applied against and reduce the cost or other basis of such special
additional equipment and facilities as of the date of installation thereof:
Provided, That the Secretary of War or the Secretary of the Navy, as the
case may be, shall report to the Congress, every three months, the cost of
such special additional equipment and facilities to be borne by the Govern-
ment under each contract.”

“Sec. 12, The provisions of all preceding sections of this Act shall termi-
nate June 30, 1942, unless the Congress shall otherwlise provide.”

Pursuant to the authorlty preseribed by section 2 (b) of the Act of June 28, 1940
(Public No. 671, 76th Cong., 3rd Sess.), section 14 of the Act of April 3, 1939, and
section 3 of the Act of March 27, 1034, as amended, the following regulations are
hereby prescribed; *

Skc. 20.1 Dcfinitions—As used In these regulations the term—

(n) “Act” means the Act of June 28, 1940 (Public, No. 671, 76th Cong., 3rd Sess.).

(b) “Act of March 27, 1934, as amended” means section 3 of the Act of March 27,
1934, 48 Stat. 505 (34 U. S. C. 490), as pmended by the Act of June 23, 1036, 40 Stat.
1026 (34 U. S. C,, 8Sup., 4906), and as further amended and made applicable to
contracts and subcontracts for Army aircraft by the Act of April 3, 1939, 53 Stat.
660 (34 U. 8. C,, Sup., 496). '

* (e) “Sccretary of the Department concerned” means the Secrctary of War or
the Secretary of the Navy as the case may be.

(d) “Person” includes an individual, a corporation, a partneiship, a trust or
estate, a joint-stock company, an assoclation, or a syndicate, group, pool, joint
venture or other unincorporated organization or group, through or by means of
which any business, filnancial operation or venture i8 carried on.

(e) “Contract” means an agreement made by authority of the Secretary of the
Department concerned for the construction or manufacture of any complete naval
vessel o Army or Navy aireraf(, or any portion thereof, entered into after the date
of enactment of the Act (June 28, 1940) and before July 1, 1942,

(f) “Contractor” means a person entering into a direct contract witir the Secre-
tary of the Department concerned or his duly authorized representative.
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(g) “Subcontract” means an agreement entered into by one person with another
person for the construction or manufacture of any complete naval vessel or Army
or Navy alrcraft, or any portion thereof, the prime contract for such vessel or
alrcraft or portion thereof having been entered into between a contractor and the
Secretary of the Department concerned or his duly authorized representative after
the date of enactment of the Act (June 28, 1940) and before July 1, 1042, The
term “‘subcontract” does not include such an agreement even though entered into
after June 28, 1040, if the prime contract with respect thereto was entered into on
or before June 28, 1940, but does Include such an agreement entered into after
June 30, 1042, if the prime contract with respect thereto was entered into on or
before June 80, 1942,

(h) “Subcontractor’ means any person other than a contractor entering into

a subvontract.
(1) “Contracting party”’ means a contractor or subcontractor as the case

may be.
(J) “Contract price” or “total contract price” means the amount or total
amount to be received under a contract or subcontract as the cuse may he.
(k) “Income-tarable year” means the calendar year, the fiscal year ending
during such calendar year, or the fractional part of such calendar or fiscal year
upon the basis of which the contracting party's net income is computed and
for which its income tax returns are made for I'ederal income tax purposes.*
Sko. 26.2. Scope of regulations—These regulntions deal with Habllity for ex-
cess profit on (1) contracts for the construction or manufacture of any com-
plete naval vessel or Army or Navy aiveraft, or any portion thereof, entered
into after the date of enactment of the Act (June 28, 1840) and before July 1,
1042, and (2) subcontracts made with respect to any such contract. As to
contracts for naval vessels and aircraft, entered into on or before June 28, 1840,
and subcontracts made with respect to any such contract, see Treasury Decision
49000 (sectlons 17.0 to 17.19, inclusive, Title 26, Code of Federal Regulations,
1089 Sup.). As to contracts for Army aircraft entered into on or hefore June
28, 19410, and subcontracts made with respect to any such contract, see Treasury
Declsion 4909 (sections 16.0 to 16.18, inclusive, Title 26, Code of Federal Regu-
lations, 1939 Sup.). As to the date of completion of a contract or subeontract
within the scope of these regulations, see section 26.5 of these regulations.*
Sec. 26.3. Contracts and gubcontracts under which excess profit liability may
be incurred.—BExcept as otherwise provided with respect to contracts or sub-
contracts for certain sclentific equipment (see section 20.4 of these regulations),
‘every contract entered into after June 28, 1940, and before July 1, 1942, is
subject to the provisions of the Act relating to excess profit lability if—

(1) it is entered into prior to the termination of the perlod of natlonal
emergency declared by the President on September 8, 1039, to exist (see
Proclamation No. 2352), and is awarded for an amount exceeding $25,000;

or

(2) it is entered into after the termination of such perfod of national
emergency and is awarded for an amount in excess of $10,0C0.

Every subcontract made pursuant to such a contract {8 subject to the provisions
of the Act relating to exceas profit llability if—

(a) it involves an amount in excess of $25,000 and was entered into
prior to the termination of such perlod of national emergency and before
July 1,1942; or

(b) it involves an amount in excess of $10,000 and was entered into
after the termination of such perlod of national emergency or after June
80, 1942, whichever 1s the earller,

If a contracting party places ovders with another party, aggregating an
amount in excess of $25,000 (or $10,000 as the case may be), for articles or ma-
terials which are destined to become a component part of a complete naval vessel or
Army or Navy aircraft, or any portion thereof, the placing, of such orders shall con-
stitute a subcontract within the scope of the Act, unless it is clearly shown
that each of the orders involving $25,000 (or $10,000 as the case may be) or
less is a bona fide separate and distinet suhcontract for articles or materials
which are not destined to become and do not become a component part of any
such vessel or aircraft, or any portion thereof, constructed or manufactured
under one particular contract or subcontract by the contracting party placing
the orders, and is not a subdivision made for the purpose of evading the provi-

slons of the Act.*
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Spo. 26.4. Contracts or subcontracts for scientific equipment.—No excess profit
Habllity 1s incurred upon a contract or subcontract if at the time or prior to the
time such contract or subcontract 18 made it 18 designated by the Secretary of
the Department concerned as belng exempt under the provisions of the Act of
March 27, 1034, as amended, pertaining to selentific equipment used for communt-
cation, target detection, navigation, and fire control.*

Sko. 20.5. Completion of contract defined.—The date of delivery of the vessel,
afrcraft, or portlon thereof, covered by the contract or subcontract ghall be con-
sidered the date of completion of the contract or subcontract unless otherwise
determined jointly by the Secretary of the Department concerned and the Secre-
tary of the Treasury or their duly authorized representatives. In case a con-
tract I8 for two or more vesscls or alreraft, {f It appears that the contract consti-
tutes a single undertaking as to such vessels or afreraft and if the work of con-
structing or manufacturing such vessels or afrcraft iy prosecuted as n single
undertaking, then the date of delivery of the vessel or aircraft last dellvered
under such contract shall be considered the date of completion of the contract,
Except as otherwise provided In the first gentence of this section, the replace-
ment of defective parts of delivered articles or the performance of other guarantee
work In respeet of such articles will not operate to extend the date of completion.
As to the treatment of the cost of such work ag a cost of performing a contract
or subcontract, sce section 26.9(h) of these regulutions. As to a refund in case of
adjustment due to any subsequently incurred ndditional costs, see section 20.19
of these regulations. If a contract or subcontract is at any time canceled or
terminated, it is completed at the time of the cancelation or termination.*

SEo. 20.8. Manncr of determining Hability.—The first step In the determination
of the excess profit to be pald to the United States by a contracting party with
respeet to contraets and subcontracts completed within an income-taxable year
is to ascertain the total contract prices of all contracts and subcontracts completed
by the contracting party within the income-taxable year. As to total contract
prices, see section 26.8 of these regulations.

The sccond step 18 to asceertuin the cost of performing such contracts and sub-
contracts and to deduct such cost from the total contract prices of such contracts
and subcontracis as computed in the first step. See section 289 of these
regulations.

The nmount remailning after such subtraction is the namount of net profit or
net loss upon the contracts und subcontracts completed within the income-taxable

year.

The third step, in case there fs a net profit upon such contracts and subcon-
tracts, is to subtract from the amount of such net profit as computed in the second
step, the sum of —.

(1) Whichever Is the lesser of the following: (A) An amount equal to 8
percent of the total contract prices of the contracts (Including prime con-
tracts made on a cost-plus-a-fixed-fee basis) and subcontracts completed
within the income-taxable year, or (B) an amount equal to 8.7 percent of
the total cost of performing such contracts (except prime contracts made
on a cost-plus-a-fixed-fee basis) and subcontracts plus 8 percent of the total
contract prices of prime contracts made on a cost-plus-a-fixed-fee basis;

(2) The amount of any net loss sustained in a prior income-taxable year
and allowable as a credit in determining the excess profit for the income-
taxable year (see sectlon 26.10 of thege regulations) ; and

(3) The amount of any deficlency in profit sustained in a prlor income-
taxable year (on a contract or subcontract for Army or Navy alreraft or any
portion thereof) and allowable as a credit in determining the excess profit
for the income-taxable year (see section 26.10 of these regulations).

The amount remaining after such subtraction is the amount of excess profit for
the income-taxable year.

The fourth step is to ascertain the amount of credit allowed for Federal income
taxes pald or remaining to be pald upon the amount of such excess profit (see
gection 2611 of these regulations) and then subtract from the amount of such
excess profit the amount of credit for Federal income taxes.

The amount remaining after this subtraction is the amount of excess profit to
be pald to the United States by the contracting party for the income-taxable

ear.*
SEc. 26.7. Computation of excess-profit ladility.—The application of the provi-

glons of section 26.6 of these regulations may be illustrated by the following

examples: .
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Ezample (1).—On February 1, 1041, the B Corporation which keeps its books .
and makes its Federal income tux returns on a calendar ycar basiz entered into
a contract coming within the scope of the Act, the total contract price of which
was $200,000. On March 1, 1841, the corporation entered into another such
contract, the total contract price of which was $40,000. Both contracts (nelther
of which was made on a cost-plus-n-fixed-fee basis) were completed within the
calendar yeur 1941, the first at a cost of $155,000 and the second at a cost of
$46,000. During the year 1940 the B Corporation sustained an allowable net loss
of $2,500 and an allowable defleiency in profit of $1,000 on contracts and sub-
contracts coming within the scope of the Act and completed within the income-
taxable year 1040. For purposes of the Federal income tax, the net income of
the B Corporation for the year 1941 amounted to $06,000, which included the
total net profit of $40,000 upon the two contrncts. or the purposes of this example,
it 18 assumed that for the year 1041 the B Corporation paid a Federal income
tax of $§20,500 upon its entire net Income. The excess profit liability is $14,600
computed as follows:

Total contract prices:

Contract No. 1o ccmeeemee $200, 000
Contract NO. 2. e 40, 000

Less: Cost of performing contmcts.

Contract No, 1o o miaan 155, 000
Contract No. 2___. - OSSP 46, 000
——— 200, 000
Net profit on COMtrACtS. - o e mee 40, 000
Less:
(1) 8.7 percent of cost of performing contracts (8.7 per-
cent of $200,000~=$17,400), which amount is less than 8
percent of total contract prices (8 percent of $240,000==
$10,200) - e e 17, 400
(2) Netlossfrom 1040 . . e 2,600
(3) Deficiency in profit from 1940 o _____ 1, 000
20, 900
Excess profit for year 1041 ______ - 19, 100
Less: Credit for Federal income taxes (assumed Federal in-
come tax on $19,100 at the rates for 1041) . _. 4, 500
Amount of excess profit payable to the United States..._._ . ... .. 14, 600

Ezample (2).—On February 1, 1941, the B Corporation which keeps its books
and makes its Federal income tax returns on a calendar year basis entered into
a contract coming within the scope of the Act, the total contract price of which
was $200,000. On March 1, 1941, the conporntion entered Into another such
contract on a cost-plus-a- ﬂwd-fee bnsls. the estimated cost being $100,000 and
the stipulated fee being $7,000. Both contracts were completed within the
calendar year 1941, the first at a cost of $155,000 and the second at n cost of
$00,000. During the year 1940 the B Corporation sustained an allowable net
loss of $2,600 and an allowable deficlency in profit of $1,000 on contracts and sub-
contracts coming within the scope of the Act. Ior purposes of the Federal
income tax, the net Income of the B Corporation for the year 1941 amounted to
$£96,000, which included the total net profit of $52,000 on the two contracts. For
the purposes of this example, it is assumed that for the year 1941 the B Corpora-
tion paid a Federal Income tax of $20,500 upon its entire net income, 'I‘he excess
profit liabllity is $21,255 computed as follows:

Total contract prices:

Contract No. 1. oo oo $200, 000
Contract No. 2 ($00,000 cost plus $7,000 fee) _____.____ 97, 000
— $207, 000
Less: Cost of performing contracts:
Contract No. 1 ........ $165, 000
Contract No. — e ———————— 90, 000
— 245,000,

Net profit on contracts . $52, 000
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Less:

(1) 8.7 percent of cost of performing contract No. 1
plus 8 percent of total contract price of contract No, 2
(8.7 percent of $155,000 plus 8 percent of $97,000=
$21,245), which amount is less than 8 percent of total

contract prices (8 percent of $207,000=$23,760) ._..... $21, 245

(2) Net loss from 1940___ . ____ . 2, 500

(8) Deflciency in profit from 1840______..______________ 1,000
. — $24, T4
Excess profit for year 1041 ___________________ .. _ $27, 2565

Less: Credit for Federal income taxes (assumed Federal income tax
on $27,265 at the rates for 1041________________ o 6, 000
Amount of excess profit pnyable to the United States. ..o cemeeee___ *$21, 265

Seo. 26.8. Total contract price.—The tatal contract price of a particular con-
tract or subcontract (see section 26.1 of these regulations) may be received in
money or its equivalent, If something other than money is received, only the
fair market value of the thing recefved, at ilie date of recelpt, Is to be included
in determining the amount received. Bonuses earned for bettering performance
and penalties incurred for failure fo meet the contract guarantees are to be
regarded as adjustments of the original cuntract price. Trade or other discounts
granted by a contracting party In receipt of a contract or subicontract performed
by such party are also to be deducted In determining the true total contract price
of such contract or subcontract. In the case of a contract made on a cost-plus-a-
fixed-fee basis the total contract price is the actual, rather than the estimated,
cost of performing the contract plus the stipulated fee and any other amounts
recelved by the contracting party for performing such contract.

For the purposes of the Act and these regulations, the contract price of a con-
tract or subcontract shall be reduced by the part of the cost of speclal additional
equipment and facilities acquired by the contracting party and chargeable against
the contract or subcontract in pursuance of a certification mande by the Secretary
of the Department concerned in accordance with the provisions of section 4 of
the Act. See Executive Order No. 8465 and Joint Rules issued under such order
(1. R. B. 1840-30, 15).*

8po. 26.9. Cost of performing a contract or subconiract.—(a) General rule.—
The cost of performing a particular contract or subcontract shall be the sum of
(1) the direct costs, including therein expenditures for materials, direct labor and
direct expenses, incurred by the contracting party in performing the contract or
such contract; and (2) the proper proportion of any indirect costs (including
therein a reasonable proportion of management expenses) incident to and neces-
sary for the performance of the contract or subcontract,

(b) Elements of cost—No definitions of the elements of cost may be stated
‘which are of Invariable application to all contractors and subcontractors. In
general, the elements of cost may be defined for purposes of the Act as follows:

(1) Manufacturing cost, which is the sum of factory cost (see paragraph
(c) of this section) and other manufacturing cost (see paragraph (d) of
this section) ;

(2) Miscellaneous direct expenses (see paragraph (e) of this seetion) ;

(3) General expenses, which are the sum of indirect engineering expenses,
usually termed “engineering overhead” (see paragraph (f) of this section).
and expenses of distribution, servicing and administration (see paragraph
(g) of this section) ; and . .

(4) Guarantee expenses (sce paragraph (h) of this section). -

(¢) Factory cost.—Factory cost is the sum of the following:

(1) Direct materials.—Materinls, such as those purchased for stock and
subsequently Issued for contract operationg and those acquired under subcon-
tracts, which become a component part of the finished product or which are
used directly in fabricating, converting or processing such materlals or

parts.

(2) Direct productive labor—Productive labor, usually termed “shop
labor,”” which ig performed on and I8 properly chargeable directly to the
article manufactured or constructed pursuant to the contract or subcontract,
but which ordinarily does not include direct engineering labor (see subpara-

graph (8) of this paragraph).
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(8) Direct engineering labor.—The compensation of professional engincers
and other technicists (including reasonable advisory fees), and of draftsmen,
properly chargeable directly to the cost of the contract or subcontract,

(4) Miscelluneous direct factory charges—Items which are properly
chargeable directly to the factory cost of performing the contract or sub-
contract but which do not come within the classifications in subparngraphs
(1), (2), and (8) of this paragraph, as for example, royalties which the
contracting party pays to another party and which are properly chargeable
to the cost of performing the contract or subcontract (but see paragraph
(d) of thig section). .

(B) Indirect fuctory exrpenscs.—Items, usunlly termed ‘“factory overhead,”
which gre not divectly chargeable to the factory cost of performing the
contract or subcontract but which are properly incldent to and necessary
for the performance of the contract or subcontract and consist of the

following:

(A) Labor.—Amounts expended for factory labor, such as supervision
and inspection, clerical labor, timekeeping, packing and shipping, stores
supply, services of tool crib attendants, and servicos In the factory em-
ployment bureau, which are not chargeable directly to productive labor
of the contract or subcontract,

(B) Materials and supplies—The cost of materials and supplies for
general use in the factory In current operations, such as shop fuel,
lubricants, heat-treating, plating, cleaning and anodizing supplies,
nondurable tools and gauges, statlonery (such as time tickets and
other forms), and boxing and wrapping materials.

(C) Service expenses—Factory expenses of a general nature, such
as those for power, heat and light (whether purchased or produced),
ventilation and alr-conditioning and operation and maintenance of
general plant assets and facllities,

(D) Fired charges and obsolescence.~Recurring charges with respect
to property used for manufacturing purposes of the contract or subcon-
tract, such as premiums for fire and elevator insurance, property taxes,
rentals and allowances for depreciation of such property, including main-
tenance and deprceiation of reasonable standby equipment; and de-
preciation and obsolescence of special equipment and facllities neces-
sarlly acquired primarily for the performance of the contract or sub-
contract, except specinl additional equipment and facilities with respect
to which the Secretary of the Department concerned has made a certifi-
catlon binding upon the Commissioner of Internal Revenue, pursuant
to section 4 of the Act, in the case of such contract or subcontract., See
Executive Order No. 8465 and Joint Rules jssued under such Qrder
(I. R. B. 19040-30, 15). In making allowances for depreciation, con-
sideration shall he glven to the number and length of shifts,

(E) Misoellancous indircof faotory expenses.—Miscellaneous factory
expenses not directly chargeable to the factory cost of performing the
contract or subcontract, such as purchasing expenses; ordinary and nec-
essary expenses of rearranging facllitles within a department or plant;
employees’ welfare expenses; premiums or dues on compensation insur-
ance ; employers’ payments to unemployment, old age and soclal security
Federal and State funds not including payments deducted from or
chargeable to employees or officers; pensions and retirement payments
to factory employees; factory accldent compensation (as to self-fnsur-
ance, see paragraph (g) of this section) ; but not including apy amounts
which are not Incident to services, operations, plant, equipment or
facllities involved in the performance of the contract or subcontract.

(d) Other manufacturing cost.—~Other manufacturing cost as used in para-
graph (b) of this section includes items of manufacturing costs which are not
properly or satisfactorily chargeable to factory costs (see paragraph (c) of this
section) but which upon a complete showing of all pertinent facts rae properly
to be included as a cost of performing the contract or subcontract, as for instance,
payments of royaltles and amortization of the cost of designs purchased and
patent rights over their useful )ife; and “deferred” or “unliquidated” experl-
mental and development charges. For example, in care experimental and develop-
ment costs have been properly deferred or capitalized and are amortized in ac-
cordance with a reasonably consistent plan, a proper portion of the current
charge, determined by a ratable allocation which Is reasonable in consideration
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of the pertinent facts, may be treated ns a cost of performing the contract or
subcontract. In the case of general experimental and development expenses
which may be charged off currently, a reasonable portion thereof may be allo-
cated to the cost of performing the contract or subcontract. If a speclal experi-
mental or development project is carried on in pursuance of a contract, or in
antlelpation of a contract which is8 later entered Into, and the expense i8 not
treated as a part of general experimental and development expenses or is not
otherwlise allowed as a cost of performing the contract, there clearly appearing no
reasonable prospect of an additional contract for the type of article involved, the
entire cost of such project may be allowed ns a purt of the cost of performing the
contract.

(e) Miscellancons dircot expenscs—Miscelluneous direct expenses us used In
paragraph (b) of this section include— -

(1) Cost of iustallation and construction.—Cost of installation and con-
struction Ineludes the cost of materials, Inbor and exnenses necessary for the
crection and installation prior to the completion of the contract and after the
dellvery of the product or materlal manufactured or constructed pursuant to
the contract or subcontract.

(2) Sundry dircet cxpen: es.—Items of expense which are properly charge-
able directly to the cost of performing a contract or subcontract and which
do not constitute gnarantee expenses (sce paragraph (h) of this section) or
direct costs classified us factory cost or other manufacturing cost (sce para-
graphs (¢) and (d) of this scetion), such as premiums on performance or
other bonds required under the contract or subcontract; State snles tnxes
imposed on the contracting party ; freight on outgoing shipments; fees pald
for wind tunnel and model basin tests; demonstration and test expenses;
crasch insurance premiums; traveling expenses,  In order for any such item
to be anllowed as a charge direetly to the cost of performing a contract or
subcontract, (1) a detalled record shall be kept by the contracting party of
all items of a siilar character, and (2) no item of a similar character which
is properly a direct charge to other work shall be nllowed us a part of any
Indirect expenses in determining the proper proportion thercof chargeable to
the cost of performing the contract or subcontract. As to allowable indirect .
expenses, sce paragraphs (¢) (6), (f), (g), and (§) of this section,

(1) Indircet enginecering ecxpenses—Iundirect engineering expenses usually
termed “engineering overhead,” which are trented in this section as a part of
general expenses in determining the cost of performing a contract or subcontract
(see puragraph (b) of this section), compromise the general engineering expenses
which are incident to and necessary for the performance of the contract or sub-
contract, such as the following:

(1) Labdor.—Reasonable fees of engincers employed in a general consulting
eapacity, and compensation of employees for personal services to the englueer-
Ing department, such as supervision, which Is properly chargeable to the con-
tract or subcontract, but which is not chargenble ns direct englneering labor
(see puragraph (c¢) (8) of thig section).

(2) Material.—Supplies for the englueering departnient, such as paper and
ink for drafting and similar supplics.

(3) Miscellaneous cepenses—Expenses of the engineerlug department,
such as (A) maintenance and repair of engineering equipment, and (B) serv-
fces purchased "outside of the engineering department for blueprinting,
drawing, computing, and Hke purposes,

(g) Expenses of distribution, servicing and administration.—BExpenses of dis-
tributlon, servicing and administration, which are treated in this secton ns a
part of general expenses {n determining the cost of performing a contract or
subcontract (see paragraph (b) of this section), comprehend the expenses incl.
dent to and necessary for the performance of the contract or subcontract, which
are Incurred fu connection with the distribution and general servicing of the
conltrnctlng party’s products and the general administration of the business,
such as—

(1) Compensation for personal acrrvices of employces.—The salarles of the
corporate and genernl executive officers and the salarles and wages of ad-
ministrative clerical employees and of the office services employecs such ns
leliophone operators, janitors, clearers, watchmen, and office equipment re.
rairmen, :
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(2) Bidding and general sclling expensecs.—DBidding and general selling
expenses which by reference to all the pertinent facts and circumstances
reasonubly constitute a part of the cost of performing n contract or sub-
: contract. The treatment of bidding and genernl selling expenses as a part
1 of general expenses In- accordance with this paragraph is in lien of any

direct charges which otherwise might be made for such expenses, The term
i “pbldding expenses” as used In this section includes all expenses in connection
: with preparing and submitting bids.

(8) QGeneral servicing oxrpenses—Expenses which by reference to all the
pertinent facts and circumstances reasonably constitute a part of the cost
of performing a contract or subcontract and which are tncldent to delivered
or.installed articles and are due to ordinary adjustments or minor defects;
but including no Items which are treated as a part of guarantee expenses (see
parvagraph (h) of this section) or as a part of direct costs, such as direct
materials, direct labor, and other direct expense.

(4) Other expenses.—Miscellaneous office and administrative expenses, such
ax statlonery and office supplies; postage; repair and depreciation of office
equipment ; contributions to lecal charitable or community organizations to
the extent constituting ordinary and necessary business expenses; employees’
welfare expenses ; premiums and dues on compensation insurance ; employers’
payments to unemployment, old uge and =ocial security Federal and State
funds not including payments deducted from or chargeable to employees or
officers ; penslons and retirement payments to administrative office employees
and accident compensation to office employees (as to self-insurance, see the
following subparagraph).

Subject to the exception stated in this subparagraph, in cases where n
contracting party assumes f{ts own insurable risks (usually termed ‘self-
insurance”), losses and payments will be allowed fn the cost of performing
n contract or subeontract only to the extent of the actunl losses suffered ar
payments Incurred during, and in the course of, the perfornxiice of the
contract or subcontract and properly chargeable to such contract or subcon-.
tract. If, however, a contracting party assumes {ts own insurable risks
(a) for compensation paid to employees for Injuries received in the perform-
ance of their dutles, or (b) for unem, loyment risks in States where insurance
i3 required, there may he allowed as a part of the cost of performing a
contract or subcontract a reasonable portion of the charges set up for purposes
of self-insurance under a system of accounting regularly employed by the
contracting party, as determined by the Commissioner of Internal Revenue,
at rates not exceeding the lawful or approved rates of insurance companies
for such insurance, reduced by amounts representing the acquisition cost in
such companies, provided the contracting party adopts and consistently
follows this method with respect to self-insuraunce in connection with all
contracys and subcontracts subsequently performed by him.

Allowances for interest on invested capital are not allowable as costs of
performing a contract or subcontract.

Among the items which shall not be included as a part of the cost of
performing a contract or subcontract or considered in determining such cost,
are the following: Entertainment expenses ; dues and memberships other than
of regular trade associations; donatlons except as otherwlise provided above;
losses on other contracts; profits or losses from sales or exchanges of capital
assets ; extraordinary expenses due to strikes or lockonts | fines and penalties;
nmortization of unrealized apprecintion of values of assets; expenses, main-
tenance and depreclation of excess facilities (including idle land and building,
idle parts of a building, and excess machinery and equipment) vacated or
abandoned, or not adaptable for future use In performing dontracts or sub-
contracts; increases in reserve accounts for contingencles, repairs, compensa-
tion insurance (except as above provided with respect to self-insurance) and
guarantee work ; Federal and State fncome and excess-profits taxes and sur-
taxes) ; cash discount earned up to one percent of the amount of the purchase,
except that all discounts on subcontracts subject to the Act will be considered ;
fnterest fncusred or earned; bond discount or finance charges ; premiums for
life fnsurance on the lives of officers ; legal and accounting fees in connection
with reorganizations, security issues, capital stock issues and the prosecution
of claims against the United States (including income tax matters) ; taxes
and expenses on Issues and transfers of capital stock; losses on investments;
bad debts ; and expenses of collectlon and exchange,
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In order that the cost of performing a contract or subcontract may be
accounted for clearly, the amount of any excess profits repayable to the United
States pursuang to the Act should not be charged to or included in such cost.

(h) GQuarantec crpenscs.—Quarantee expenses include the various items of
factory cost, other manufacturing cost, cost of installation and constructlon, indi-
rect engineering expenses and other general expenses (see paragraphs (c) to (g),
inclusive, of this section) which are fncurred after delivery or installation of the
article manufactured or constructed pursuant to the particular contract or sub-
contract and which are incident to the correction of defects or deficiencies which
the contracting party is required to make under the guarantee provisions of the
particular contract or subcontract. If the total amount of such guuarantee
expenses Is not ascertainable at the time of filing the report required to be filed
with the collector of internal revenue (see section 20.10 of these regulations)
and the contracting parvty includes any estimated amount of such expenses as
part of the cluimed total cost of performing the contract or subcontriact, such
estimated amount shall be separately shown on the report and the reasons for
claiming such estimated amount shall accompany the report ; but only the amount
of guarantee expenses actually incurred will be allowed. If the amouni of guar-
antee expenses actually incurred is greater than the mmount (if any) claimed on
the report and the contracting party has made an overpayment of excess profit,
a refund of the overpayment shull be made in accordance with the provisions of
section 26.10 of these regulntions. If the amount of guarantee expenses actually
fncurred is less than the amount claimed on the report and an additional amount
of excess profit is determined to be due, the additional amount of excess profit shall
be assesscd and paid in accordance with the provisions of sestion 26.19 of these
regulations.

(1) Unreagonadle compensation.—The salaries and compensation for services
which are treated as a part of the cost of performing a contract or subcontract
tnclude rensonable panyments for salaries, bonuses, or other compensation for sery-
fces. As n general rule, bonuses paid to employees (and not to oflicers) tn pnr-
suanee of a regularly established incentive bonus system may be allowed us a
part of the cost of performing n contract or subcontract.

The test of allowability s whether the aggregate compensation paid to each
tndividual is for services actually rendered incident to, and necessary for, the
performance of the contract or subcontract, and Is reasonable. Excessive or
unreasonable payments whether in cash, stock or other propeity ostensibly as
compensation for services shall not be included In the cost of performing & contract
or subcontract.

(§) Allecation of indirect costs~No general rule applicable to all cases may
be stated for ascertalning the proper proporticn of the indirect costs to be allo-
cated to the cost of performing a particular contract or tubcontract, Such
proper proportion depends upon all the facts and clrcumstances relating to the
performance of the particular contract or subcontract. Subject to a requirement
that all items which have no relatlon to the performance of the contract or sub-
contract shall be eliminated from the amount to be allocated, the following
methods of allocation are outlined as acceptable in a majority of cases:

(1) Factory indirect capenscs—The allowable indirect factory expenses
(see pavagraph (c¢) (B5) of this section) shall ordinarily be allocated or “dis-
tributed” to the cost of the contract or subcontract on the basls of the pro-
portion which the direct productive lnbor (see paragraph (¢) (2) of this
sectfon) attributable to the contract or subcontract bears to the total direct
productive labor of the production department or porticular section thereof
during the period within which the contract or subcontract is performed,
except that if the indirect factory expenses are incurred in different amounts
and in different proportions by the various producing departments considera-
tion shall be given to such circumstances to the extent necessary to make a
fair and reasonable determination of the true profit and excess profit.

(2) Bngincering indirect expcnscs~-The allowadle indirect engineering
expenses (see paragraph (f) of this section) shall ordinarily be allocated or
“distributed” to the cost of the contract or subcontract on the basis of the
proportion which the dlrect engineering labor attributable to the contract
or subcontract (see paragraph (c¢) (8) of this sectlon) bears to the total
dircet englneering labor of the engineering department or particular section
thereoi during the period within which the contract or subcontract is per-
formed. If the expenses of the engineering department are not sufficfent in

T7020—42— 8
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amount to require the maintenance of separate aniounts, the engineering
indirect costs may be included in the indirect factory expenses (see para-
graph (c) (6) of this section) and allocated or distributed to the cost of
performing the contract or subcontract as a part of such expenses, provided
the proportion so allocated or distributed is proper under the facts and cir-
cumstances relating to the performance of the particular contract or
subcontract, .

(3) Administrative cxpenses (or “overhead”).—'The allowable expenses of
adininistration (see paragraph (g) of this section) or other general expenses
except indirect engineering expenses, bidding and general selling expenses,
and general servicing expenses shall ordinarily be allocated or distributed to
the cost of performing a contract or subcontract on the basis of the proportion
which the sum of the manufacturing cost (see paragraph (b) of.this section)
and the cost of installation and construction (see parugraph (e) of this sce-

tlon) attributable to the particular contract or subcontract bears to the sum of
the total manufacturing cost and the total cost of installation and construc-
tion during the period within which the contract or subcontract is performed.

(4) Bidding, general sclling, and general servicing crpenses.—The allow-
able bidding and general selling expenses and general servicing expenses (see
paragraph (g) and (8) of this section) shall ordinarily be allocated or
distributed to the cost of performing a contract or subcontract on the basis
of— ’

(1) The proportion which the contract price of the particular contract
or subcontract bears to the total sales made (including contracts or sub-
contracts completed) during the period within which the particalar con-
tract or subcontract Is performed, or

(i1) The proportion which the sum of the manufacturing cost (see
paragraph (b) of this section) and the cost of installation and construc-
tion (see paragraph (e) of this section) attributable to the particular
contract or subcontract bears to the sum of the total manufacuring cost
and the total cost of installation and construction during the perlod
within which the contract or subcontract is performed, except that spe-
cial consideration shall be given to the relation which certain classes of
such expenses bear to the varlous classes of articles produced by the
contracting party in each case in which such consideration is necessary
in order to iake a falr and reasonable determination of the true profit
and excess profit. See section 20.14 of these regulations.*

SEc. 26.10. Credit for net loss or for deficiency in profit in computing eeccss
profit—The term ‘“net loss,” as applied to contracts and subcontracts coming
within these regulations, means the amount by which the cost of performing any
such contract or subcontract completed by a particular contracting party within
the income-tuxable year exceeds the total contract price of such contract or sub-
contract. As to the meaning of income-taxable year, see section 28.1 of these
regulations.

The term “deficlency in profit,” as applled to contracts and subcontracts for
the construction or manufacture of Army or Navy aiveraft coming within these
regulations, means the amount by which the allowable profit upon all such con-
tracts and subecontracts completed by a particular contracting party within an
income-tbxable year exceeds the net profit upon all such contracts and subcon-
tracts. For the purposes of this section, the term “allowable profit,” means an
amount equal to (A) 8 percent of the total contract prices of all contracts
(including prime contracts made on n cost-plus-a-fixed-fee basis) and subcon-
tracts completed within the income-taxable year, or (B) an amount equal to
8.7 percent of the total cost of performing such contracts (except prime con-
tracts made on a cost-plus-a-fixed-fee basis) and subcontracts plus 8 percent of
the total contract prices of prime contracts made on a cost-plus-a-fixed-fee basis,
whichever of such amounts (A) or (B) is the lesser.

A net loss or a deficlency in profit sustained by a contracting party with re-
spect to contracts and suhcontracts coming within these regulations and com-
pleted within an income-taxable yenr is allowable as a credit In computing the
contracting party’s excess profit on contracts and suhcontracts coming within
these regulations and completed within the first succeeding income-taxahle year.,
The amount of snuch credit i3 the smn of the following: (A) 'Mhe total nef loss
on contracts and subcontracts for the constructfon or manufacture of naval
vessels completed within an {ncome-taxable year reduced by the excess of the
net profit over the allowable profit on contracts and subcontracts for the con-
struetion or manufacture of Army or Navy alrcraft completed within such year,
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and (B) the total deficlency'in profit and the total net loss on contracts and
subcontracts for the construction or manufacture of Army or Navy aireraft
completed within such year reduced by the excess of the net profit over the
allowable profit on all contracts and subcontracts for the construction or manu-
facture of naval vessels completed within such year., Any portion of such credit
which Is attributable to contracts or subcontracts for the construction or manu-
facture of naval vessels shall he applied against the excess profit before the por-
tlon, If any, attributable to contracts or subcontracts for the construction or
manufacture of Army or Navy alrceraft is so applied. If, after the application
of such credit, there is a remainder, the portion of the amount of such remninder
which is attributable to contracts or subcontracts for the construction or manu-
facture of Army or Navy alreraft is allowable ag a credit in computing the con-
tracting party”s excess profit on contracts or subcontracts coming within these
regulutions and completed during the next three succeeding income-taxable years,

Credit for such a net loss or deficlency in profit may be clahmed In the con-
tracting party’s annual report of profit filed with the collector of internal
revenue (see section 20,16 of these regulations), but it shall be supported by
separate schedules for each contract or subcontract involved showing total
contract prices, costs of performance and pertinent facts relative thereto, to-
gether with a summarized computation of the net loss or deficlency in profit.
The net loss or deflclency in profit cladsed is subject to verifieation and ad-
Justment. As to preservation of books and records, see section 20.14 of these
regulntions.

Net loss or deficlency in profit sustained on contracts and subcontracts com-
pleted within -one income-taxable year may not be considered in computing net
loss or deficlency in profit sustalned on contracts and subcontracets completed
within another income-taxable year.

The provisions of this section may be illustrated by the following examples:

Example (1).~—O0n July 1, 1940, the A Corporation, which keeps its books and
makes its Federal income tax returns on a calander year basis, entered into the
following contracts (none of which was on a cost-plus-a-fixed-fee basis) coming
within these regulations :

(1) A contract for the construction of a naval vessel at a contract price of
$100,000, which was completed in 1040 at a cost of $170,000.

(2) A contract for the construction of naval aireraft at a contract price of
$200,000, which was completed in 1940 at a cost of $190,000.

(8) A contract for the construction of Army aireraft at a contract price of
$300,000, which was completed in 1840 at a cost of $250,000,

(4) A contract for the construction of naval aircraft at a contract price of
$500,000, which was completed in 1941 at n cost of $450,000,

On contract No. 1 the net loss was $70,000 ($170,000 minus $100,000) and
accordingly, there was no excess of the net profit over the allowable profit.

On contracts Nos. 2 and 3 the total of the contract prices was $300,000 and the
total cost was $440,000, resulting in a net profit of $60,000. The allovable. profit
on such contracts was $38,280 (8.7 percent of $440,000), which s*uount is less
than $40,020 (8 percent of $500,000). On such contracts the excess of the net
profit ($60,000) over the allowable profit ($38,280) was $21,720, and there was no
deficleney in profit beeause the allowable profit did not exceed the net profit,

The amount of allowable credit is $48,280, computed as follows:

Net loss on naval vessel contract (No. 1) - $70, 000
Less: Excess of net profit over allowable profit on alrcraft contracts (Nos.
2 and 3) —m—e 21,720
. . $48, 280
Deficlency in profit and net loss on aireraft contracts (Nos., |,
2 AN 8) e None
Less: Excess of net profit over allowable profit on naval vessel
contract (No, 1) None
None
Amount of allowable credit from year 1040 $48, 280

On the contract for naval aircraft completed in 1941 (No. 4), there was a neét
profit of $50,000 ($500,000 minus $450,000). The allowable profit on such con-
tract was $39,150 (8.7 percent of $450,000), which amount 18 less than $40,000
(8 percent 0£°$500,000). Accordingly, the excess of the net profit over the allow-
able profit was $10,850. Against this amount the credit of $48,280 from 1040 may
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be taken, with the result that there i8 no excess profit for the year 1041, The
remainder of the credit of $48,280 may not be used in suhsequent years hecause
none of the credit was attributable to contracts or subcontracts for the construc-
tion or manufacture of Army or Navy aireraft,

Ezample (2).—O0n July 1, 1940, the B Corporation, which keeps its hooks and
mnkes its Federal income tax returns on a calendar year basis, entered into the
following contracts (none of which was on a cost-plus-a-fixed-fee basis) coming
within these regulations:

(1) A contract for the construction of a naval vessel at a contract price of
$100,000, which was completed in 1940 at a cost of $120,000.

(2) A contract for the construction of Navy afreraft at a contract price of
$200,600, which was completed in 1040 at a cost of $188,000.

(3) A contract for the construction of Army aireraft at a contract price of
$300,000, which was completed in 1941 at a cost of-$275,000.

(4) A contract for the construction of a naval vessel at a contract price of’
$100,000, which was completed in 1042 at a cost of $360,00.0.

On contract No. 1 the net loss was $20,000 ($120,000 miuus $100,000) and, ac-
cordlugly, there was no excess of the net profit over the allowable profit.

On contract No, 2 the net profit was $12,000 ($200,000 minus $188,000) and the:
allowable profit was $16,000 (8 percent of $200,000), which amount is less than
$16,350 (8.7 percent of $188,000). Accordingly, on such contract there was a de-
flelency in profit of $4.000 ($16,000 minus $12,000). There was no excess of the
net profit over the allowable profit, the latter being larger in amount.

The amount of allowable credit is $24,000, computed as follows :

Net loss on naval vessel contract (NO. 1) oo 20, 000
Less: Excess of net profit over allowable profit on atreraft contract
(NO. ) e e e e e e ———— None
. $20, 000!
Deficiency in profit on alreraft contract (No. 2) .. #,
Net loss on aireraft contract (No. 2) o oo None
$4, 000
Less: Excess of net profit over allowable profit on naval vessel
contract (No. 1) ________ —— ———~ None
41 000~
Amount of allowable credit from year 19040 .____________.____ $24, 000

On the contract for Army aircraft completed in 1941 (No. 3), there was a net
profit of $26,000 ($300,000 minus $275,000). The allowable profit on such con-
tract was $23,025 (8.7 percent of $275,000), which amount is less than $24,000
(8 percent of $300,000). Accordingly, the excess of the net profit over the
allowable profit was $1,075. Against this amount the credit of $24,000 from
1940 may be taken, with the result that there is no excess profit for the year 1941.
After applying such credit there Is an unused remainder of the credit amounting
to $22,925 ($24,000 minus $1,075). .

On the Navy vessel contract completed in 1942 (No. 4) there was a net profit
of $40,000 ($400,000 minus $360,000). The allowable profit on such contract was
$31,320 (8.7 percent of $360,000), which amount is less than $32,000 (8 percent of
$400,000). Accordingly, the excess of the net profit over the allowable profit is
$8,680. Against this amount there may be taken as a-credit such part of the
unused remainder of the allowable credit from 1940 ($22,025) as is attributable
to the contract for Navy aireraft (No. 2). Of the original credit of $24,000 from
1940, only $4,000 was attributable to contract No. 2, and hence $4,000 is the only
part of the unused remainder ($22,025) which may be taken as a credit against
the excess profit on contract No, 4.*

Seo. 26.11. Oredit for Federal income tazes—For the purpose of computing
the amount of excess profit to be paid to the United States, a credit is allowable
agalust the excess profit for the amount of Federal income taxes pald or re-
maining to be paid on the amount of such excess profit. The “Federal income
taxes” in respect of which this credit is allowable Include the income taxes im-
posed by chapter 1 and subchapter A of chapter 2 of the Internal Revenue Code,
as nmended, and the excess-profits taxes imposed by subchapter B of chapter 2
of the Internal Revenue Code, ns amended. This credit is allowable for these
taxes only to the extent that it is afirmatively shown that they have been finally
determined and pald or remain to be paid and that they were imposed upon the-
excess profit against which the credit is to be made. In case such a credit has
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been allowed and the amount of Federal income taxes imposed upon the excess
profit is redetermined, the credit previously allowed shall be adjusted accordingly.*

8ko0, 26,12, Failure of contractor to require agreement by subcontractor.—Xvery
contract or subcontract coming within the scope of the Act and these regulations
is required by the Act and the Act of March 27, 1934, us amended, to contain,
among other things, an agreemént by the contracting party to make no sub-
contract unless the subcontractor agrees—

(a) To make a report, as described in the Act of March 27, 1034, as
amended, under oath to the Secretary of the Department concerned upon the
completion of the subcontract;

(b) To pay into the Treasury excess profit, as determined by the Treasury
Department, in the manner and amounts specified In the Act;

(¢) To make no subdivision of the subcontract for the same article or
articles for the purpose of evading the provisions of the Act and the Act
of March 27, 1984, as amended ;

(1) That the manufacturing spaces and books of its own plant, afiliates,
and subdivisions shall at all times be subject to inspection and audit as pro-
vided in the Act of Marcy 27, 1934, as amended.

If a coniracting party enters into a subcontract with a subcontractor who fails
to make such agreement, such contracting party shall, in addition to its liability
for excess profit determined on contracts or subcontracts performed by it, be
lable for any cxcess profit determined to be due the United States on the sub-
contract entered into with such subcontractor. In such event, however, the
excess profit to be pald the United States in respect of the subcontract entered
into with such subcontractor shall be determined separtteiy from any contract
or subcontracts performed by the contracting purty entering into the subcontract
with such subcontractor.*

8eo. 26.18. Evasion of excess profit—The Act of Alarch 27, 1934, as amended,
provides that the contracting party shall agree to make no subdivisions of any
contract or subcontract for the snme article or articles for the purpose of evading
its provisions. If any such subdivision or subcontract is made for the purpose
of evading the provisions of the Act or the Act of March 27, 1934, as amended,
it shall constitute a violation of the agreement, and the cost of completing a
contract or subcontract by a contracting party which violates such agreement
shall be determined in a manner necessary clearly to reflect the true exeess profit
of such contracting party.*

Sro, 26.14. Books of account and records.—It is recognized that no uniform
method of accounting can be prescribed for all contracting parties subject to the
provisions of the Act and the Act of March 27, 1934, as amiended. Each contraet-
ing party is required by Inw to make a report of its true profits and excess
profit. Such party must, therefore, maintain such accounting records as will
enable it to do so. See section 26.9 of these regulations. Among the essentials

are the following:

(1) The profit or loss upon a particular contract or subcontract shall
be accounted for and fully explained in the books of account separately on
each contract or subcontract.

(2) Any cost accounting methods, however standard they may be and
regardless of long continued practice, shall be controlled by, and be in accord
with, the objectives and purposes of the Act and the Act of March 27, 1934,
as amended, and of any regulations prescribed thereunder.

(8) The accounts shall clearly disclose the nature and amount of the
different items of cost of performing a contract or subcontract.

In cases where it has been the custom in the past to use so-called “normal”
rates of overhead expense or administrative expenses, or “standard” or “normal”
prices of material or labor charges, no objection will be made to the use tem-
porarily during the period of performing the contract or subcontract, if the method
of accounting employed 18 such as clearly to reflect, in the final determination
upon the books of account, the actual profit derived from the performance of the
contract or subcontract and if the necessary adjusting entries are entered upon
the hooks and they explain in full detail the revisions necessary to accord with
the facts. As to the elements of cost, see section 26.9 of these regulations. .

All books, records, and original evidences of costs (including, among other
things, production orders, bills or schedules of materials, purchase requisitions,
purchase orders, vouchers, requisitions for materials, standing expense orders,
inventories, labor time cards, pay rolls, cost distribution sheets) pertinent to the
determination of the true profit, excess profit, deflclency in profit or net loss
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from the ormance of a contract or subcontract shall be kept at .all times
avallable for inspection by internal-revenue officers, and shall be carefully pre-
served and retained so long as the contents thereof may become material in the
administration of the Act and the Act of March 27, 1934, as amended. This
provision is not confined to books, records, and original evidences pertaining to
items which may be considered to be a part of the cost of performing a contract
or subcontract. It is applicable to all books, records, and original evidences
of costs of each plant, branch or department involved in the performance of a
contract or subcontract or in the allocation or distribution of costs to the contract
or subcontract.*

Sko, 20.15. Report to Secretary of Department-concerned.—Upon the completion
of a contract or subcontract comlni; within the scope of the Act and these regula-
tions, the contracting party is required to make a report, under oath, to the Secre-
tary of the Department concerned, As to the date of completion of a contract or
subcontract, see section 28.5 of these regulations, Such report shall be in the
form prescribed by the Secretary of the Department concerned and shall state the
total contract price, the cost of performing the contract, the net income from
such contraet, and the per centum such income bears to the contract price and
the cost of performing the contract. The contractiag party shall also include as
a part of such report a statement showing—

(1) the manner in which the indirect costs were determined and allocated
to the cost of performing the contract or subcontract (see seetion 269 of
these regulations) ; :

(2) the name and address of every subcontractor with whom a subcontract
was made, the object of such subcontract, the date when completed and the
amount thereof; and

(3) the name and address of each affillate or other organization, trade or
business owned or controlled directly or indirectly by the same interests
as those who so own or control the contracting party, together with a state-
ment showing in detail all transactions which were made with such affiliate or
other organization, trade or business and are pertinent to the determination

of the excess profit,

. A copy of the report required to be made to the Secretary of the Department
concerned {s required to be transmitted by the contracting party to the Secretary
of the Treasury. Such copy shall not be transmitted directly to the Secretary of
the Trersury but shall be flled as a part of the annual report. See section 20.16
of these regulations.*

Sec. 26.16. Annual reports for income-tarable years.—(a) General require-
ments.—Every contracting party completing a contract or subcontract within
the scope of these regulations shall flle with the collector of internnl revenue
for the collection district in which the contracting party’s Federal income tax
returns are required to be filed an annual report on the prescribed form of
the profit and excess profit on all such contracts and subcontracts completed
within the particular income-taxabhle year. There shall be included as a pavt
of such report a statement, preferably in columnar form, showing separately
for each such contract or subcontract completed by the contracting party within
the income-taxable year the total contract price, the cost of performing the
contract or subcontract and the resulting profit or loss on each contract or
subcontract together with a summary statement showing in detail the com-
putation of the net profit or net loss upon all contracts and subcontracts com-
pleted within the income-taxable year and the amount of the excess profit, if
any, for the income-taxable year covered by the report. A copy of the report
made to ihe Secretary of the Department concerned (see section 26.15 of these
regulations) with respect to each contract or subcontract covered in the annual
report, shall be flled as a part of such annual report. In case the income-
taxable year of the contracting party is a perlod of less than 12 months (see
section 26.1 of these regulations), the report required by this section shall be
made for such period and not for a full year.

(0) Time for filing annual reports—Annual.reports of contracts and sub-
eontracts coming within the scope of the act and these regulations completed by

contracting party within an Income-taxable year must be filed on or before
the 16th day of the ninth month following the close of the contracting party’s
income-taxable year.. It 18 important that the contracting party render on or
before the due date an annual report as nearly complete and final as it is
;\osslble for the contracthgupazty to prepare. Aun extenslon of time granted
he contracting par.y .for filing its Federal Income tax return does not serve
to oxtend the time for fiiug the annual report required by this section. Author-

1
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ity consistent with aquthorigations for granting extenslons of time for filing
Federal income tax returns is hereby delegated to the varlous collectors of
internal revenue for granting extensions of time for filing the reports required
by this sectlon. Application for extensions of time for filing such reports should
be addressed to the collector of internal revenue for the district in which the
contracting party files its Federal income tax returns and must contain a full
recital of the causes for the delay.*

Sec. 20.17. Paymens of excess profit liability.—The amount of the excess-profit
liability to be paid to the United States shall be pald on or before the due
date for filing the report with the collector of internal revenue. See section
26.16 of these regulations. At the option of the contracting party, the amount
of the excess profit llability may be pald in four equal instaliments instead of
in a single payment, in which case the first- installment i8 to be pald ¢a or
before the date prescribed for the payment of the excess profit as a single pay-
ment, the second Installment on or before the 15th day of the third nionth, the
thp third installment on or before the 15th day of the sixth month, and the

fourql instaliment on or before the h day of the ninth month, after such
date. o 1

SkEo. 26.18. Ltabmt pre ety—-'l'he surety un gpntracts entered Into with
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) for payment of e proﬂt due the Un %ad States In respect

of any complete
shall not be lla h

duty of determitipg the cortect
s and wontmcts @ming within

amended,

profits inte the T/ :" ry unde 5 thét r(7lmmx! by a contrad .
egtill requi

for thefyefund of amourty & exces ro!
to such Pxcess profitashall #Onfdxm

claims fo¥t refdhd of Bve nts Pt taxes
16 Act of 4984 and, If ﬂle on accont of

ail facts pertinent thereto, =+
Administratiye procedure Yor:tho-deta
of excess profitjability under the Act and these regumtl,

tion of reports
time to time by the ] ‘, F’
Seo. 20.20. Applicabil — it rcgulaﬂons preseribed In
}.£0.11 g uslve, Title 26, Code of Federal
Regulations, 1839 Sup.) and Trensury ec slon 4009 (sections 16.0 to 16.18, inclu-
sive, Title 26, Code of Federal Regulatifons, 1039 Sup.) shall not apply to contmcts
entered into after June 28, 1940, and before July 1, 1942, nor to subcontracts
made with respect to such contracts. To this extent such regulatlons are hereby

superseded.*
TimoreY C. MooNEY,
Aeting C’ommfcskmer of Internal Revcmw.

JoHN L. BULLIVAN,
Aoting §ecretary of the Treasury.

Hmmr L. S1TM80N,
Becretary of War.

Fraxx KNox,
Secretaryt of the Navy.

(Filed with the Diviston of the Federal Register August 7, 1040.)

:f' and collection

Approved : July 29, 1940,
Approved : August 2, 1940.

Approved: August 6, 1940
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INTERNAL REVENUE BULLETIN 1940-33-10391
1. T. 8400

Treatment of interest pald on indebtedness, the proceeds of which
are used solely to acquire special additional equipment and facilities
or working capital for the operation thereof, the cost, or portion of
the cost, of which is borne by the Qovernment and is chargeable
agalnst a contract or subcontract, for the purpose of determining the
cost of performing a contract or subcontract coming within the scope
of the provisions of section 8 (b) of the Act of March 27, 1034, as
amended, section 14 of the Act of April 3, 1939, or section 2 (b) of
the Act of June 28, 1940,

The regulations contained in section 17.9 (g) 4 of Treasury Decision 4906 (C. B.
1030-2, 404) and section 10.8 (g) 4 of Treasury Decision 4009 (C. B. 1939-2, 422)
provide that interest incurred or earned shall not be considered in determining
the cost of performing a contract or subcontract coming, within the scope of section
4 (b) of the Act of March 27, 1934, as amended, and section 14 of the Act of
Aprll 3, 1930, relating to excess profits on contracts and subcontracts for naval
vessels or Army or Navy alrcraft or any portion thereof. This provision of the
regulations, prescribing a general rule as to interest, i3 not to be construed as
preventing an annual allowance for reasonable interest (not’in excess of 4 percent
per annum) paid on indebtedness, the proceeds of which are used solely to acquire
speclal additional equipment and facilities, the cost, or portion of the cost, of
which is borne by the Government and, pursuant to a certification made in accord-
ance with the provisions of Executive Order 8165 and the Joint Rules Issued
thereunder (I. R. B. 1040-30, 15) and in accordance with the provisions of section
4 of the Act of June 28, 1840 (Public, No. 671, Seventy-sixth Congress, third
session; 1. R. B. 1040-30, 12), is chargeable aguinst a contract or subcontract
coming within the scope of such section 3 (b) or section 14.

Such provision of the regulations is also not to be construed as preventing an
annual allowance for reasonable interest (not in excess of 4 per cent per annum)
paid on indebtedness in case such indebtedness is necessurily incurred to provide,
and the proceeds of such indebtedness are used solely to provide, working capital
for the operation of such special additional equipment and facilities, the cost,
or portion of the cost, of which is borne by the Government and is so chargeable
ugalnst such a contract or subcontrat. No such allowance shall be made unless
the contracting party keeps special accounts on his books and special bank
accounts clearly showing such use of the funds in the performance of such con-
tracts and subcontracts, .

An annunl allowanece under the preceding paragraphs for interest paid on any
indebtedness shall be reduced by all interest earned within the year on the
proceeds of such indebtedness.

Interest allowable under the provisions of the preceding paragraphs shall be
treated as an indirect factory expense and be allocated to the cost of performing
a particular contract or subcontract in accordance with the provisions of the
regulations relating to the allocation of indirect factory expense,

The provisions of the preceding paragraphs are equally applicable in deter-
mining the cost of performing contracts and subcontracts coming within the scope
of section 2 (b) of the Act of June 28, 1940 (Public, No. 671, Seventy-sixth Con-
gress, third session ; I. R. B. 19040-30, 12), relating to payment into the Treasury
of profit In excess of the specifled 8 per cent and 8.7 per cent.

Senator McKerrar, I asked permission to interrupt the witness to
ask some questions, but in view of his subsequent testimony, it is not
necessary for me to ask those questions. He has, in substance, answered
the question I had. ,

I would like to state, for the information of the committee, exactl
how this section 403 was brought about. I believe it would be helpful.

Congressman Case, of South Dakota, introduced on the floor of the
House an amendment fixing profits. This was in the big war bill of
$33,000,000,000 last sp.ring when that was before the House. He intro-
duced an amendment limiting all {)roﬁts and war contracts to 6 per-
cent and that was overwhelmingly carried, as I remember, in the
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House. The committee had an idea that it would go into conference,
and did not pay very much attention to it.

When it came over to the Senate, I, as scting chairman of the Ap-
propriations Committee at the time, appointed a subcommittee of two
Senators to consider it, and I considered it myself. I took the papers
out home. I came to the conclusion that the War Department, the
Navy Department, and the Maritime Commission, and W. P, B. were
correct in their contention that there would not be much saving on a
limitation of that kind. It would affect big contracts one way and
probably, to our loss, and on small contracts, to our advantage,

Senator Thomas, of Oklahoma, and Senator Overton, of Louisiana,
were the members of the committee and they reported a sliding scale
percentage to be allowed,

Senator WaLsH. Profits, . .

Senator McKerrar. Profit. My recollection is that on small con-
tracts it began at 10 percent and went down to 2 on the large ones,
These several departments were just as much opposed to that as they
were to the other. They said that it would be unworkable and they
felt it might bring about a slowing-up of production, and nobody
wanted a slowing-up of production.

Senator WarsH. That has been our.position from the very beginning.

Senator McKeLrar., We had them ali before us and they testified
that way as to the 6 percent and then they came again and testified
as to the sliding scale of 10 percent, and as I recall, what brought
this section about was this: Mr., Nelson was on the stand and he was
very much opposed to the sliding-scale contract. I said, “Mr. Nelson,
aren’t you in favor of cutting down these wasteful practices, in the
interest of the Government#” “Oh, yes, Senator, I am; Iam very muach

interested in it.” )
I said, “Well, if neither of these plans suit you, why do you not

su%%est a plan¥”
e said that he had his attorneys working on one.

I said, “I think I can sn{.%gest a plan to you that will certainly serve
the purpose. Why couldn’t you put a provision in each contract of
renegotiation; why couldn’t you say that whenever the Secretary of
either of the Departments, or the Chairman, in the case of the Mari-
time Commission, finds that the profits are excessive after examination,
that he will have a right to renegotiate and refix the price fixed in
the contract #”

“Why,” he said, “Senator, I think that would be very well.”

I asked what they thought of it. General Somervell was present.
and as I recall, Admiral Moreell and Admiral Land. They all said
that on the face of it, it looked like it might work, but that they
would like to look into it further. I said, “Well, we will adjourn
right now.”

t was in the middle of the morning and I said, “You gentlemen go
back to your offices and get your lawyers together mui-x prepare an
amendment along that line.”

Now, that is the genesis of section 403. They came in the next
morning. I never saw departmental officials act more fairly and
promptly and squarely and honestly than they did. They came back
the next morning with a provision that applied only to future con-
tracts and pointed out one or two differences. The committee dis-
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cussed it with them right there in the open. We added a good many
amendments, most of which the Departinents approved, and some of
which they were not so certain about. But they did give us the opin-
ion that in their judgment, it would not slow down production the
wgf' it was finally put in the bill,

hat is the origin of section 408. The departments themselves,
worked it out, and they worked it out very well, and I want to com-
mend them in the strongest terms, It has, and will continue to bring
about a tremendous saving, and I don’t believe that we will pay the
enormous prices that we paid, for instance, in the last war, when there
were many exorbitant and excessive prices paid, as we all fknow.

Now, that is the origin of it. I thought it would be helpful to put
it in at this time,

Senator WarsH. I want to commend the Senator from Tennessee
for originating the section, which no department of the Government
has opposed from the very beginning,

Senator McKeLrar, Mr, Chairman, I have a statement that Sen-
ator Hayden put into the record while I was necessarily away some
weeks ago, and I would like at this point to have that inserted in
this record.

Senator Warsn, That may be done.

SThe copy of Senator McKellar’s remarks above referved to is as

follows:)



ADDRESS OF HON. KENNETH McKELLAR
SAvinGS UNDER RENBGOTIATED CONTRACTS AND UNDER GENERAL APPROPRIATION BILLS

Speech of Hon, Kenneth McKellar, of Tennessee, In the Senate of the United
States, Monday, August 3, 1042

Mr, McKELLAR. Mr. President, I am greatly pleased by the tremendous savings
which have been brought about in the expenditures of the Government under the
provisions of section 403 (a) of the Sixth Supplemental Nationnl Defense Appro-
priation Act, upproved April 28, 1842, Section 403 (n) was first placed in the bill
by the Senate Appropriations Committee, was agreed to by the Senate, was
subsequently agreed to by the House conferees, and adopted by the House.

Mr. President, this act was passed after many conferences with the departments
nuamed in the act and after the various depuartments had gone over it most care-
fully and felt that it would accomplish a great deal in the reduction of excessive
prices fixed In the contracts.

After the passage of the bill each of the several departments established a com-
mittee to Investigate prices. The Arimny established a committee of five members,
the Navy a committee of like number, the Maritime Commission a committce of
{3uxi members. One of the members of cach of these commmittees represents the

. P, B,

These committees organized and began work immediately, and with the greatest
suceess. The provisions of this act were primurily the work of the Senate Appro-
priations Committee, but they were drafted with the full cooperation of the
several departments. In like manner, the several departments have cooperated
to the fullest extent in carrying out the terms of the act.

I desire to call the especinl attention of the Senate to the fact that to date the
mensure has been attended with the greatest success. Already, us evidence of
their good faith, many of the companies voluntarily have made reductions. Redue-
tions to June 15 In the War Department alone total $556,007,514, and it is firmly
belleved that within a year more than a billion dellars will be saved,

The Nuvy Department has already saved $348,780,240, and it estimates it will
save a haif a billion more this year. The Maritime Commisxion has alreudy saved,
under this law, $28,600,000, and it estimates it will save sixty-five million more
this year.

It must be said that the companies having contracts with the Government have
shown the finest spirit of cooperation and reasonableness, and that the Depart-
ment oflicials have been exceedingly vigilant and attentive in the enforcement of
this act.

Mr, President, I wish to express to the departments my, great appreciation for
lthelr very actlve cooperation in the matter of saving the Government these very
arge sums.,

I happen to be a member of the Joint Committee on Reduction of Nonesgential
Expenditures appointed last winter. This committee is commonly known as the
Byrd committee, being presided over by the Senator from Virginia [Mr. Byrd].
This committee made recommendations of reductions in December 1941 in almost
the same amounts as appropriations were reduced. Following action taken by
the Appropriations Committee, two agencies—the Civillan Conservation Corps
and the Alley Dwelling Authority—were abolished; the appropriation for the
Work Projects Administration was reduced from $875,000,000 to $280,000,000;
the appropriation for National Youth Administration was reduced from $161,-

,000 to $46,000,000; appropriations for travel pay were reduced in the amount
of $3,081,031 below the Budget estimates, exclusive of travel pay eliminated for
the C. O. 0., and many other reductions and savings were made—in all, aggre-
gating $3,312,260,450. The Appropriations Committees of both the House and the
Senate united to effect savings wherever they could.
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To eptomize, or put into figures the reports and statements to date, they show

the following:
Savings, War Department, to June 15, 1942 $550, 000, 000

Savings on contracts in the War Department now being examined.. 500, 000, 000
Bavings, Navy Department, already accomplished. oo oo . 348, 780, 242
Further estimated savings in Navy Department during the year. 500, 000, 000
Savings, U. 8. Maritime Commission. ... .. 28, 500, 000
Anticipated savings, Maritime Commission, remainder of year.... 65, 000, 000

1, 998, 286, 242

nonmilitary appropriations and nonessentinl appropriations
made by the Congress for the present fiseal year— ... ___.__ 1, 313, 983, 208
Grand total - oo e 3, 312, 269, 450

In proof of the savings as stated, 1 ask leave to have printed in the Record as
a part of my remarks, a letter from the Under Secretary of War, Hon. Robert P.
Patterson, a letter from K. H. Rockey, Chairman of the Price Adjustment Board
of the Navy Department, a letter from Admiral Land, Chairman of the Maritime
Commission, and a letter from Mr. Donald M. Nelson, Chairman of the War

‘Production Board. These.letters all refer to the renegotiation of war contracts,

and I desire that all be published together in order to make a complete report

up to this date.
The Vice Peesipent. Without objection, the letters will be printed in the
Record.

The letters referred to are as follows:
WAR DEPARTMENT.

OFFIOK OF THE UNDER SECRETARY,
Washington, D. C., June 30, 1942,

" Hon. KENNETH MCKELLAR,

United States Senate, Washington, D. 0.

My DeAr SeNator: This letter is in answer to your oral inquiry of General
Somervell with reference to the progress had in renegotinting contracts of the
Department in accordance with section 403 of the Sixth Supplemental Appro-
priation Act of 1042,

The I'rice Adjustment Board has interviewed many War Department con-
{ractors for the purpose of renegotiating contracts in which excessive profits were
being recelved. Cooperation on the part of the contractors has, almost withont
exception, been excellent. Between April 15 and June 15, 1042, voluntary refunds
and price reductions on existing contracts and reduced prices on new contracts
entered into with existing War Department contractors arising, respectively,
from renegotiation and negotiation, totaled $556,907,614.

A large number of other contractors are presently under review by the Roard.

Conferences with these contractors and studies of their financial statements indi-

cate probable refunds and price reductions on existing contracts and savings on
new contracts to be entered into with those contractors in excess of $300,000,000.

As time goes on, the Board will expand the number of contractors reviewed
and, it is hoped, will continue to obtain substantial savings for the War De-
partment. .

Sincerely yours,
RoBeRT P. PATTERSON.

Under Sceretary of War.

NAvY DEPARTMENT,
Washington, July 3, 19482.

United States Senate,
My DraR SENATOR MCKELLAR: In accordance with your telephone request, I

-am pleased to Inform you that reductions In prices effected and in process of

renegotintion, including voluntary refunds from contractors, amount at the pres-
ent time to $348,786,246. However, this ‘is only a tentative.figure, and a more
complete investigation may develop an even higher amount,

At the present time the Price Adjustment Board of the Navy Department has
over 175 contractors and subcontractors under Investigation, and its representa-
tives are in the plants of 65 of these contractors. As a result of the Board's
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activitles, 1t is expected that further savings of over $500,000,000 will be made
during the balance of this coming year.
Yours very truly,
K. H. RocCKEY,

Chairman, Price Adjustment Board.

UNITED STATES MARITIME COMMISSION,
Washington, July 25, 1942.

The Honorable KENNETH MCKELLAR,
United States Senate, Washington, D. O.

Dear 8enator McKeLrAr: In accordance with your recent conversations with
me and members of the Price Adjustment Board of the United States Maritime
Commission, I am pleased to inform you that during recent months the redue-
tions in prices effected by our various contract divisions and our Price Adjust-
ment Board, including voluntary refunds and reductions now in the process
of renegotiation, amount to more than $28,600,000 at the present time,

The activitizs of the Price Adjustment Board are now expanding quite rapidly.
The results of its work to date and the attitude evidenced by contractors and
subcontractors as the result of the contract renegotintions wih them reflect upon
the Board favorably and indicate that it is carrylng out its duties satisfactorily,
The attitude of contractors toward renegotintions to date has been cooperative
and understanding,

You appreciate that it is most difficult because of the many factors involved
to predict what further reductions in contract prices will be effected during the
balance of this year, but our present estimate amounts to $65,000,000.

Sincerely yours,
E. 8. LaAND,
' Chairman.

WaAR P’ropuction Boarb,
Washington, D. C., July 15, 1942.

Hon. KENNETH MCOKELLAR,
United Statcs Senate.

Dear SENATOR MCKELLAR: In your letter of July 6, you inquire about the work
of the War Production Board in reference to renegotiation of contracts under
section 403 of the War Appropriations Act. In particular, you ask about savings
effected by the War Production Board.

I wish to advise that all our work of this character has been done in coopera-
tion with the War Department, the Navy Department, and the Maritime Com-
mission. As mentioned In your remarks in the CoNGRESBIONAL Reoorp of July 1,
War Production Board has a representative membter on each of the price-ad-
Justment boards carrying on renegotiation for War, Navy, and Maritime Com-
mission. Our representative has participated, therefore, in the activities of
each of those boards and has cooperated In-every way in accomplishing the
results alrendy reported to you'by them., Moreover, the Cost Analysis Section
of the War Production Bcard has contributed information and assisted in de-
“veloping the methods of renegotiation being followed by the boards,

We are glad to make our contribution in this manner, which I am sure you
will recognize as the most effective form which our participation can take. It
means, however, that any figures of savings which I might report would be dup-
licated in the flgures reported to you by the direct contracting agencles. I
might, howeier, add that even before the United States entered the war, our
Cost Analysis Section was {nstrumental in calling attention to cases in which
substantial price reductions were subsequently obtained,

In accordance with the request you made during the recent hearing on our
budget before the Senate Appropriations Committee, I have asked the Maritime
Commission and the Procuremert Divislon of the Treasuny to get their figures
on price adjustments to you as soon as possible,

Sincerely yours,
DonALD M. NELSON,

Senator WaLsn. Just one question : How‘mnny contracts wore exam-
ined in that connection, do you recall
* Mr. RemwiNg. It shows on the last page.
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Senator Warsa. Just put it in the record.

Mr. Remuinag, 2,961,

Senator Warsa. Contracts?

Mr. Remanag. Contracts and subcontracts.

Senator Warsu, Were submitted for scrutiny

Mr. Remwana, That is right.

Senator Warsi. And, again, the amount collected ?

Mr, Reming. And the additional amount collected as a result of the
serutiny was $1,597,000. In other words, we collected approximately
20 percent, better than 20 percent, close to 25 percent more than they
luaulJ reported,

Senator WaLsn. More than they reported ?

Mr. Rerina. More than they had reported on the return. You see,
we had reported $3,987,000.

Senator Wavrsn. In other words, you collected, as a result of the
administration of this law, 20 percent more than they had returned or
were willing to return to the Government as their profits.

My, Reuing. That is right.

Senator Crark. How much was that figure?

Mr. Remuina. Well, the amount reported on the reports is 5,987,000.
This is on the Navy contracts, and we collected, in addition to that,
1,597,000, making a total of 7,684,000.

Senator McKeLrar, May T ask if this isn’t correct, that while only
$7,000,000, or about the $7,000,000 figure that you gave, was actually
paid back into the Treasury, that the Navy Department savings were
very much greater? The reason I ask that question is because I have
a letter here from Mr. Rockey, under date of July 8, saying that their
savings up to that time had been $348,736,246. I imagine that they
simply retained that money and used it for the purposes for which it
was npﬁroprinted. Is that covrect, sir?

Mr. Remwing. Of course, I have no way of knowing how much the
Navy Department saved i)y reason of the fact that the statute was
on the books and the contractors had no reason to bid for a price which
would give them greater than 10-percent allowable profit.

Senator McKeLLar. All you can testify to is the amount that was
collected and returned back into the Treasury ¢

Mr, RewiNg. That is right.

Senator WarsH. These commissions were all made under the cir-
cumstances of competitive bidding ¢

Mr. Remixa, That is right,

Senator Crark. My objection to this renegotiation was that they
did not turn the money back into the Treasury; the War Department,
the Navy Department, the Maritime Commission kept the money and
spent it. It seems to me that these savings ought to go back into the

reasury and be subject to reappropriation by Congress for whatever
purpose Congress wants to use them.

Senator McKEeLLAR. I see no objection to that.

Mr. Jonn KennEey (Special Assistant to the Under Secretary, Navy
Department). What Mr. Reiling is speaking about has been recoveries
into the Treasury under the Vinson-Trammell Act.

Mr. Rewainag. That is right.

Senator Crark. As a matter of fact, a very small portion of the
money gained in renegotintion has been turned into the Treasurv;
isn’t that true? B
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Mr. Kenngy. I don’t know exactly what the figures are; I know that
several million dollars that have been sent back to the Treasury. The
ohly money sent back to the Treasury is actunl cash refunded—cash
refunds which are received by the Department,

Senator Cranrk. Senator McKellar’s figures show that, under the
renegotiation statute n{)proximately $2,000,000,000 have been saved
under the contract and the Treasury states that a very small proportion
of that—I asked that question in the full committee—a very small
f)roportion of it has been turned back into the Tveasury; the difference
eing, of course, that when the money is turned into the Treasury,
Congress has control of it and can appropriate for any purpose it
wishes; while it is retained in the departments, they have control of
it and can spend it, _

Mr. KennnEY. The Navy does not retain any money that is covered
back under section 403. To a great extent the reductions Mr. Rocleey
has cited in his letter, relate to contract-price reductions.

Senator Warsa. If the renegotintion tukes place before the contract
is closed, the money goes to the Army, if it is an Army contract, and if
the negotiation takes place when the contract is closed and finished and
there 13 a repayment, it goes to the Treasury; isn’t that right?

Mr. KennnNeY, No-—

Senator VANDENBERG. In muost instances, there isn’t a repayment,
there is just a reduction in the price; isn't that the situntion?

Mr. Mavnice H. Karker (Chairman, Price Adjustment Board,
War Department). That is true, but any recapture for past periods o
an excess profit is recovered in the Treasury as miscellaneous receipts.
That reduction is on future delivery.

Mr. Ercunorz. Any time money is paid back under section 403 it
goes into the Treasury. It is simply where there is a reduction in con-
tract price which is applicable to future payments that there is nothing

to pay buck into the Treasury.

Senator Vanpenpera. The vast bulk of this saving is simply a reduc-
tion in the money paid out.

Senator Warss. I think the record ought to be made clear thai come
of the questions asked by Senator McKellar were about the money that
has been saved by reason of the administration of the renegotiation
law, rather than the Vinson-Trammell Act. ,

Now, is there anyone else who wants to be heard before we get to
the Maritime Commission? Any representative of the Army or Navy

or anyone élse?

(No response.) ) .
Senator WaLsxz, Now, the representative of the Maritime Com-

mission would like to have his testimony heard. You may proceed.

STATEMENT OF F. M. BRADLEY, COUNSEL, ¥RICE ADJUSTMENTY
BOARD, MARITIME COMMISSION

Mr. BrapLey. As heretofore stated, the War and Navy Departments
and the Maritime Commission are in full accord on the amendments
submitted by Judge Patterson yesterday, with one exception,

We do have to object to the War Department’s proposed definition
of “subcontract.” The Navy Department and the Maritime Commis-
gion are now in full agreement on & definition. The record should
clearly show this, as on September 22, 1942, the situation was other-
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wise. Judge Patterson indicated yesterday that the War Depart-
ment would not force this issue if we insisted on the definition of “sub-
contract” contained in the Nuavy draft, Committee Print No. 4. The
definition of “subcontract” is the only difference between Committee
Print No. 3 submitted by the War Department, and Committee Print
No. 4 submitted by the Navy Department,

Our position has g‘reviously been stated in a letter from Admiral
Land printed in the Finance Committee record of September 22, 1942.
The matter is so vital, however, that we feel it necessary to make a
further statement,

The definition of the War Department exempts “standard com-
mercial fabricated or semifabricated articles oidinarily sold for
civilian use.” To this definition we take exception for the following
reasons:

One. A merchant ship and its component parts to a considerable
degree are “articles ordinarily sold for civilian use,”

Senator McKrrLar. Let me ask you, could you exemnpt merchant
ships from the definition$

Mr. Braprey. I think, Senator, we are very close to an agreement.
They indicated they would not push their definition, and the Navy
is with us, and when I finish we will ask that they adopt the Navy
definition, which is entirely satisfactory to us.

Senator McKeLrar, All right.

Senator WarLsH. What you say in No. 1, in other words, is this—
that, so far as the Maritime Commission is concerned, this law would
give no benefit ¢

Mr. Braprey. It would be hurtful because it would exclude most
of the work that we are doing.

Senator Warsm. Proceed. :

Mr. BrapLey. Two. At the present time, by reason of quantity pro-
duction, the parts of ships going into the Liberty fleet are standardized
in the interest of speed and production. When does an article become
standard? Is it the first 10 the first 100, or the first 1,000 articles
that make them standard? For instance, steel plate; lifeboats, davits,
hoists, anchor chains, engines, winches, and so forth are being manu-
factured today in quantities undreamed of 3 years ago.

Three. The Wa. Department definition will interfere with the ad-
ministration of the recapture clause of the Merchant Marine Act of
1936. For years a subcontract has been defined by our Regulations to
include materialmen under section 505 (b) of that act. Much money
has been recaptured where profits exceeded 10 percent of contract price.

That is similar to the Vinson-Trammell Act.

As a result of the Board of Tax Appeals decision in the Aluminum
Company case, claims for refunds and refusals to repay under the
recapture clause are already coming in. These must be resisted by
the Commission. If the Congress were now to exclude materialmen
in defining “subcontract” for the purposes of Public Law No. 528, sec-
tion 403, it would seriously impede the adminstration of the recapture
provisions of laws previously enacted.

Four. Much' has lixeen said to indicate that O. P. A. price ceilings
control profits. To this we cannot agree. These ceilings contemplate
relatively normal volume. Unanticipated volume under the ceilings
may well create excessive profits, for increased volume means lower
eosts and therefor greater profits. For instance, we are told of an
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article with a ceiling price of about $100 per unit. That article is
actually being sold to the Government for war purposes for approxi-
mately $40 per unit, by reason of large orders. Another instance is a
compound with a ceiling price of about $60 per ton. This is being sold
in great volume to the Government for war purposes at approximately
$20 per ton, Obviously, excessive profits are possible under such cir-
cumstances.

Lastly, we believe that Congress intended, by Public Law No. 528,
section 403, to provide a method of eliminating and controlling profi-
teering. We also believe that it intended to equally subject to the
law all companies making excessive profits out of the war.

Articles ordinarily sold for civilian use are being sold in great
volume for war purposes, some according to special orders, others as
usual, but in ballooned volume. TIs it fair to say that a manufacturer
of ready-made goods, making excessive profits out of the war effort,
shall be let alone while his neighbor who is making similar but tailor-
made goods must be renegotiated ¢

We agree with the Navy definition. The War Department indi-
cates that they will accept this definition. So, we ask the adoption
of the definition that will permit us to administer Public Law No.
528, section 403 equally and fairly and that will not hamper the effect
of existing recapture statutes,

Senator Vanpennera, Where does it leave basic raw materials?

Mr. Braprey. T think it leaves them out.

Senator Vanpersega. 'You mean out of renegotiation

Mr. Braprey. Well, under the definition.

Senator VaNpeNBEra. I mean from your point of view. What do
you say about basic raw materials?

Mr. BrapLey. Basic raw materials?

Senator Vanpensera. Copper, for instance.
Mr. Braprey. The question there is whether you want to rencgoti-

ate them or not. I think Congress intended to do it, the way it was
originally stated.

Senator Vanpexpere. I am asking you. What happens to basic
raw materials under the definition you want?

Mr. Braprey. They are excluded.

Senator Vanpensera. They would not be renegotiated.

Mr. BraprLey, They would not be renegotiated; no, sir. The ar-
ticle or commodity must be specifically destined to become a com-
onent part of the article called for under the contract. You cannot
identify raw materials as being specifically destined to go under a
particular contract.

Senator McKerrar. How would your plan affect the administra-
tion of section 403 ¢

My, Brabrey. We think it would help it.

Senator McKEeLLar. You think it would help it ?

Mr. Branrey. Very definitely, rather than hinder it. It is a
;)r_os]lder definition and it permits us to administer it equally and
airly.

Se?mtm' McKeurar. You do not think it would stop or hinder pro-
duction ?

Mr. Brabrey. No, sir.

Senator McKeLLar. You cannot see it that way?

77620—42. 0
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Mr. Brabrey. We cannot see it that way ; no, sir.

Senator VaNpeNnera. Where is your definition ?

Mr. Brabey. It is in the Navy draft, No. 4, committee print No. 4.

Let me give you an example. It does two things, Let us take a
boiler manufacturer who has a contract for 100 boilers. Due to the
tremendous volume, he parcels out part of that contract to unother
contractor to produce the same article called for under the originai
contract.

This definition puts the man who normally would be a subcon-
tractor on the same level as the original prime contractor, because as
part of the war effort, his subcontract culls for the identical article
that was called for in the original prime contract, finished, complete,
ready for delivery. Then we take his subcontractors, and put them in
the same position that the subcontractors, the term including mate-
rial men, would be »nder the original prime contract.

Senator WarsH, Those manufacturers of parts, in the illustration
you gave, are they subject to this law under the Army amendment?

Mr. BrabLey. No, sir.,

Senator Warsm, fsn’t it possible, using your illustration, for collu-
sion to exist between the contractor of the boiler who sells the boiler
to the Government, and the contractor from whom he gets these parts,
isn’t there an opportunity for hidden profit there?

Mvr. Bravreyr. Yes; but not under our definition,

Senator Wavrsi, Noj that seems to be the weakness in the Army
amendment, .

Mr. Braprey. That was brought out by Commander Brown, as-
sistant general counsel, on the 22d, when he spoke of the corporate
family. ~ You should look at the whole picture.

Senator McKeLLar, Let me say this: I am tremendously interested
in you gentlemen getting together on this amendment, because I feel
quite sure that all of you want to have the best and Fairest possible
administration of this law. I am convinced of that by what you are
doing and what you are saying.

Now, can’t you get together with these gentlemen and agree? I am
talking to all as well as you, in asking this. I want you to get together.

Senator Warsw. Didn’t T understand the Army to say that there
was a question of policy here? That if the committee and the Senate
accepted the Navy point of view, they would not object

Mr. BrabLEY. %'so understood it, Senator.

Senator Warsua. But they wanted to put the two alternatives before
us for our study and consideration.

Mr. Braorey. Yes, sir. :

Senator Warsi. But I do not understand there is any hostility be-
tween you.

Mr. Braprey. Oh, no. K
Senator Warsi. Or that there is direct and complets opposition to

this proposal of the Maritime Commission and the Navy.
Mr. Braorey. Noj our relations are entirely cordial and we are in

thorough and complete cooperation,
Senator Warsn. And it is very proper to put it before the com-

mittee.
Mr. WiLiam L. Marsory. Purchases Division, Legal Branch, War

Department. I do think that it might be well for us to sit down and
see whether or not, in the light of the situation, we might agree on
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gome slight change in the wording of the Navy amendment which.
would accomplish the result, and I would like to suggest that we do
that today.

Senator Wavrsm, Spenking for ourselves, I think Senator Vanden-
berg and the other members agree that our disposition is to reach out,
gs fa?r as possible, to limit profits. Isn't that right, Senator Vanden-

er, :

Sgenntor Vanoexnera, Totally so; <o long as you don’t impair the
war effort, and so long as you do not drive war contractors needlessly
crazy.

What I would like to know is, under the Navy definition, what
would be excluded from renegotiation which is now included?

Mr. Kenngy. Those articles not specifically destined to become a
part of an article called for under an original contract.

Mr, Brabrey, Senator Vandenberg ag(ed specifically what articles
would be included under our definition.

Senator Vanpenpera. Excluded under your definition, which are
now included in renegotiation.

Mr. Kenney. The definition that has been included in the com-
mittee print No. 4 is the same definition of subcontractor that we
had been using prior to the Aluminum Co. case, and that definition
includes the first tier of subcontracts below the prime contractor,
with three minor exceptions. One with reference to supplies, mate-
rials, articles, or equipment specifically destined to become a com-
ponent part. In other words, if you have a particular type of alu-
minum forging or steel forging that is only manufactured for a war
product, that 1s a subcontract within the meaning of that statute,
even though it may be below the first tier. Then there are two other
instances. Where a subcontractor is selling a finished article, is fur-
nishing a portion of the finished article that the prime contractor is
furnishing, any contract he enters into is likewise classified as a
subcontract.

In other words, if A has a contract to furnish 100 automobiles to
the Government and he sublets a portion of that contract to furnish
50 of those automobiles to the Government, any contract of the per-
son who is to furnish the 50 makes is also a subcontract.

Senator Vanpensere, Take copper, would that be a prime contract
or g subcontract? :

Mr. Braprey. The purchase of copper would in most instances
probably be excluded from the sttaute because copper would proh-
ably not be purchased raw by the prime contractor.

Senator Warsm. It would be processed before the prime contractor
purchased it ?

Mr. BrapLEY. Yes.

Senator McKeLLar. And therefore come within this law.,

Senator Vanpenpere, On the contrary, it would not. Does it, or
doesn’t it ?

Mr. Kenney. I would say it would not unless the raw material was
sold directly to the prime contractor,

Senator WarLsa. On your amendment, it would be,

Mr. Brapiey. It would be if you could identify its destination as
being under a war contract; merely identify it. Usually you can’t
from our standpoint. The War Department may have a different
slant on it, because they will run into a different type of contractor.
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Senator McKeLLar, How would the lumber equation work out there?

Mr., Kenney, Lumber would be included within the definition of
subcontract if lumber was sold to the prime contractor,

Senator VaNpenpero, It secems to me that there is a reason for
treating raw materials differently than finished products, particularly
in metals and oves the raw materinl is reco nize(F by this committee as
being a product which is not replaced, an(Fgoing back to copper, it is
mined once, and that is all there is to it, and we recognize the ({epletion
involved, and I don’t believe that technical consideration ought to he
submitted to rencgotiators,

Mr. Kenney. May I point out also, Senator Vandenberg, that in
paragraph I of the statute, there has been excluded from the purview
of the statute agreements for commodities, the minimum price for the
sale of which has been fixed by a public regulatory body. That will,
in itself, exclude a certain number of raw muaterials, we believe, The
Bituminous Conl Act establishes a minimum price at which cosl may
be sold, so that would be excluded under that section.

Senator Vanoensera. Well, the whole point is that we have spent
a week in this committee on the tax bill, trying to legitimately recog-
nize the fact, but there are some raw materials which when, once pro-
duced, are really a drain upon the capital account, and we allowed
definite and specific consideration for it.

Senator McKeLLar. Depletion, )

Senator Vanbennera. Depletion is one phase of it. I don’t believe
that a thing as technical as that, as it has been demonstrated to be
in our hearings, could possibly be adequately considered by renegotia-
tors who have no intimate professional information on the subject.

Mr. Braprey. It is a vanishing asset. ) ) )
Senator VANDENBERG. A vanishing asset is the thing I am talking

about.

Senator Warsa. Take the case of lumber, If the prime contractor
purchases the lumber it is subject to renegotiation but if the prime
contractor purchases the lumber in crates, it is not subject to it, not

subject to renegotiation. o ‘
Senator Vanpenpera. I think it would be fine if you could get to-

gether on a decision,

Mr. Kenngy. I think you will find under a practical application or
the Navy definition of “subcontract” that most raw materials will be
excluded, unless it falls into the two categories, that it has been specifi-
cally destined to the finished article, or it is sold directly to the prime
contractor, :

Senator Vanpensera. I can see the necessity for a little latitude at
that point, but I can’t see any justice in submitting vanishing assets to
a renegotiator who cannot possibly be competently equipped to deal
with the vanishing-asset value.

Mr. Kenxey. Well, that is particularly true, Senator, where a price
at which that has been sold has been fixed by a public regulatory body.

Senator VANDENDBERG, It is true in almost every instance.

Mr. Kenney. It is certainly true of gold and silver but there would
be nothing——

Senator VAnpENBERG. Please don’t talk about gold and silver if you
are talking about doing something to profiteers.

Senator WarsH. Does the Navy desire to be heard ¢

Mr. Kenney. I am from the Navy, Senator.
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Senator WaLsH. Do you desire to make a statement ?

Mr. Kenney. No.
Senator Warsu. Will you make an effort to reach an agreement ?

Mr. KenNNEY. Yes, sir; we will,
Senator Warsm. And submit it to the committee. Is there anyone
else who desires to be heard?
(No response.)
. S(‘-l]léltor VanpENBEKG, Are there any of the critics of the bill to be
earc
Senator Warsi. May I suggest that in the record you will find pro-
posed amendments from manufacturers and producers and that you
gentlemen study them and give us your views about them, and there
will be put in the record today some further amendments, that are pro-
posed by other than department representatives, and I suggest that
they be studied and that your views be presened to the committee.
Mr. Marsury. We will present you with a statement on our position
on the amendments, sir.
Senator Warsx. We will now hear from Mr. Foreman,

STATEMENT OF H. E. FOREMAN, MANAGING DIRECTOR, THE
ASSOCIATED GENERAL CONTRACTORS OF AMERYCA, INC.

Senator Warsu, State your full name for the record, please,

Mr. I'oreran. Herbert E. Foreman, managing director of the Asso-
ciated General Contractors of America, Washington, D. C.

Senator Wacrsir, That association includes what kind of contractors
and how many ¢

Mr. Foreman, We have a membership of approximately 3,000 that
are doing about 80 percent or better of the war construction work
throughout the United States.

Senator Warsn. You may proceed.

Mr. Foreman. This law, as now constituted, has developed many
serious problemns as the same applies to construction contractors. The
continuing contingency until 3 years after the war affects the credit
of construction contractors and consequently their capacity to handle
war construction work. Furthermore, the law is not clear as to the
liability of the prime contractor for such excess profits as may be
found to have been naid to a subcontractor.

The law is not clear and, in fact, appears contradictory with regard
to the size of contracts to be subject to its provision, WKi]e only con-
tracts of $100,000 or more are to contain a renegotiation provision, the
policies and procedures issued by the War Department point out
that this does not mean that contracts smaller in scope are not likewise
subject to renegotiation. It is difficult to understand such a circum-
stance where one contractor is placed on notice is not required with

. respect to another class of contracts, yet dll are subject to the same

procedures,
The law, as presentl?' in effect, does not limit the number of rene-
)

gotiations that may be had nor provide a means for making any rene-
gotiation final until the law shall run its course, namely, 3 years
after the war.

The law is not absolutely clear as to whether individnal contracts
are to be renegotiated soparately or all contracts held by a given con-
tractor are to be renegotiated collectively and there is a probability
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that it can and may be done both ways with respect to the same con-
tracts and the same contractor.

The present law does not make proper provision for the handling
of tax reports and the payment of taxes. The present law does in-
clude a retroactive feature imposing a new condition on contracts in
existence as of April 28, 1942, Unger the present law every contract
subject to it becomes a cost-plus contract—the type of contract that
the Congress determine to bar at the time that the defense program
was first undertaken. If the committee feels that the war effort is
advanced by the retention of this law, then substantial amendments
should be made so as to clarify and correct the ambiguities and in-
justices arising from the present law,

Study has been given to the proposed amendments presented by the
War Department and largely concurred in by the Navy Department
and the Macitime Commission. While these do to some extent clarify
patent ambiguities in the present law, they generally do so at the
expense of placing almost unlimited discretion in the hands of the
various departments, They provide quite unusual powers to exempt
certain classes of contracts without clear definition as to the types and
would appear to place the administrative officials in a rather precar-
ious position in making these determinations.

These proposed amendments do not yet spell out in so many words
the exact liability of a given contractor for excess profits held by a
subcontractor. They do not indicate how far back along the line
the renegotiation shall carry, whether only to the subcontractors of
the second degree or on back to the third, fourth, and fifth, until
the point is reached where raw materials are obtained.

There is no ample clarification as to the position of contracts less
than $100,000. As a matter of fact, there is a definite new ambiguity
in that all contracts over $100,000 must include a renegotiation cﬁtuse,
while it is ctherwise proposed that if the total volume of business
did not exceed $250,000, there should be no renegotiation.

Under this circumstance, a given contractor might have a single
contract over $100,000, containing the renegotiation clause, but less
than $250,000 and thereby not subject to renegotiation. \’Vhile, on
the other hand, another contractor might have many contracts of less
than $100,000, none of which contained the renegotiation provisions
in the contract—the total would exceed $250,000 and as a consequence,
under present interpretations, would be subject to renegotiation.

With respect to clauses of contracts subject to renegotiation, it is
recommended that all construction contracts let on a fixed-fee basis
be specifically exempted from renegotiation, either separately or in
conjunction with other contracts, for the reason that the fixed fee is
a service fee and not a profit and has already been certified to by
the Secretary of an appropriate department as being within the limits
set by Congress and as being reasonable and that the best interests of
the United States would be served by letting the particular contract
_on such basis,

A great many construction contracts have been let and are being
let as a result of competitive bidding. The competitive bidding pro-
cedure long ago set up up as a proper means of safeguarding public
interests in the procurement of construction needs of the Government.
The successful bidder being the low bidder has already saved the
Government money to the extent that his bid is less than that of his
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competitor, He has assumed all risks and has guaranteed his per-
formance with a surety bond.

It would appear that.there is no reason to renegotiate other than
contracts which were originally negotiated, that is, neither secured
after competitive bidding nor on a known fce,

In the testimony of the War Department it was noted that there
was an intention to consider all of the contracts held by a given con-
tractor and renegotiate these at the same time. This may be a proper

rocedure on contracts for manufactured products, but it should not

e standard and subject to no flexibility with regard to construction
contracts, An option should be provided to renegotiate the indi-
vidual contract or handle *hem collectively as might appenr just and
equitable,

The reason for this assertion is that, in order to handle the un-
usually large projects under the war program, it has been necessary
tor contractors to form combinations in the form of joint ventures.
Thus we have a circumstance that three or four contractors may under-
take a single job jointly, one or more of whom are partners of other
joint ventures with entirely different partners. Thus a very compli-
cated and impossible situation will result unless an optional provision
is inserted.

On the subject of contracts on which the final estimate has not been
paid on April 28, 1942, making these all subject to the renegotiation
clause—this presents a serious situation with respect to contract law
and upsets one of the cardinal principles on which all contracts are
founded.

With regard to construction contracts, there are many situations
where the work was entirely or substantially completed at the time
that this law was passed and the final estimats was being held up
pending adjustment of minor items. There are many cases where
the adjustment of these final items was held up unusually long be-
cause of the volume of work being handled by the departments con-
cerned and where, under ordinary circumstances, payment would have
been made and the law would have no application.

It is recommended that, the committee give consideration to some
provision with respect to contracts which had been substantially com-
pleted at the time the law was passed. Without a doubt the most
needed amendments are those which would cast out all construction
profits upon which tax reports and payments have been made prior
to the passnge of the law, and in order to fix a definite time during
which renegotiation shall take place and in order that the taxpayer
may know on what he must make his future tax report. Such an
amendment would appear to be of first importance to this committee in
order to facilitate the operation of the revenue laws and to avoid the
necessity for credits and offsets, and so forth.

It is desired here to offer a specific amendment which it is believed
will completely be germane to the subject of the revenue laws and
which will clarify the position of the taxpayer to a major degree.
The amendment is as follows:

Section 403, Public, 528, shali be administered so as to facllitate tax reports
and collections under the revenue laws, To enable the taxpayer to report
earnings for the taxable year such renegotintion of contracts as are authorized

under sectlon 403, Public, 628, shall be had previous to the date before which
a taxpayer must make rcport under the revenue laws on earnings from such

.
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contracts for the taxable year, and such renegotiation shall not consider profits
earned or reported durlng n previous taxable year, Any such rencgotintion shall
be final and conclugive for the taxable year after the last filing date for a
taxable year. :

That is the extent of my statement, Mr, Chairman,

Mr. Marsury. We should like to have an opportunity to study the
statement and make a reply.

Senator Warsu. That will be permitted, and the reply will be
welcome,

Are there any questions to be asked of the witness?
I Senator MoKeLLar. I would like to have a copy of the statement, if

may.

Sel):ator Warsu. Have you extra copies of your statement?

Mr. Foreman, I have. I notice there are some typographical errors
in one or two places, but I think it is reasonably intelligible.

Senator WarsH, Very well,

Mr. Foreman. Thank you, sir,

Senator Warsit. Do any of the departments desire to make a com-
ment on the statement just made? That will be made later, I assume,

That will be all.

I want to put in the record a letter and statement from the American
Institute of Architects, :

(The letter and statement above referred to are as follows:)




STATEMENT OF THE AMERICAN INSTITUTE OF ARCHITECTS
SEPTEMBER 20, 1042,

‘Hon. Davip I. WALSH,
Chalrman, Subcommittce of Committce on Finance,
United States Scnate, Washington, D. C.

DEAR SENATOR WALSH : The architects and the engineers are very much wor-
ried by the wording of the proposed draft on profit Umitation, which is under
consideration by your subcommittee.

No doubt the subcommittee’s attention has been prineipally concentrated on
the limitation of profits of manufucturing concerns and construction contractors,
but it appears to us that the wording of the draft Is such that, if passed in this
form, the many contracts between the Army, the Navy, and some other agencies
and architects and engineers for professional services might be subject to the
same Interpretation as to limitation of profits—that is, limitation to & percent
of thelr costs In thelr own oftices and field organizations,

Such a limitation would be analogous to limiting a lawyer to a personal com-
pensation of 5 percent of the cost of operating his own office, and it would seem
to us to be obvious that no lawyer, doctor, or other professional man could hope
to stay in business on this basis,

We attach a statement on this subject, which we hope you will present for
your subcommittee’s consideration in this connection. For the convenience of
the members of the subcommittee, we are taking the liberty of sending coples
of this letter and statement to them,

The writer Is ready to confer with you briefly on this subject at any moment,
at your convenience, if you will be kind enough to spare this time in the interests
of the body of architects in thig country.

With kindest regards,

Very sincerely yours,
D. K. FISHER, Jr.,,
Washington Representative, The American Institute of Architects.
SEPTEMBER 29, 1042,

PROFIT LIMITATION—STATEMENT FROM THE WASHINGTON REPRESENTATIVE OF THE
AMERICAN INSTITUTE OF ARCHITECTS RE OUTLINE DRAFT OF PROPOSED T'AX T.IMIT-
ING EXCESSIVE PROFITS AFTER OTHER TAXES DATED SEPTEMBER 7, 1042

1, The proposed draft appears to include contracts furnishing professional
services only, on the same basis as contracts furnishing manufactured articles
(guns, tanks, ete.) or construction. .

2. Contractors furnishing professional services only, such as architects, en-
gineers, and lawyers, use a negligible amount of materials or of capital in the
process of furnishing their personal services. Their costs are wholly overhead
costs (such as rent, heat, light, telephone, etc., for their offices ; stationery, draft-
ing supplies, and so focth; authorized travel expenses, and so forth) and the
salaries of employees (relatively very few in number compared to labor pay rolls
in manufacturing or construction).

3. In the majority of contracts for professional services on war projects, the
basis of compensation is either (a) a fixed fee, or (b) reimbursement of certain
of the costs, plus a fixed fee, the latter to cover many of the overhead costs and
all of the personal compensation of the principals furnishing the services.

In most instances, the fixed fee item is determined by the Army, Navy, or agency
officer concerned at rates far lower than have been established by years of accepted
peacetime practice,

4. The established peacetime practice has been that compensation for profes-
slonal services be determined by a percentage of the cost of the project designed
(not by the costs of the designer’s services). Such fees have varied from 6 per-
cent or more of the cost of small projects to as low as 114 percent on very large

or repetitive projects,
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5. The compensation of architects and engineers has been notorlously modest,
even in the best of times, and these practitioners have weathered their lean years
only by accepting privations to which comparably educated and experlenced
persons in industry and business are not accustomed. It must be obvious that if
this conditlon has obtained, on faes averaging, say, 4 percent of the cost of the
projects they have designed, they cannot now hope to remain in practice of their
professions and in readiness to serve thelr country, if their compensation fg limited
to b percent of whatever portlon of that assumed average fee was thelr actual
Yormer profits,

9. Of the approximately 15,000 registered architects recently in pmctlcé. a large -

numi,ci nave already been forced out of practice by the restrictions on critical
materlals. The services of the remaining stronger offices can only continue to
be available in the war effort, if the principals are permitted to continue to make
a fair modest income.

7. It {8 requested that specific attention be given to this subject In the wording
of legisintion, and that the high standards of architectural and engineering serv-
fces be not completely destroyed by inadvertent inclusion of their contract rela-
tions to the war cffort in provisions intended to regulate quite different conditions.

D. K. EstE FI8HER, Jr.,
Washington Representative, The American Institute of Architects,

T i il
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STATEMENT OF LARUS & BRO. CO., INC.

UNITED STATES SENATE,
COMMITTIEE ON RULES,
September 29, 1942,

Hon. Davip 1. WaALsH,
United States Senate,

My Dear DAvip: Enclosed is a letter I huve received from My, W. Brooks George,
Larus & Bro. Co,, Inc., Richmond, Va.

I shall appreclate your kindness in writing Mr. George,

With best wishes, I am,

I"aithfully yours,
’ HARrry F. Bynp.

Enclosure,
Larus & Bro. Co., IN0,,
Richmond, Va., Scptember 28, 1042,
Re renegotiation of war contracts.
Senator Hakey F. Byrp,
Senate Office Building, Washington, D. C.

Dear SENATOR BYrRD: On Tuesday, September 22, Mr. William L. Marbury,
Purchasers Division, Legal Branch, Service of Supplies, War Department, ap-
peared before the Senate Finance Committee concerning renegotiation of war
contracts, From page 88 of the September 22 report, Hearing Before the Com-
mittee on Finance, United States Senate, we quote a statement by Mr. Marbury:

“If a statutory deflnition Is adopted, it might properly exclude agreements for
raw materials or standard commercial fabrieated or semifabricated articles, The
prices of articles of this character are subject to regulation by the Office of Price
Administration and are reasonably susceptible of such generalized treatment,
Any excessive profits resulting from increased volumes of such business can be
satisfactorily handled by the excess-profits tax, If the contracts and purchases
of these supplies and materials are excluded, renegotiation will be limited to prime
contracts and to subcontracts with ghose doing specialized war work.”

From the above we believe it is the intentlon of the War Department to exempt
from renegotiation all war contracts for raw materials or standard commercial
fabricated articles ordinarily sold for civilian use, subject to regulation by Office
of Price Administration,

On pages 44 and 45 of the hearings Mr. Marbury filed with the Senate Finance
Committee suggested amendments to the Renegotiation Act, but it does not seem
to us that he has definitly cleared up his intentions as they were stated on page 38,
Under “Exceptions,” paragraph 4 (b) of Mr. Marbury’s suggested amendments,
we have added an additional suggested amendment, 4 (b) (8), which we belleve
will definitely clear up this problem.

It it is still the Intention of the War Department to exclude standard fabricated
articles subject to Office of Price Administration celling prices, we would like to
see this amendment, 4 (b) 3, adopted und made part of the Renegotiation Act,

With best wishes, '

Cordinlly yours,
Larus & Bro, Co,, INc,

W. Brooks GEORGE,
Assigtant to Vice President.

135



136 RENEGOTIATION OF CONTRACTS

RENEGOTIATION OF CONTRACTS
(P. 45)
*

4. EXCEPTIONS

A new subsection (i) Is added at the end of the present statute permitting
certaln exemptions from Its terms.

(n) Governmental contracts: The contracts with any Federal or local ugency
or any forelgn government are completely exempted,

(b) Permissive exceptions: The Secretary Is authorlzed to exempt—

(1) Contraets to be performed outslde the United States; and

(2) Contracts where the profits can be determined with reasonable certainty
when the price Is established, such us certain classes of agreements, specified in
the statute as agreements for personal services, for the purchase of real property,
perishuble goods, or commodities the minimum price for the sale of which has been
fixed by n public regulatory budy, of leases and license agreements, and of agree-
ments where the period of performance under such contract or subcontract will
not be in excess of 30 duys,

() Contracts for raw materials or stundard commercinl fabricated or semi-
fabricated articles, ordinarily sold for civilinn use subject to regulation by the
Office of Price Administration ov other Fedeunl nuthority where the contract price
s at or below the maximum ceiling price fixed by such authority and prevailing
during the life of such contract or contracts.



AMENDMENTS SUBMITTED BY MINNESOTA MINING & MANUFACTUR-
ING CO, ST. PAUL, MINN,

AMENDMENT

to sectivn 403 >f Public Law No. 628, approved April 28, 1942, Seventy-seventh
Congress, second session, suggested by John L. Connolly (representing Minne-
sota Mining & Manufacturing Co., St. Paul, Minn.

, PROPOSED AMENDMENT

Add the following ns paragraph b to section 403 (a) :
“(5) The term ‘subcontract’ means any purchase order or agreement. with a

prime contractor to perform all or part of the work or to make or furnish any
article required for the performance of a contract with the Government, except
orders or agreements to furnish (i) raw or natural resource matervinls; (i) stand-
ard commerclal fabricated or semifabricated articles ordinarily sold:for civilinn
use; (il) artlcles of a type not speetally designed for the performance of such
contract with the Government by a prime contrnctor; or (ilif) artleles for the
general operation or maintenance of the contractor's plant. The term ‘article”
includes any material, part, appliance, assembly, machinery, supply, equipment,

or other personnl property.”
EXPLANATION

1. The amendment above proposed conflnes subcontracts to those of the first
degree.  Subcontractors of subcontractors are execluded. It is believed that con-
fhning renegotiation to prime contractors and subcontractors of the first degree
will adequittely serve the purposes of the Government. Extending renegotintion
to subcontractors of the auth degree would immeasurably Inerense the work of
the Government without affording proportional benefits, It is lmpossible to
predict the volume of and the time required to renegotiate all contracts that in
some degree or other are connected with the war effort or have to do with work
or materials flowing Into that effort.

2. The amendment proposed eliminates consideration of subcontractors who are
materialmen, In general, maximum prices are set for materials that are fur-
nished to prime contractors. The fixation of these maxintum prices necessarily
affords protection to the Government and sufficiently prevents excessive profits
arising out of contracts denling with materlals.

3. The amendment proposed says that no one who furnishes “articles of a type
not speclally designed for the performance” of a prime contract is to be considered
as a subcontractor, Cost figures and profits relating to furnishing of articles not
s0 designed, but so designed that they are sultable for civiliah use, could with rea-
sonable certainty be ascertnined by both the prime contractor and the materinalman
on the contract date. The elements of speculation and prophetle estimation as to
probable costs and profits that attend the proposed manufacture and delivery of an
article of special design for a Government contract and therefore the contract price
ave absent where the article is not so speclally desigued.

4, The amendment proposed leaves to taxation the recapture of profits made
by those dealing with the prime contractors who do not fall within the definition
of a subcontractor. This is a salutary purpose. It i8 belleved that section 403
never would have been enacted if it had been more fully renlized that recapture
of profits conld be ndequately accomplished by taxation. The more the nccomplish-
ment of the Government's objectives can be left to the more deflnite machinery
and processes of taxation, the better will be the general results and the more
business incentives will be maintained and fostered.

5. Greater certainty is required in the provisions of the act, and the proposed
amendment furnishes this in part,

Joun L. ConNoraY,
Vice President and General Counagel,
Minnesota Mining & Manufacturing Co. of St. Paul, Minn.

SEPTEMBER 20, 1942,
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STATEMENT OF POLICY OF THE BURFAU OF INTERNAL REVENUE

Advlee is requested as to the polley of the Bureau of Internal Revenue with
respect to the adjustiient of income and excess-profits tnxes In cuses in which
Government war contruets are renegotinted and §t is dotermined by the re.
negotinting department or ageney that excessive profits have been, or are Hkely
to be, putid to the contractor oy subcontractor, and In cases where, pursuant to
action by the Comptroller General, an [tem for which a taxpayer has been
relmbursed i3 disallowed as an ftem of cost chavgeable to n cost-ptus-a-fixed-fee
contraet, the taxpayer being required to repay to the Government the amonnt
of such disallowance,

Under title IV of the Sixth Supplemental National Defense Approprintion Aet,
1042 (Publte Law 538, 77th Cong., 24 sess), certain Government departients
or ngencles are anthorlzed and dlvecied to vequire contractors or subeontractors
to renegotiate the contract price with respeet to desigonted contracts and sub-
contracts in eare any amounts or excessive profits have heen, or nre HRely to be,
realized thevefrom and to recover such excessive profits patd, or to withhold
puyment it the protits have not been pald,

‘The determination of the amount of the excessive profits and the making of
an agreenment with the contractor or subcontractor in yegurd to the methad by
which vepayment to the Government of the excessive profits Is to he effected
are matters within the jurisdietion of the particular rvenegotinting department
or ageney. The Burean of Tauternnl Revenue hias no authority to funcilon in the
determination or collection of these excessive profits. 'I'he Burean, however,
upon request of the partles to the renegotintion will advise them of the mauner
in which the rencgotintion will affeet the conteactor's Federal hicome nnd excess-
profitg taxes.

The determination of tax labilities and the colleetion thereof are under the
ndmindstration of the Burean, together with the moking of rulings and closing
agreements, under seetion 3760 of the Internal Revenne Code, with the taxpayer
with respeet to elther actunl tax Hability for any taxable year or prospectively
with respeet to proposed transactions,

In case the renegotiating agreement provides for reduced contract prices to
he vetronctively appljed to prior taxable years for which returns hnve been filed
and the income and excess-profits taxes pald or assessed, repayment to the Gov-
ernment of the exeessive profits on which such taxes have been pald or assessed
will be fnvolved in the settlement.  This valses the question, “If the contractor
or subcontractor repays the entire amount of such excessive profits to the Gov-
ernment, should the Burenu be vequired to refund the income and excess-profits
taxes paid on such excessive profits?”  The position of the Bureau s that only
the amount of such profity In excess of the Federal income and excess profits
tuxes pald or nssessed thereon should he repald by the contractor or subcon-
tractor, and no refund or abatement of such taxes should be made, since the
taxes should be considered ag a recapture of & portlon of the excesslve profits
and ag such o proper offset against the total excexsive profits,  The remainder
of the excessive profits would be recaptured through repnyment thereof to the
Government by the contractor or subcontractor, The repayment shonld not be
allowed ns a deduction in the Income and excess-profits tax returng of the tax-
puyer for any taxable year. ‘1w do so would result in a double tux beuefit where
the Income and excess-profits taxes huve been offset againgt the excessive profity,
Even though the right to such offset is foregone by the taxpayer and the offset
i8 not made, the repayment should not be allowed as a deduction ln the taxpayer's
returng, since the taxpayer should not he permitted to forego the right to the
offset for the sake of obtalning n deduction for a year for which the deduction
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will rolsult fn a greater tax benefit, This may be Mustrated by the following
cxample:

Bzample~"The M Corporation filed a return for the calendar year 1041 on
March 15, 1042, reporting therein an amount of $1,000,000, which was subse-
quently in the year 1042 held by one of the designated renegotinting agencles
to be excessive profits realized In performance of a contritet, on which excessive
profits income and excess-profits taxes aggregating $100,000 were paid. The
$400,000 tuxes should not be retunded and the remainder of the excessive profits,
or $600,000, should be repald by the corporation to the Government.  The amount
of 600,000 repaid to the Government will not constitute an allowable deduction
from gross fneome for any taxable yenr, ‘This produets the correct results,
Kxeessive profits, before Federal taxes, of 21,000,000 would have been recaptured
by the Government, $100,000 through the medium of taxes and $600,000 by direct
repayment to the Government, with no uftermath affeeting Federal tuxes. ‘To
hold otherwise, for Instance, to hold that the $1,000,000 should be repald to the
Government and allow such repayment ag a deduction for fncome tax purposes
for the year 112, when the effective rate of tax, for example, in 6 percent,
would produce the following incorrect result: ‘The tax benefit {n 1942 would he
$730,000.  The taxpayer would have pald $1,100,000 to the Government and de-
rived a tax benetit of $750,000.  The taxpayer, therefore, would have patd only
SUML0 net to the Government, whereay the excessive profitg admittedly were
S100O0000,  Different results would be obtalned fn other eases depending upon
the factors of fncome and effective rates of taxes being different from those in
this example.

In case the renegotinting agreement determines reduced contreact prices to be
charged during the year of the agreement or subsequent thereto, or o repay-
ment {s to be made in Heu thereof which fs not applicable to profits for a year
for which an income tax return has been tiled, and on which profits income and
excess-profits taxes have not been assessed or pald, gross fncome to be reported
in the returng for such vears should be reduced to conform with the reduced
prices, or in case of repayment, a deduction may be taken in computing net in-
come, provided excessive profits determined to have been realized and received
by the taxpayer are repald to the Government.  Likewise, In cnse the redueced
contract prices are determined for the lmmediately preceding taxable year or
repayment s to be made in Heu thercof, and the income and excess profits tax
returnsg for such year have not been flled at the time of sueh determination, the
gross fnceme for such preceding year may be reported to conform with the re-
duced prices agreed upon, or a deduction may be tnken in computing net income,
as the case may be, provided the taxpayer repays to the Government the excessive
profits determined to have been rvealized, No deductlon from gross income will
be allowed for any other taxable year for the amount of such excessive proflts
so repald. This may be {llustrated by the followlng example:

Erample—~—'"The X Corporation filed n return for the calendar year 1942 on Marveh
15, 143, In February 1043 it wns determined that the taxpayer had realized
during 1942 excessive profits in the nmount of $1,000,000 and the partles agree
that during 1843 repayment of such excessive profits will be made to the Qovern.
ment in designated nmounts per month until the entlre amount of the $1,000,000
excessive profits 18 repald. The gross Income to be reported hy the corporation
In {ts return for 1942 xhould not fnelude the §1,000.000, and no tax attributable to
excessive profits will thuy be assessed or pald.  No deduetlon from gross income
wiil be allowed for any year for the amount of the excessive profits excluded from
gross Income and repaid to the Government,

In cases of rencgotintlon ngreements with respeet to years for which fncome
and excess-profltg tax returns have not been flled and fncome and excess-profits
taxes not assessed and pald, the reduction in gross income may be made, or the
deduction may be taken in computing net income, as the case may be, although
the renegotlating agreement has not been completed, provided nt the time of
filing the return the negotintions have progressed to guch a stige that the amount
of the reduction in gross income, or the amount of the repayment In lieu thereof,
is certain, and in filing the fncome and excess-profits tax return such reduction

I8 made or such deduction 18 taken.,
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The Bureau, upon request of the partles to the renegotintion, in any case will
advise them relative to the amount of excessive profits previously recaptured
through the medium of Income and excess-profits taxes puld thereon,

In addition to the above stated constderations for the basis of the position of
tho Bureau that refunds of fncome and excess-profits taxes should not be allowed
in such enses, it may be stated that if the Burenu should be required to muke
refunds of the taxes pald on excessive profits repald to the Government because
such excessive profits have been determined before the taxes, hnstead of after
tho taxes, entively fgnoring the previous recapture of a portlon of the excessive
profits through the medivm of such taxes, and approprintion from Congress to
provide funds for such refunds would he necessary. ‘The estimate of the sum
necessary for such purpose logleally would be based upon information from the
negotinting ageneles relative to the income and excess-profits taxes pald on the
excessive profits recaptured by such agenetes without reducing the excessive
profits by the nmount of such taxes previously paid therveon,

What has been sald above appliex with equal foree to cases involving a cost-
plus-a-fised-fee contract where an ftem for which the taxpayer has heen relm-
bursed s disallowed as an ftem of cost chargenble to such contraet and the tax-
payer is required to repay to the Unlted States the amount disallowed.



PROPOSED AMENDMENTS
SEPTEMUBER U8, 1042,

RENEGOTIATION OF CONTRACTS

Amendient of the renegotiation statute Is needed to cover specitieally the
following :

1. The exemption from renegothation from the termn “contract” and/or “subcon-
tract” (Including contractor and subcontractor) of raw materinls or standard
commerclal articles,

In lHeu of the amendnient propoxed by Mre. Marbury, War Departmment, and set
out on page 41 of the hearings before the Sennte Finanee Committee, revised
Neptember 22 and 23, 1042, the following nmendment i= suggested as preferable

thereto.

[Note~-The subdivistons are marked with the letters and figures which
they would carry In the section.]

e (D). The term Yeontraet” or “subcontract” shall apply to any agree-
ment or purchase ovder to supply acvticles to the War Department, Navy
Department, or Maritime Conunission, or to any agreement to perform all or
uny purt of the work vequived for the porformance of another contraet except
to nprevinents or purchase orders to furnish (1) raw materials when unal-
loyed or nnprocessed beyond the final refining in commereial shapes or final
treatient process of the natural element. (H) standard commercial fubrl-
ciated or semifabricated artieles ordinarily sold for clvilian use and with
rexpeet to which st the thne of nmking the agreement or placing the purchase
order there was a general market price or a recognized difterential therefrom
or n celling price fixed by a Federal governmental agency, o (iil) artleles for
the genernl operation or mnintenance of a plant owned by the contractor or
subcontrnctor in those caxes in which the Government is not oblignted to
refimimrese the contractor or sunhcontractor for all cost of such arvtieles. The
term “article” fncludes any material, part assembly, machinery, equipment,
or other personal property.”

With thix amendment, elnuse () of sectlon 403 of the Sixth Supplenental
Nutionnl Defense Approprintion Act, approved April 28, 1042, should also be
amended, by adding at the end thereof the following sentence:

“(f) In every case in which rencgotintion shall take place under this
Kection the contractor or subcontractor shall be permitted to retnin out of
hiy protits for the perlod covered by the renegotintion—after due allowance
for all taxes—n sum equal to not less than 6% of the combined net snles
price of his war materials on which profits were reallzed during the perlod.”

The “natural-resource products” amendment placed in the hearing record
(supra. p. H7) by Keonator George woulid be helpful with perhiaps some refinement
of language to make certanin that it covers situutions outlined in subdivisions
(hy, (1), and (ii1), as referred to in the first amendment set out hereln,

The following amendment to section 403 (a) of the present renegotiation law
would corvelate therewith the profit Hmitation provision, after taxes, on volume
of business as provided by Senator George's proposed biil on this, and it may
be slmpler to work this Into the present renegotiation statute than to have it
repealed and the profit limitation bill enacted,  Subdivision (b) of this amend-
ment seems fate In that it apples the average normal profit, after taxes, per
unit of production of a particular commadity which in the normal case would
be a standard article in volume of productlon during the years 1037—10, inclusive,
Thix amendment would be in Heu of those heretofore suggested, and reads as

follows:
“Sec 408, (n) For the purposes of this section, the term ‘Department’
means the War Department, the Navy Department, and the Marltime Com-

71020—42—-—10 141



142 RENEGOTIATION OF CONTRACTS

misslon, respectively; in the case of the Maritime Commission, the term
‘Seeretary’ means the Chalrman of such Commisslon; the terms ‘renegotiate’
aud ‘renegotintion’ Include the refixing by the Secretary of the Department
of the contract price; and the term ‘excessive profits' mieans profits in ercess
of the higher umount of the follmcing: (a) 64 on sales after all tares, or
(b) avarage normal profit, after all tares, per unit of production of « par-
ticular commodity, as dctermined for the preacar pears of 19371938 1939
and 1936, 1Por the purposes of subscctions (d) and (¢) of this section, the
term Ceontract’ Includes a subeontract and the term ‘contractor® Ineludes n
subcontractor,”

2. Authorlty tn the War and Navy Departments and Mavitime Commission
to give a taxpayer an agreement or cettificate of tinnl renegotintion eacept
In the case of fraud or mutunl mistke of fact. ‘The procedure for securing
such final renegatintion certifleate or agreement shounld not be complicated ov
too cumbersome,

3. Authority tn the War and Navy Departments and Marltime Commission
for over-all renegotiation of contracts on an annual or fiscal yeavr basis of the
taxpayer.

4. Provislon ellminating from the renegotintion requirement and procedure,
all contracts or subcontraets less than $100,000, This s needed to mnke the
renegotintion problem of the departments workable and administrable,  Such
a provision would eliminate a great many ot the contracts and enable the
departments to concentrate their renegotintion work on the large and substan-
tial contracts. The high corporate nortnal, sur-, and excess-profits tax rates
will operate with sufieient fmpact on the small cases to warrant their exclusion
from the renegotiation provision.

b. 'Fhe War and Navy Departments and Marlthme Commlisston should bhe re-
quired to Issue regulntlons governing policy and procedure for renegotintion
of contracts so that this Informatlon Is avallable as a gulde to the publie.




STATEMENT OF TREASURY DEPARTMENT ON PROPOSED
AMENDMENTS

GENERAYL COUNSEL,
TREASURY DEPARYMENT,
Washington, October 2, 19}2.
Hon. DAvin 1. WarLsH,
Unitcd States Senate, Washington, D. C,

My Deag SeENATor: In conncction with the deliberations of the suhcommlittee
of the Finance Committee deslgnated to consider amendments to section 403
of the Sixth Supplemental National Defense Appropriation Act, you have re-
quested the comments of the Treasury Department with vrespeet to the suggested
amendments to that oct contatned in “Committee Print No, 5.”

While the amondments contalned in this print differ fn many detalls from
the amendments which have been proposed by the War, Navy, and Freasury
Departments and by the Maritime Commission, 1 shndl conflue my comments
to what I helieve to be the sallent feature of Committee Print No, 6. I refer
to the proposal to Hmit the definttion of excessive profits In such a way as to
leave subject to renegotintion only those profits which exceed 3 percent of the
contractor's total war business after deduction of Federal Income and excess
profity taxes.

In the testimony of My, Robert Flehholz of this Department hefore the sub-
committee on Septembor 30, he indicated that the problem of securlng war
nuterials as cheaply ag possible fnvolves more than taxatlon and profit Umlta-
tion alone. In cases In which the Government is bhelng charged an excessive
prive for implements of war, the contractor's profit Is only one of the cost ele.
ments of such price.  The excessiveness of profitsg, by which 1 mean the nmount
remaining to the contractor after deduction of all dlveet and Indireet manu.
facturing costs, will be adequately controlled by the excess proflits tax amend-
moents agreed upon by the Flnance Commlttee, while the contractor will at
tho snme thine be left nn adequate Incentive to efticlent and economical operation,
My, Elchholz also pointed out that a flat profit linltation provision does not
serve to control cost eloments other than profits.  Indeed, such a Mmitation
may often operate to Incrense such cost elements becnuse it eliminates Inecen-
tives to efficiency and thereby encounrages wasteful expenditure of labor nnd
materinls, Ilo stated that It was, therefore, the view of the Treasury Lepart
ment that a flat profit limitation provision would be an undesirablo gubstitute
for sectlon 403. Admittedly, if scction 403 18 so adminiatered as to take imo
account only a contractor's profits and to limit those profits by agreement, the
seetion 18 open to the samo objections as may be made to a profit lmitation
provision. The Department feels, however, thut sectlon 403 offers a real pos.
sibllity of an effective approach to the problem of controlilng excessive prices
it such prices are renegotinted primarily with an eye to the reasonableness
of all clements of cost.

Commlttee Print No. § in effect incorporates in section 403 the evils of a flat
profit limitation provislon, in that the contractor Is gunranteed a return, after
deduction of Federal taxes, of § pereent of his sales, 1t I8 thus open to the same
critielsms which are applicable to profit limitation.  Under the provisions of thn
print, no matter how excessive a price may be, no rencgotiation may be under
taken If the contractor's profits do not exceed the H-pereent figure.  The renego-
tinting agenceles ave thus forced to look primarily at the contractor's profits rather
than to the rensonableness of the costs for which he is being reimbursed by the
Government,

Furthermore, the B-percent figure appears to be unduly high it used as a
minimum betlow which renegotintion cannot operate.  Without having had the
opportunity to make a detailed study of the effects of thix provision ns it might
apply to partienlar taxpayers, it Is nevercheless belfeved that the overwhehning
mujority of concerns holding substantinl war contencts will net 5 pereent on
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thelr snles after payment of the fncome and excess-profits taxes contained 1n
H. R. 7878, The elaborate renegotintion mechanism would thus apply only to a
very few companles, probably mostly very small compuntes with a slow enpltal
turnover.  If, on the other hand, the S-percent figure were lowered to 2 op 3 per-
cent, the proviston would operate very ervatically,  Companies enjoying rapld
rates of turnover would escape renegotiation, while compunies huving slow rites
of turnover would not.

It should aixo bhe observed that Committee Print No. 5 proposed to inelude in
the measure of profits not subject to the renegotiiition 35 pereent of “net sales and
the gross amount recelved for services, neluding the amounts bhitled by the con-
tractor or subcontractor under any cost-plus-a-fixed-fee conteact and nllowed for
refmbuesement.”  This language would appavently include contvanets sueh as
fuelitios and construection contracts which contemplate no protfits to the con-
tractor, It would also include contracts such as management contracts which
contemplate an extremely small return to the contractor.  In the caxe of com-
punies holding such contraets together with fixed price and cost.plas-a-Axed-fee
contraets, the compuiny woulid be allowed much greater than a 5-percent return
on the lntter types of contraets hecnuse o much less than S-pereent return would
be recelved on the former types of conteacts,

In any event, It is belleved that a measure of profits not subject to renegotin-
tlon should not be cust In termy of profits after deduction of Wederal Income and
excess-profits taxes,  Renegotintion Involves arriving at a reasonable price for
articlexs purchased from a contractor.  ‘The reasonableness of a price should he
possible to determine without reterence to fndividunl and corporate taxes on
income.  The tmplicatfon that a contractor is entitled to n tixed vate of return on
his sales after all taxes, would appear to be that such a contractor is to be glven
n favored position not enjoyed by other (axpayers under our revenne lnws, 1
feel that the question of what Iy a reasonable profit on & war contract Is separate
and distinet from the question of the percentage of fncome to be left the con-
tractor after payment of Federal income and excess-proflts tuxes.  1'he former
question i8 a procurement problem and the Intter Is a tax problem. I feel that 1t
Is unwise to combine these two questlons in the way which iy nttempted by Com-
mittee Print No. 5,

In addition, the proposed deductlon of fncome and excess-profits taxes would
result In substantinl adminlstrative diffeultles,  Since the tax Habllities of many
contractors may not be finally determined for many years to come, renegotiation
agreements wounld have to be reopened far In the future to take account of tax
deficlencles Inter assessed or tax refunds later returned to the contractor.  Where
the tax inltinlly pald by the contractor in vespect to any yenr was sufliclent to
cnuse his net profit after taxes to be less than § pereent, and a substantinl part
of the tax were lnter refunded thus making his net return after taxes more than
6 pereent, seetion 403 would diseriminate In his favor unless the renegotinting
ageuey were uble to commence renegotintion at the time of the refund. It I8 not
clear under Committee Print No, 5, however, that the renegotinting ngency would
he permitted to renegotiate at that time, On the oher hand, if the tax inttially
pald by the contractor were insufficlent to reduce his net return after tuxes below
6 percent, and his contracts were therefore renegotiated, a later deflelency asserted
aguinst him might be sufficlent to reduce his net return after taxes below 6 per-
cent, In such n case It is not elear what remedy the contractor would have to
recover the profits which he had returned to the Government by way of the rencgo-
tiatlon procedure.

We want you to feel that we shall be glad to cooperate with yonr subcommittee
In 1ts further study of this complicated problem and to plnce hefore you all data

on the subject which 18 in our possession.

Sincerely yours,
RaNporrit B, Pavr,

General Counasel,

Senator Warsm, The committee will stand adjourned subject. to the

call of the Chair.
(Whereupon, at 12 o‘clock noon, the committee adjourned subject to

the call of the Chair.)




EXPLANATION OF COMMITTEE: PRINT NO. 5

SURNECTION (A)

Thix subsection is the sume px extsting law exeept for the addition of the definl-
tion of “volume" in paragraph (4).
SULSECTION (B}

T'his subsection follows the elarification of extsting lnw suggested by the War
and Navy Departments, with such varintions g nve necessary to bring it into line
wlth other provisions of this print --purticularly those providing for renegotintion
on n tuxable year hasiy,
PARAGRAVIL (€) (1)

This paragraph revises the existing lnw to make it clenr that renegotiation is
to he condueted on the baslts of overnll contrnet profits, as suggested by the
Depurtments, with an addittonal provisfon to mke it clear that such profits are
to he consldered with respeet to tuxable years used for Fedoral income-tax pur-
poses ending after April 30, 1042,

PARAGRAPH () ()

This parngraph contalng provislons sindinr to those In subsection (¢) of the
existing lnw revised nx suggested by the War Department. Tt also provides, ns
desived by the War and Navy Departments, that suretles shall not be liable for
repayment of excessive profits,  In addition, 1t provides that for renegotintlon,
constderation Is to he glven only to profits which vemain after Federal income
taxes, and that in no event shall such profits be deemed to be excessive If less than
b percent of volume on contracts subjeet to renegotintlon,

PARAGRAPH (C) (1)

This paragraph Is new and enumerates factors to he tnken Into account In the
determination of excesslve profits: many of these factors appenr In the War
Department’s stutement of Prinelples, Poliey, and Procedure, released Angust 10,

9
PARAGRAPH (€) (4)

This paragraph follows the procedure suggested by the Departments for tmpos-
Ing o Hmitation of thme within which to commence renegotlation. The provision
has heen revised to impose a Hmitation perlod of ¢ months and to provide for
renegotiation on the basis of taxable years used for Federal income-tax purposes,

PARAGHARH (€) (5)

"This paragraph provides, as suggested by the Departments, for finnl ngreements
in the event of an ngreement Letween a Seeretary and n contractor s to tho
amount of excessive profits.  Proper proviston Is made for reopening in cnse of

fraud, malfeasance, ot mistake,
BUBSECTION ()

'This subsection Is the sume as existing Inw except that It 1s provided that any
cost allownble for Federal income-tax purposes shall not be disallowed,

BUBBEOTION (F)

This subscctlon s unchanged from existing law. If not repealed, it should be
amended to apply to estimated costs of production, rather than actual.
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AUBSBCIIONS (¥) AND (1)

These subseetlons have been revised to provide that the operation of the sce-
tion shall terminate at the cessation of hostilitles except as to contracts pre-
viously made.  As In existing law, 1t provides that penulng court proceedings
shall not be affected,

8UBSECTIONS (1) AND (J)

Theso subsectiony r.eo new and provide exemgptlons from the sectlon with

respect to varlous ¢lasses of contracts, Including those proposed by the Depart-

ments,
BUBSECTION (X)

This subsec lon makes the amendments effective as of the date of enactment
of the origin i sectlon 403 and provides thut any provision of a contract incon-
slstent with he amendiments shall bo fnvalld,

BUBSECTION (L)

This subtection provides lmmunity from damages or penalties on account of
anything doae in good falth pursuant to sectfon 403 or on account of any contract
price fixed p wsuant to negotlation or renegotiation,




WAR AND NAVY DEPARTMENTS AND MARITIME COMMISSION COM-
MENTS ON PROPOSED AMENDMENTS TO SECTION 403, PUBLIC, 528

Ocronen 8, 1042,

Senator Davin I. Warsn,
Chairman, Subcgmmittee of the Senate Finance Committee
on Amendments to Section $03, Senate Ofice Building.

DeAR SENATOR WALsI ! Following the suggestion made by Senator McKellar,
the War Department, Navy Department, and Maritime Commission huve con-
ferred further with respeet to the defindtlon of “subcontract” and the excluslon
of raw materinly from rencgotintion under Section 403 and bhave agreed on
provisions which are belleved to meet the views expressed by members of the
subconnulttee,

The new definition of suhcontract, which should be substituted for the defluitfon
now set forth in pnragraph (a) (6) of Committee Print No. 8 reads us follows:

“(B5) The term ‘subcontract’ means any purchase order or ngreement to per-
form all or any part of the work, or to make or furnish any artlcle, requlred for
the performauce of unother contract or subcontract,  The term ‘artiele’ includes
any muterlal, part, assembly, machlinery, equipment, or other personal property.”

In order to exclude contracts and subcontracts for raw materials from the act
weo recommend that the proposed subscction (i) of Committee I’rint No. 8 be
revised to read as follows:

(1) (1) The provisions of this section shall not apply to—

(1) any contract by a Department with any other department, bureau,
ageney, or governmental corporation of the United States or with any Terrl.
tory, possesston, or State or any agency thereof or with any foreign govern-
ment or any agency thereof ; or

(11) any contract or subcontract for the product of n mine, oll 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;
and the Sceretarles are authorized by joint regulation, to define, interpret,
and apply this exemption,

(2) The Secretary of a Department Is authorized, in his discretion, to exempt
from some or all of the provislons of this section 403—

(1) any contract or subcontract to bo performed outside of the territorlal
Hlts of the continental United States or in Alaska;

(11) any contracts or subcontracts under which, in the opinlon of the

¢ Becretary, the profits can bhe determined with reasonable certainty when

the contract price 1s established, such asg certaln classes of agreements for
personal services, for the purchase of real property, perishable gootls, or
commodities the mintmum price for the sale of which has been fixed by a
public regulatory body, of leases and llcense ngreements, and of agreements
where the perlod of performance under such contract or gsubcontract will not
be In excess of thirty days; and

(111) a portlon of any contract or subcontract or performance thereunder
during a specifled period or perlods, if in the opinlon of the Becretary, the
pro;:slons of the contract are otherwise adequate to prevent excessive
profits.

A point made at the hearing that the requirement under subsectlon (b) to
fnsert the rencgotlation provision in contracts and subcontracts of $100,000 or
more {s somewhat inconsistent with the proviston of subsection (c) (8), exempt-
ing from renegotiation contractors with war sales of $250,000 or less s belleved
to have merit, Accordlngly, we recommend that the figure of $250,000 in sub-
section (¢) (6) be reduced to $100,000,
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With these moditications the War Department, Nuvy Department, and Maritime
Commisston concut in fecommending the ndoption of the amendments set forth
ln Committee Print No. 8. Consequently, Committee Print No, 4 as originally
submitted by the Nuvy Department I8 hereby withdrawn,

The subcommittee also requested our comments on Commitiee Print No, 5 the
amendments proposed by the Iumber und coal assoclations and the proposals of
the Assoclated General Conteactors of Amerles, Ine.

In substance Committee Print No. § 18 u revision of section 13 to embody the
prineiples set forth in the original proposal by Senutor George (Commnittee P'rint
No.1). We feel that this proposal 18 unsound,

In the fivst place, like the original proposal by Senator George, it deals only
with the elimination of excessive profits and not with the control of prices. By
lHmiting renegotintion to the end of the fiscal year the proposed nméndment will
nierely cecapture profits which lave alvendy acerued and will not permit the
comtinuous control of prices for future performnnce.  As was pointed out at the
heaving on September 20, we belleve that the control of current prices is vital
in order to control costs and to promote efliclent use of manpower, productive
equipment, and materinls,  This the proposed amendment wonld not ussist,

Secondly, by fixing o floor of 6 pereent of net s=ales and gross recelpts from
gervices after tuxes this proposal would cause sevious diffienities. The wide
diversity of conditions in war Industries makes apy stngle floor untair and an-
workable, If the floor helow which renegotintion conld not go is tixed low enongh
to be proper for industries with a lnrge tuen-over and heavy Government finnneing,
it will be too low for others with a small turn-over, and high capital, and using
thelr own funds, On the other hand, It the flgure s get on the basiz of these
latter companies, {t would allow excessive profits for the fiest type of producer,
As we pointed out in our original statement, any such loor witl he the minimum,
and In many cases will result in higher prices than those now belng pald, Of
course, the provislon for renegotintion ahove the floor is more flexible than the
provision for 100-percent tux on any excess ahove the floor, hut this change I8
not sufliclent to eliminate the sevions disudvantages of uny proposal which sets
a tixed percentage based on sules after taxes und applicable to the varled types of
war industrles.

The amendwents proposed by Lumber and ‘Timber Produets War Connudttes,
Nafonal Coal Assoctutlon, and Natlonal Lummber  Munufacturers’ Assoclution
would add four new subsectlons lettered (k) through () inclusive, to seetion 403,
Our comments theveon ave brietly as follows:

1. Subsection (k) would exempt contracts and subeontyacts for the purchase
of raw nnterialy, nntural vesource products, or any general commervelal com-
modity subjeet to a price celling.

The Maritime Commisston and the Nuvy Departiment both stated most strongly
at the hearings that any exemption of general commerelal commaodities wounld
prevent them from adequutely supervising prices of a lnrge part of the articles
dlrectly or indirectly procured by them.  In view of this the Way Department Iy
not disposed to fnstst on s enrller position and prefers to coneur In the attitude
of the Navy Department and Marvitime Commission,  ‘The new definition of “sub.
contract” and the addition to subsection (1) discussed above conform to thig
view hut will exempt raw materials,

We. therefore, oppose the propogal to ndd this subseetlon (k).

2, The second proposed amendment wonld provide that deductlons from gross
Income shall be allowed for any year for the mmount of uny excessive profits
excluded from gross ncome and repatd to the Government,

The purpose of this nmendment, It Is stated, 18 to Insare that & contractor will
not he required both to refund excessive profits and wlso to puy taxes on the
sume amount,

We helleye that this matter s adequately covered by the amendments alrendy
proposed and agreed to by the Treasury. The problem really hus two aspects:

(@) 1t the renegotintlon oceurs duving the fiseal year, und reduetions in price
ot refunds are made, the gross income of the company for the taxable perlod id
accordingly reduced, "The Trensury has recognized this in 1t rulings and stated
in tho hearings that it had no objections to a specttle provision to this effect in
the new revenue lnw.

(b) It the negotiation occurs after the close of the taxable year and taxes
have already been pald or are payable wlth respect to the excessivo prolits,
the mattar 18 covered by the amendments propoged by the Departments,  Under
subseetion (¢) (2) the Seeretary of a department s expressly divected to glve
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the contractor credit for any Federal taxes pabd or payable with resyeeet to the
excessive profits,

Thus, we feel that by the amendments already proposed the problem will be
fully dealt with, and that the suggested additlon of subsectton (1) would be
confusing and unnecessary.

4. The thivd proposal is to add o subsection (m) forbldding rencgotintion
of n contract or subcontruet more thin once and snaking it tinal exeept for
fraud or williful misrepresentution,

We do not believe that this proposal Is feasible or desivable,  In some eases
FOowill be necessary to revise the contract price more than once where conditlons
are uhieertatn or the contraet s for a long period.  In addition, where over-all
rencgotintion for a tiscal perfod is followed the performance of n contraet may
full within two fiscul perlods and therefore necessarily be dealt with twice,
The umentdments submitted by the Departments go as far as we feel Is necessary
or desirable to provide for final agreements, exemptions from further renego-
tintlon, and periods of limitation,

A4 The fourth qmendment proposed would Hmit section 403 to any contract
involving $100,000 or more.

The purpose of this new subsection Is to exempt smull contractors.  The
digliculty s, however, that a contractor might do a very large minount of war
busivess and stil be exempt under this amendment (f each of his contracts
were not less than $100,000. We feel that it is sounder to base the exemption
on tln" nggregitte sules under hix war contracts or subcontracts durvkng n tiseal
perlod.

Our proposed amendments therefore provide that subseetion (¢), providing
for renegotintion, shall not apply to auy contractor or subeontrnctor whose
aggregate war sules do not exceed 8250000, As we have stated above, we
now helieve that this figure in subseetion (¢) (5) might be reduced to $100,000
to conform to subsectlon (b),

In his statement on behalt of the Assocluted Genernl Contractors of Ametien,
Ine, Mr, H, B Forenmn objected to certain amblgulties in the stutute and to Hs
failuve (1) to limit the time of vencgotiation, the number of renegotintions, and
the size of contraets subjeet to venogotintion; (2) to provide for over-nll renego-
tiution; (3) to provide for offset of taxes nnd excessive profits, Al of these
polnts are adequately covered by amendments proposed by the Wi and Navy
Departments,  He also urged the exemption of cost-plug-a-fixed-fee contmets,
contracts let on a competitive basts, and conteacts substantinlly comploted hefore
el 28, and he proposed that renegotintion be required before the date for
filing tax returns,

Without dealing In detall with these suggestlons we helieve that the proposals
alrendy made for exemption and for miting renegotintion meet the needs in such
eases aid that blanket exemptions as proposed by Mr, Foreman wounld free from
rencgotiation certain contracts which should remain subject to such control.

For the reasons stated above at the hearing we coneur In urglng the adoption
of Committee Print No. 8 with the modificatlons stated at the boginning of this
letter.  In concluslon muy we express our appreelntion to the Finanee Committee
and to the subeommittee for the opportunity to state our views on this matter,

Kincerely yours,
Rouknr P. P'atrrnson,
Under Seerctary of War,
IFoRRESTAL,
Under Scerctary of the Navy,
TroMAS M, Woobwarn,
Commigsioner, Untted States Maritime Commission.



