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EMERGLNCY LEGISLATION - VIAR-TIME CONTRACTS o
by -

Captain Charles B, Cheever, J.,A,G.D,

The discussion this morning concerns the Legal Division
of the Planning Branch, O0ffice of The Assistant Secretary of
War. The peace-time work of the Legal Division may be grouped
under four general headings:+

1. The preparation of drafts of emergency lsgislation,

2¢ The formulation of policies concerning war-time
contract procedures

3. Preparation of drafts of war-time contract forms
in cooperation with the "far Contract Board,

4, liascellaneous legal matters,

In time of war the functions of the division are of
the same general r.ture as in time of peace. Additional war-
time functions would include the review of contracts that
have been entered into by the government to assure compliance
with law, and recomnendations concerning policies for the
adjustment of claims under war contractse

In time of peace the Legal Division is concerned
primarily with the emergency legislative programs An excellent
historical study of the development of the emergency legise
lative program 1s conteined i1n a monograph dated November 13,
1934  "Discussion of the Legal and Contract Phases of
Procurement Planning," by Captain E. M. Brannon« As copies of
that monograph have been distributed to you, I will not dwell
on the history of the legislative programs. Instedd I wall
outline the developments of the past year in connection with
emcrgency legislation and war-time contract formsa

During the last session of Congress the House of
Reprcsentatives passed Bill H.,R. 5529, cntitled "An Act %o
Prevent Profiteerirg in Time of "far and Thus Provide for the
National Defense, and Promote Peace," which provided for the
war-time mobilization of the nation's resourccs. The bill
was completcly revised by the Spocial Committee of the Semnatc
to Investigate the Munitions Industry, and was further
emended cnd favorably reported and r.commended for passage
by the Senate Malitary Affairs Committce. However, since
title I of the bill comprised a comnletc rcvenue act, the
Milaitory Affairs Cominttece recommended that the b1ll be
rcforred to the Finance Committec of the Senate for further
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con=idcralion. Vhen the first session of the 74th Congress .
adjourned, the bill hid not passed and was still in the
Senatc Finence Commithee,

Even though Bill H.R. 5529, 74th Congress, First
Session, vas not enacted by the Congress, the fact that its
passage was recommcnded by two Senate committbces after
cxtensive public hecarings, Justifies 1ts acceptance as a
me~sure that to a considerable cxbent represents the will
of Congress at this time, In 1ts final form the bill had the
aprroval of the ' ar and Navy departments, except as to the
provisions for tax~tion, taxation was considercd to be a
matter primarily for Congress and the Treasury Departmont,

The wmportance of this bill warr nts o discussion
of 1%s provisions. In rcporting out the bill the Senate
Committcc Investigating the Munitions Industry statcd that
the "measurc 1s 1n no sensc a military measurc, but an
cconomlc mcasurc, a considered plin to protect the cconomic
socicty and to cn~ble 1t Go operate at the highest officrency,
not only for the ~rmed forces of thc nation, but for the
protectim of our sociebty against cconomic collepsc eilther .
in the midsl of or at thc conelusion of a war," and "to make
the notiop~l defensc invineiblc by mecans of a conbrolled
universel usc of all our natural und mon-mode resourcese™
The b1ll 1s divided into six headaings, or, in legislative
termainology, titlcs

Title I = Income Tax.

Title IT - Industrial Managemcnt Provisions,.
Tatle IITI - Wir Resources Control.

Tifle IV = Securitics Exchongc Provisions.
Title V = Tar Financc Control,

Title VI = Gencral Provisions.

Tatle I
Taxation

This title compriscs a complelc revcnuc act for war-
timc purpoccs. The normal tax rates on individuels and the .
surtax rate< are drastically raiscd, The net effect upon
personal incomcs 1s the prevention of eny amnual nct income
of over $10,000,00 during a war ycar ovcr and above all
t.xation.
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The tax on corporations 1s also scverec, The corporation
tax 18 15% on thc first 2% of nect incomc cerned by the corpor-
ation alter all deductions, ctcey 25% of all incomc above 2%
and up to 6% -nd 100% on all incomc above thnt, as an cxecss
profits tax, Thus the maximum income ~llowed corporations
aftr1 payment of taxcs would bc 4.7% on their copital valuc.
Corporations will pay their taxcs quartcrly. The wer~ftime
tax would remain in force during the wer and until such taime
as the Congress may declare the emergency at an end. The
object of this tatle 1s "to collect during the var by means
of taxation enough taxes to pay the costs of the war and
thus prevent the inflation by doing away with borrowing and
the i1mnense 1ncre?s3 1n the cost of the war which results
from 1nflction,” &

Title II
Industrial Management Provisions

This $1tle zuthorizes a draft of incdustrisl management,
Vhen in the opinion of the President the successful prosecubion
of the war requires 1t he may establish i1ules and regulations
for the rtglstratgon of all persons i1n the managcment or
control of industrys This 1s intended to apply to persons
in execubive positions who are unwilling to cooperate in the
industrial war cffort. At the discretion of the Prcsident
registcred persons in any industrial plant or industry may be
brought into the service of the government for the duration
of the war and shall be subject Lo the jurisdiction of the
War Department. However, the Secrctary of War 1s not to
interfere 11th the internal menagcement of the indusbtriess
He may transfer registrants to any civilian service within
the Jurisdiction of the War Department, The compensation
of such persons industrially drafted will bc paid by bthe
government at rates to be fixed by the President, and they
moy not accept any other compensation from any plant in
which thcy rcundcred scrviccs during the var, Rulcs and
rcgulations for the administration of this titlc would be
made by the Prosident »nd penalties arc provided in the
b1ll for viclations of such rulecs and regulations. The
provisions of +this title arc pcrmissive, not mandatory.

(1) scnate Report No. 839, 74th Congress, First Session,
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Title IIX

War Resources Control

Thas titlc gives the President very broad powers to
control ~11 of thc resources of the nation by price fixing,
lacensing, rationing, priorities, cnd other mcasures for
dirceting nd unifying thce industrial var cffort.

The Prcsident by this titlc 1s granted discrctionary
mr-timc povcr ~nd Authority as follows To fix priccs, o
rcgulatc comwdity exchanges, to cstablish a system of
prioritics or rationing in favor of users most vitally linked
with the prosccution of the war, to provide a systcem of
licenscs for organizakions or persons engaged in menufacturing,
mercantile, or public scrvice indusbrics, to rcgulate the sale,
use, transportation, manufacture or distribution of any
product, to requisition any product and to secll or otherwise
disposc of such products, to enforce regulations ogainst waste
hoarding, speculation cnd profitecring, to commandcer any
manufecturing plant or other cstablishment. The President,
of coursc, mcy not find 1t nceessary to iuvoke all of thesc
POTTC TS,

The President 1s also authoraized in this title to
¢stablaish ~s mny ageneies as he deems nccessary to cxecute
the functions of control over war resow cess The appointment
of administrators to exercise the powers granted 1s alse
authorized, The President could regroup, redistribute or
reas.ign the dulies and functions of the procurement of war
sunplies for the military and naval establishments. In the
World Viar, Congress did not grant such powers to President
"1leon until the passage of the Overman Act on March 20, 1918,

"Jusi compensation" 1s provided for persons who comply
v1th =ny requisition of their property by the Government.
Tht constitutes just compensation 1s to be determined by the
Presicdent but 1t 1s not to include loss of profits or
anticipated profits, Those persons not satisfied with the
amount of compensation to which the government decides they
are entitled, are to be pard 75% thereol and they may sue the
government at the close of the war for such amount as added
to 75% will make "just compensation," The b1ll confers
Jurisdiction on the United States Distriect Courts to hear and
determine such disputes,
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The ef’ective date of thas title, 1f the bill were
enancted into lew, woula be "upon the declaration of Congress
that a state of war exists between the United States and any
foreign po er and tkad the existence of such state of war
crentes a grave national emergency or upon the declaration
by Congress that o grave national emergency has arisen owing
to the imcnece of declaration of war owing to the existence
of & sbtate of war between two foreign powers,"

Title IV
Seenrities Exchange Provisions

This title empowers the President by proclametion te
close all securiby exchanges for the dur tion of the war should
he sce fat.

Title V
War Finence Control

This title creates a "ar Finonce Control Commission
of five wmrmbecrs naned by the President, No sccurity issue in
exccess of $100,000 may be offered for public or private sale
unlcss avoroved by the Yiar Finance Control Comrmission. The
Commission may ~dvancc the nccessary funds to any corporation
or ~gencey engagca in production esscntial to the prosecution
of the war.

Title VI
Generil Provisions

This %1tle provides that any pcrson convicted of
willfully violating nny of the provisions of the Act or any
of the rules or rcguletions mnde thercunder shall be fined not
morc than $100,000 or imprisoned for rot morc than one year,
or both, together with lhe cost of prosecution.

The ¢ ffective dote of all the titles of the Act except
title III would be "1mmediately upon the declaration by Congress
that a state of wr exists between the United States and any
forcign government and that the cxistenee of such state of war
creates grave national cmergency," Title IIT includes an
cmergency owing to the i1mminence of ~ decloration of war,
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It s difficult to prophesy "rhether the bill will be
enagted 1nto law at lhe next session of Congresse The War
Department favors the passage of the industrial control
provisions of the bille On April 9, 1934, Colonel Harris
presented the Vlar Department viewpoint before the Special Senate
Committes Invesbtigating the Munitions Industrys He said in
parte

"The Government control over industry as applied
at the close of the World V:ar was developed only
after months of painful +trial and errors This Bill
will perpebuate the best features of that organe
1zation which were proved under actual war conditionss

However, the proposed agencies will, in general, have

much greater power than was exercised by corresponding

bodies during the last ware Their authority being
based on legislative sanction will permit quicker and
more direet actions If lhis Ball 1s enacted 1nte
law, the ar and Navy departments will be able to

base their industrial war plans on definite authority

and the President will be empowecred to put such plans

into immediate effect. The Government will thus be
able to secure a firm grip of the economic situation
at the very outset of a wara

In closing, I wish to stress the deep interest
of the War Department in any fair, reasonable and
effective movement which will minimize profits in
wars The three essentials of war are men, money
and munitionss Victory cannot be achieved without
a plentiful supply of eache I must, therefore,
in the name of the Secretary of har, again warn
that any measures adopted must not be so restrictive
or binding in character as to prevent necessary
production, since any failure to produce munitions
when needed may be paid for, not in dollars and
cents, but in human lives and the consequences ef
possible dafeats”
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T AR=TIME CONTRACT FORMS

War-Time Contract Pactors. Today the government uses
standard contract forms, In 1917 no such standard forms for
government contracts were in use. Each department devised 1ts
own forms. Consequently there were over 400 different govern-
ment contract forms in use when the United States entered the
Tiorld T'ar, Nor had standard forms been adopted to meet the
special economic situation created by modern ware

As a result of our Torld ‘lar experience, 1in our peace=
time planning we recognize the fact that war-btime conditions
vitally affect the contractual relations of the government
and 1ndustry. In some respects those contractual relations
are affected favorably, in other respects they are affected
unfavorably. On the favorable side the ‘Torld Var revealed
the prominence of public spirit as a factor in war-time
enterprise, war service infused a new altruilstic element anto
our economic life, Another outcome of the war was the
discovery of vast powers of cooperation between private
enterprise and govermental authority in the face of a war
emergency. <The tradilions of American business had theretofore
been those of antagonism between private enferprise and
government. But in the war emergency this antagonism practically
disapnearcd, An unfavorable factor influenc.rs contractual
relztions in war-time 1s the disturbed ecconomi situation, For
exemple, the price structure in war-time is unstable:. The
demand for certain materials 1s far in excess of supply, and
therefore pricc control measures must te adopteds Kconomic
readjustment after the war must also be considercd,

In peace-time the Govermment purchases 1ts supplics
by inviting competitive bids. The law (Section 3709,
Revised Statutes) requires that all purchases -~ .d contracts
for supplies or services except persomnal services, shall
be made after advertising, except in public emergencies
requiring immediate delivery. In the World VWar Secretary of
"ar Baker suspended the requirements of competitive bidding
shortly after war was declared,

In & major wor the purchase of many i1tems by ecompetitive
bidding would not be practicable since there would be no real
competrtion between scllers. Initial demand will exceed the
normal suprly not only of ammumition, guns, and airplanes, but
cven of <hoes, blankets and meny obther essential 1tems. There-
fore the govermment will be compelled to depart to a great
extent from the usual peace~time method of awarding the centract
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to the lowest responsible bidders, Contracts with allocated
facilities will be ncgotiated although informal competition
may be a basis for the negobtiations, The time of delivery will
be a vital consideration in debermining awardse

In peace-time the controctor assumes the entire risk
of nryce fluctuations in materials and labor. If costs declinc
the contractor makes a larger profity 1f costs risc he makes
~ smallcr profit or hc may even have %o takc a loss, But
price fluctuations in war-time may bc so grecat that munitions
contractors may desire to be insurcd against losses due to
rising prices, espccially if thc governmment is debermined %o
prcvent large profits. In such a sibuation the government
rmust ascume the risk of rising prices. If the government
did not assume that risk, the estimates of the munitions
contractors would include 2 generous allowance for possible
inercascs in the cost of labor material.

Another fenbure of war-ftimc production of munitions
1s the fact that many manufocturers will be called upon to
manufacturc articlcs with which they arc not familiar, for
1n many cascs factorics will have to bc converted to ncw
uscs. Furthcermorc, var incvitably brings forth ncw inventions
vhich moanufacturcrs might be rcluctant to attempt to produce
in quenbity without a guarantee against loss. The demand for
such a guor-ntcc against loss probably will be emphasizcd to
the cxtent that the govermment limits profits.

I hove indicoted some of the factors that werc
considercd in drafting the ncw wawr-btime contract forms, These
forms wcic approved on Junc 14%h of this ycar by The Assistant
Secretary of War, on condition that at the end of one year
they would be revised. Copies have been distributed to the
chiefs of the supnly arms and services who ir turn will
distribute copies to their procurement plamning representa-
tives in the field, Full and free criticism of these contract
forms has been invited. Through the contact of the field
procurement planning officers with industry we hope to have
the forms serutinized by business men and industrial leaders
and get the benefit of their criticisms. Unfortunately we
have no means of experimenbing with these forms in the actual
purchase of supplies in peace-time, but by a wide distribution
of the forms accompanied by invibtations to eribicise them we
expect to uncover gll of their weak points,

There are five contrdct forms, as follows
1. Contract for Supplies (Fixed Price).

2. Contract for Construction (Fixed Price

-8
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3s Adjusted Compensation Contract.
4, Evaluated Fee Construction Contract.
5s Evaluated Fee Construction Sub-Contract,.

The Fixed Price Contracts.

The Contract for Supplies and the Contract for
Construction are both modifieations of the peace-time forms.
Both of these contracts are "fixed price" contracts as
distinguished from "cost plus" contracts, that is, the
contractor agrees to perform the contract for a definite sums
The fixed price Contract for Supnlies 1s the contract form
ihat w1l ordinarily be used to contract for the menufacture
of supplies and equipment if there 1s a satisfactory basis
for determining a fair price, The fixed price Contract for
Construction will be used 1n contracting for small projects
when the scope of the work i1s known, specifications prepared,
and where there 1s small possibility of substantial changes
1n the cost of labor or material, and where under ordinary
peace-time conditions bids would be invited. For the larger
consbruction projects the use of the Evaluated Fee Construction
Contract 1s contemplateds The esvaluated fee contract us not a
fixed price contract. I will explain each type of contract in
detail,

The principal difference between the two fixed price
war-time contract forms (the Contract for Supplies and the
Contract for Construction) and our similar pesce-time forms
is the addition of a bermination clamuse and a flexible price
clause, The termination clause permits the government to
terminate the contract whenever such action 1s advisable and
presceribes definitely the method of settlement, The flexible
price clausc provides for the adjustment of the conftract
price 1n accordance with fluctuations in the costs of labor
and material, but requires such adjustments only vhen the
pricc changes have been ordercd by a federal agencys The
1dea of a flexible price clause and a termination clause in
war contracts 1s not new; they were used extensively during
the World War and proved of great value,

The flexible price clause of the new war-time contract
forms reads as follmrs

"If a Federsl Agency aprointed for the purpose

of controlling the price of labor and/or material
causcs or approves an increase or decrease in tlhe
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price which the contractor is paying for the labor
and/or the material for use in the performance of
this contract, the Contracting Officer shall
promptly dctermine the increase or decrease in

thae cost to the contractor of perfarming this
contract that will result from ,uch change and
this contract shall, with the avproval of +the

head of the department, be modified accordingly."

The T'ar Department policy 1s that fixed price con-
tracts will be vscd in the purchase of sup»lies and equipment
a< far as practicable, Under the fixed price conbtract -«
there 1s no need for maintaining a staff of governmment cost
accountants at the manufacturcr's plant. Under the fixed
price type of contract the responsibility for keeping down
costs rests entirely with the contractor who will probably
be more successful in kecping down his costs than he would
be 1f the government was paying all costs.

The greatest advantage of the fixed price contract
for supplies 1s that 1t 1s the customary method of doing
business. Unique contract forms may secm sound theoretiecally
but do not always work out well in practice, and this 1is *
espcelally true from the lcgal viewpoint., Doctor Nathan
Isaacs of the Harvard Graduate Sehool of Business Administrabtion,
in a recent lecture to the students of the Army Industrial
College, cxpressed the 1dea thus-

"The departure from standard vays of doing things
15 upsetbting--upsetbting in rore ways than you might
rcalize 1f yvou haven't thought about 1t, That 1s
to say, the standard contracts of purchasc take care
of so many details ore never thinks of, that when one
uses non-standard methods or forms he 1s quite likely
To find out he has destroyed the whole picture."

Hoviever, although the "lar Department policy 1s to
use the fixed price contract as far as practicable, 1t 1s
certain there 1111l be some situations vhere a contractor

AAWWE=TTIT)be 1n a nosition to bid a fixed price. The article may
be an extremely intricate invention that has never been
manufactured in guantitys. Complete conversion of plants
may be requaired, for example, 1f an automobile manufacturer
were to manufacture airplanes, These are situations where
contractors might be more anxious to nrotect themselves )
against loss than to moke large profitss. They may expect
that the government will take most of their profits threugh
excess profits taxes in any event, and for that reason
might prefer some sert of a cost plus contract., For these
and similar situations there has been developed the Adjusted
Compensation Contract,

#10—
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The Adjusted Compensatron Contract.

As you know the cost plus percentag- contract used
during the war was subjected fto considerable post-var criticism.
It was claimed that 1t permitted contractors to make encrmous
profits as compered with the amounts of their investiments.
Therefore, since the war the VWar Department has been developing
a contract form that would protect the manufacturer against
loss and at the same time permit a reasonable profit for use
where some form of a cost plus contract appears essential,

This type of contract has been known as the adjusted compensation
contract, During the past year the old form of adjusted
compensation contract was considerably revised by the War
Contract Board which makes a continuing study of proposals for
war contract forms and contractual procedure,

The basic prainciple of the new adjusted compensation
contract 1s that the contractor is reimbursed for the cost of
the work and paid a profit which 1s based primarily on his
property investment, that is, the value of the buildings,
machinery and facilities owned by the contractor, That
valuation determines the basic fee and that fee 1s 6% per
annum of the value of that part of the plant utilized for the
contract. (See Par, 4(n), Article II, of contracts) The
time element used in determining the basic fee 1s the period
of time in which the contractor agrees to furnish the material,
If he finishes the contract in less “ime than he originally
agreed to, he gets the full fee as though he had taken the
full estimated time, and in addition he has the use of his
plant for the remainder of the time, He might commence
another government contract immediatbely, and is thus furnished
an incentive to rapid production.

The adjusted compensation contract also rewerds the
contractor for keeping down costs under his contract, thus
preventing the extravagant use of labor and material., As
a reward for economy in carrying oubt the contract the
contractor 1s paid, in addition to the basic fee, 25% of the
difference between the actual cost of the contract and the
estimated cost, 1 the estimated cost exceeds the actual cost,
but this additional compensation may not erceed the basic fees
(Par. 4 b, Article II) To sum up, the contractor 1s paid his
costs plus a basic fee based on the value of his plant for an
estimated time of performance plus additional compensation
for reducing the actual cost below the estimated cost,

Yhy 1s the additional compensation for reducing actual
costs below the estimated cost limited to the amount of thse

basic fee? The limitation on the adaitional compensation was

wlle



to avoid a repetition of the World Yiar experience with certain

of the cost plus contracts, for example, the Liberty engine '
contracts, where the estimates of cost were almost double the
actual costs, resulting in very large profits to the contractors
as compared with their actual investments involveds Therefnre,
in the new adjusted compensation contract the additional
compensation made possible by efficient management i1s limited

to the amount of the basic fee which in burn is based on the
value of the plant. For example, under the contract a
contractor could receive $50,000 as a basic fee and ‘ 50,000
additional as additional compensation for reducing costs

below the estimated costse.

The adjusted compensation contract is divided inte
two parts--the contract proper and Exhibit A, The contract
proper states the general basis for the contractor's
remuneration but also provides that the data upen which the
compensation 1s to be based will be made the subject of a
supplemental contract. The suprlemental contract 1s Exhibit
Ae Included in the contract proper i1s the enumeration of
allowable 1tems of cost for which the contractor i1s to be
reimbursed and stiputations governing the method of payment,
inspection of materials, audit of accounts, termination of
the contract, the method of settling dispubes and other v
general orovisions, The only subjects in the contract proper
that require negotiation are the description of the 1tem to
be manufactured and the quantities and the delivery schedule,.
The delivery schedule, that 1s, the time of performanee, 1s
mmportent because a1t 1s one of the factors determining the
basic fees As soon as the contract i1s signed the contractor
will proceed with manufacturing operations, he will not await
computation of the detarled data in Exhibit A

After the contract proper has been signed and the
contractor has commenced operations, the supplemental
agreement, Exhibit A, will be executed, In Exhibit A the
government and the contractor agree on the estimated cost of
the following 1tems.

ls Direct labor,
2, Direct material,
3e Sub-sontractse.

4, Additronal buirldings, machinery, eguipment '
and facilities required and alterations in
existing facilities. (The goverament 1s
to take title to all additional buildings
and other facilities necessary to the
contract, )

-12-
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5+ Depreciation,

8. Rehabilitation of the plant to 1ts original
condition,

Te Overhcad.

The sum of the above 1tems 1s the "estimated cost" of
the contracts The contractor will receive as additional
compensation for economical performance of the contract 25%
of the savings below the estimated cost.

After the government and the contractor have agreed
on the estimated cost of the contract, they must agree on
the value of the contractor's irnvestment which in turn
determines the contractor's basic fees This 1s covered in
Article II of Exhibit A and includes the following-

l. The value of the buildings, machinery and
facilities owned by the contractor and actually
required in or necessarily rcndered 1dle on
account of the performance of the praincipal
contract, and

2e The average amount of funds that the contractor
wi1ll be regquired to provide for meeting current
payments prior to reimbursemcnt by the government.

The sum of these two 1tems 1s the total amount upon which the
contractor's basic fec will be computed on the basis of 6% per
amum for the prescribed time of performance of the contract.

It wall be recalled that under the old form of adjusted
compensation contract the appraisal of the plant was made prior
to the signing of the contracts Theoretically the plant
apprailsal was to be made in time of peace, bub this was found
to be 1mpracticable and therefore our present form of adjusted
compensation contract authorized the contractor to commcnce
operations before the appraisal of his plant. The sbgject of
course 1s to prevent delay in carrying out the contract. The
contract providecs that every effort will be made to reach
an agreement, but 1f 1s i1mpossible for the contractor and the
government contracting officer to come to an agreement en any
1tem, the Secretary of War will determine the amount of the
disputed 1tem and payment will be made on the basis of his
determinations If the contractor refuses to accept the
decisicn of the head of the department for any item, the
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government will make payment on the basis' of 75% of the
disputed 1tem and the contractor may then sue the gorernment
for the additional amount that he contends he should reccivea »
It 1s contemplated that legislation will be enacted %to confer
Jurisdiction for such suits on the United States District

Courts.

The advantage claimed for this form of contract is
that thc profit allowed has a dirsct relation to the property
investment, Additional profit is permitted 1f the contrector
succeceds in reducing his costs below the estimated cost but
this additional profit may not exceed the basic fee bhased on
the value of the plent. Some of the critics of this Type
of contract claim that thcre 1s very little incentive for
rapid production, but they overlock the fact thet the basic
fec 1s bascd on thc value of the plant for the period of time
v1thin whaich thc contractor has agreed to perform the contracts
If he commletes the contract sooncr than was anticipated he is
payd the full fce necvertheless.,

On Apral 1, 1935, the Company
submitted a factory plan for the manufacture of shell forgings
and machine shclls. The plan included detailed estimates of
costs and dates of delivcrye. The company proposcd a form of
adjustcd compensation contract for machining the shells in
which thc rate of compensation varied but slightly from our
present forme Adapting the company's estimatcs to our
present form we have the following cost of machining 155 MM
shells based on costs of labor and material in effect in
Mareh, 1935, The deliveries werc to be made over a period of
24 months from the timec that the company was notified to
procceds The figures for that part of the contract rel *+ing
to machining the 155 MM shells follows

ARTICLE I, Estimate of Cost,

Inbor $ 6,092,368,00
Matcrial 1,560,210,00
Additional buildings, machinery,

equipment ~nd facilities 748,395.,00
Depreciation 85,440,00
Rchabilitation 15,000,00 ‘
Overhead, including general expconsc 1,523,092.,00 :

Estimatcd cost = = = -~  §10,024,505,00

=14
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ARTICLE II, Compcnsatiions

(A) Fece on Working Capital.

A sum equal to 6% pcr annum on the working capitel
requircd, arrivced at by dividing total estimatcd cost by 24
(months)

Period of contract 24 months,

Total cstimated cost ‘10,024,505.00
Average monthly capital required 417,687,70
8% per onnum on $417,687,70 - $ 50,122,40
for 2 years
(B) Fec on Value »f Facilitics Required.
01ld steel car shop and equipment +673,621,00
Forge shop end eguipment 392,379,00
y »1,066,000400
8% per annum for 2 years - 127,920,00

Basic fec for contractor (A plus B)=-- 0178,042,40

The basic fce 1s the only fce thet the contractor recerves
1 the actual cost of the work is the same s the cstimated cesta
But 1f the actual cost of the work, for example, should be
$100,000 lcss than the estimoted cost the contractor would rcecive
as additional compensation 28% of the difference between actual
and the estimated cost (¥25,000), moking his btotal fee $203,042.40,
On the other hend, should the actuasl cost cxceed the estimated
cost by 4100,245 (L0% of the estimatecd cost), the basic fes,
$178,042.40, would be reduced by 10% (%17,804.24)s But in no
event will the basiec fec bc reduced by morc than 50%,

Thus the contractor's fee may range from 3% to 12% per
year on the value of that pert of the plant required under the
contract 1f deliveries src made as schcduled 1n the contracth,
The basic fee 1s definately based on the prescribed time of
performance as stated in the contract, regardless of the
actual Time of performoncs. Therefcre, the contractor would

' expedite the work because he would have the complete use of his
plant 285 soon as his contract i1s completed regardless of the
"prescribed time of performence" stipulated in the contract,

] D



The BEvaluation Fee Construction Contraet,.

The (valualed fec construction contract i1s a modafi.
cation of the YWorld War centonment construction contrect.
There 1as considerable post=war criticism of this contract
but 1t 1s significant that during the war none of the basic
principlcs of the contract were changed,
ninety per cent of thw World War building pregrom was done

under the cost plus contrach,

between the World War cantonment construction centract and
the new cvaluated fee consbtruction contract is a ncw method
for determining the foo, The fec 1s variable, depending uvpon
the manner in which the contract is performed based on the

From eighty to

The principal differencs

spced of performancc and the guality and economy of

performances The detcrmination of The fece within certain
limits 1s made by the Chief of Branch under whose supcrvisidn
the work 1s performed based upon the findings and recoms

mcnd-tions of 4 board appointed by him for that purpose.

The maximum and minimum fcos arc as follows:

Cost of Work Maximum Fec
(As per Article II) (Per Cent of Cost

of vork)
100,000 or under 6.0
500,000 5.5
1,500,000 54,0
2,500,000 4.5
3,500,000 4,0
5,000,000 3.5
7,000,000 320
10,000,000 2.5
20,000,000 2.0
30,000,000 1.5

-1 6-—

Minimum Fee
(Pcr Cent of Cost
of worlk)

346
343
3.0
247
2o
2.1
1.8
1.5
1.2

1.0

-
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The purposc of the Evaluated Fec Construction Sub-
contract 1s %o plrec the contractor in the same rcgard %o
his subcontracts as the government occupies in the principal
contract and to place the subcontractor in the same position
in regard to his subcontract that the contractor occupics in
the prancipal contracts It simply cxtends the principlcs
of the evalueted fee contract to all of the subcentrectss

Summaryae

Teo sum up, in the legal and contrcet phascs of
procurcment plenning the past year has been an cventful onecs
In the legislative phase congressional committees have
draftcd a b1ll that i1s a landwrrk in the history of planning
for war-time mobilization of the nation's economie resourcess
In the contractual phasc, war-time contract forms have been
definitely approved by The Assistont Secrctary of War.

)T =
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DISCUSSION FOLLOWING LECTURE BY CAPTAIN CHEEVER

"EMERGENCY LEGISLATION - WAR-TIME CONTRACTS"
January 11, 1938.

Q = The right of commendeering -~ that was given us under
the National Defense Act?

A = Yes. We have ample authority to i1ssue compulsory
orders in war time or when war is imminent, eand to commandeer in
the event producers refuse to comply wath such orders.

Q.= What more does Ball H.R. 5529 give us?

A - It gives us authority to take over the use of any plant,
wrthout going through the formlity of issuing a compulsory order and
having 1t refused; and all other powers considered necessary such as
price fixing, priorities, licensing and general regulation of industry.

Q = In these evaluated adjusted compensation contracts,
Doctor Sanders spoke yesterday suggesting the use of the phrase
"investment less deprecigtion™ insteed of the word “value". What do
you think of that?

A = I think that 1s an excellent suggestion. He said we
should use “"cost of investment" instead of "value" as a less de-
batable term to be used in determining the basic fee.

Q@ - Don't you thank there would then arise guestions as to
the sdequacy of depreciation?

A = There would be these questions but I think they would
be more easily settled than by using the term value.

Q - Wath reference to these contracts = particularly the

evaluated fee contract where you have a contract effective wrthout a
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definrte percentage of cost, has the propriety of that theory been
passed upon by the Comptroller General?

A - No. It has by our legal authority. There 1s no
guestion about the legalaty. In the first place, in the contract
proper the parties agree to make a supplemental agreement later cover=-
ing the price, estimoted cost, ete. In the second place, the contract
15 placed under Section 120 of the National Defense Act permitting the
price to be determined later.

Q@ - I don't see how you can expect to use the fixed price
contract in war. In the last war (and 1t will happen in any war)
the price of labor and material rose very rapidly and contractors
who undertook fixed price contracts found themselves in a bad situa=
tion. It does not seem to me 1t 1s the proper kind of contract,

A - When we speak of the contract that should be used and
the contractual procedure that will be used we have 1n mind only one
1tem or one class of item. Some 1tems are easy to procure either in
war or in peace. 3Some one mentioned a can of tomatoes - a simple
1tem and easy to prooure. Of course, when you come to airplanes and
guns 1t 1s a different situation. In connection with rising prices,
our fixed price contract contains a clause that makes adjustment for
rising praces, so although we usually say 2t 1s a fixed price contract
there 1s a clause which protects the contractor against rising prices
of either lsbor or materials.

Q - Have you an estimate as to the number of adjusted
compensation contracts that would be used? I asked that in connection
with a question that arose yesterday in commection with the need for

-2-
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Q - In connection with additional buildings and machinery
- would the Government make payment for those immediately upon
installing or at the end of the peraiod remove them? Do you propose
to pay interest on that money on the possibilaty that a part of the
$748,000 would be pard in the farst few months and the Government
would i1mmediately pay for 1t upon completion of the installation.

Would the interest be pard for two years on that?

A - That 15 a good question and 1t 1s a matter that would
be adjusted at the time.

Q@ = I understand the Chiefs of the Army and Navy procure-
ment services were furnished these forms with reguests for criticism.
Whet industrial orgenizations were asked for advice?

A - The forms have been distributed by the chiefs of branches
to all of the district procurement plamning offices and they in turn
have called 1n industrielists in their districts asking for criticisms.
They have been given seven or eight months in which to do thas.
Already we have received letters from industriaslists which the distriet
officers have forwarded to the War Department meking suggestions and
eriticisms.

Q = Have such organizations as the U.S. Chamber of Commerce
been asked for advice?

A = Not formally by The Assistant Secretary's Office. The
district offices may ask whom they please.

Q@ = In connection with the adjusted compensation contract =
here you have a contract an which all that 1s talked about 1s $748,000,

but the CGovermment is going to pay somebody $10,000,000. How are you

‘4-
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going to check that cost; a 5% error would be about $500,000. The
contractor wants to get the cost as high as possible.

A = That will be checked by accountants with aceounting
manuals as guides. As Doctor Sanders said yesterday, there will be
differences of opinion as to correct allocation of overhead and
other matters, but as a result of experience it should be possible
to arrive at some reasonable adjustment.

Q@ = You have to keep track of and check every fagure of all
that expenditure of $6,000,000 for labor. It has to be done as you
go along?

A - Yes.

Q = In connection with that fixed price contract whaich you
are going to have in these 10,000 facilities =~ how is the praice to be
determined? Who knows enough to say what 1t is going to be? Are you
going to take the contractor's word?

A « In the first plece we don't think 1t is considered
necessary to have negotiated contracts for ell of these 10,000
facilities. The fact that they are allocated does not restrict us
from having informpl competition between those who manufecture the
same rtem. If the article i1s one that 1s controlled by a few manu-
facturers, say three or four or even & half dozen, you will get them
together end negotiate the price. There will be people 1n the War
Department who will have a good idea of what should be charged and
sn ggreement wall have to be made. You cannot have competitive baddang

for some articles of Ordnance that are entirely inadequate in supply.
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There should be an eagreement upon prices - unless some other technique
15 devised. As a last resort, of course, the Government could issue
a compulsory order to those who will not cooperate.

Q = Continuang that phase of the discussion apropos Major
Rogers' remark, in the informal bidding attendant upon negotiastion
in the early stages of production of strictly commercial items, is
there eny limitation on the amount of money involved in the contract,
such as we have under peace-time laws?® Should the compensation be
confined withan that sphere?

A = I don't believe you could lay down any general rule.

It depends upon the item and upon the industry. If 1t 15 a textile
1ndustry with thousands of plants scattered all over the country you
may have a dafferent rule than if 1t were some article of Ordnance
where the mamfacture i1s controlled by one or two or three concernse.

If these two or three concerns asre located in dafferent distracts 2%
seems to me they should be contacted from central points. If they are
widely scattered as in the btextile industry i1t may be advisable to cone
faine the negotiation withan distriets., In my opanion, 1t depends upon
the aitem.

Q = I would like to brang up the question of the time element
from M day to such time as the new system can get under way = the same
general question that General Gibson mentioned in his M day bradge plan.
Assuming the extreme case where the war situation developed suddenly -
M day arrives without any chance of preparation ~ we have a situation
where the peasce~time contracting organization is restricted to one method

of purchase =~ competitive bidding. We have under the war plan the

‘6-
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opposite extreme - an entirely different form of contract. What
thought 1s being given by the Flanning Branch to the transition
period between leaving our peace-time set-up and going over into such
time as this system can be made to work - granting that this system is
perfectly workable? 1Isn't there a possibility of great confusion in
dropping one organization and btaking up an entirely new one?
A - As General Gibson indiceted, the Quartermasster Corps
1s makang plans to cover contractual procedure during the transition
period immediately following M day. The different branches have dif-
ferent plans depending on the item to be procured. As I understand 1%,
the Air Corps plans to let all contracts from Wraight Field immediately
and then decentralize their procurement organizabtion into six procurement
districts for administration and supervision of the contracts and the
negotiation of further contracts.
Colonel Scowden: In that connection we have Commititee ¥Wo. 10,
Corps Area Procurement and Supply, which will dwell on that at some length.
Q = In connection with Tatle III of this Act, I understand the
War Department is interested in Wer Resources Control and it could be put
imbo effect prior to the declaration of hostilities. What I wonder is,
gre we to understand that anybody in the War Department thinks that Con-
gress would take any such action? To do so would be considered as an act
preciprtating such hostilities and 1f Congress were not in sessaion 1t
would not be called into session just to declare war. Has 1t been cone-
srdered that the President might declare such a national emergency?
Would 1t not be the better method?

A - I don't know what the committee had in mind when it made

that distinction between Title IIT and the others.

-7—
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Simply because just prior to the World War the President was atbempting
t0 maintain strict neutrality does not indicate that the same situmtion
would again prevail. It may be that another President would prefer to
indicate some show of strength even through a psriod of strained re=
lations., What Congress had in mind I don't know but so far as the
President declaring s grave emergency due to the imminence of war
wathout the authority of Congress I thank that would be rather extrems.
I thank Congress would prefer to malke the declaration and the President
would prefer to have 1t so. After all, Congress directly represents
the people and the people, so far as they can, prefer to have control
of the war making power in the hands of their representatives.

Q = If that Board of Officers which determines whether the
maximum or minimum fee will be paird does not meet until after the contraet
15 completed, what provision is made for partial payment?

A = Partial payments are made on the cost as the contract
proceeds - weekly or monthly. After all, the fee 1s only a small percent-
age of the cost. The contractor 1s reimbursed for the cost as he goes
along, and i1s paid the fee after the contract rs completed.

Q - Under an evaluated fee construction contract 1t is necessary
to make a partial payment every month whether the contract is completed
or not. Would the Board of Officers meet that payment?

A - Not untal the contract 18 completed, so far as the fee is
concerned. He 1s reimbursed for costs as the contract proceeds.

Q ~ Who determines what the monthly partiel payment is?

A - The contracting officer.,

Q = That Board of Officers determines that?

—8-
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A ~ No; the Board of Officers only debermines whether the
contractor receives the minimum or maximum profit. The contractor
gets a full return on the cost monthly.

Q - Who determines the cost every month?

A =« There will be Government accountants there and they
certify vouchers for payment to the Finance Officer. The contractor
pays for labor and material and the Government Finance Officer pays the
contractor.

Q = T would lake further elaborsation on the first gquestion
by Commander Allen. It seems to me that in this adjusted compensation
contract you are relying upon increasing the profit of the contractor
to stimulate him to earlier deliveries. Under Title 1 of this proposed
Act 1t was my understanding that war-time profits of the corporations
will be limited %o 4%%. What aincentive do you give to the contractor to
reduce his time by giving him 6% or 12% if you promptly take 1t sway from
him again?

A - The basic features of the Adjusbted Compensation Contract
were adopted before Title 1 of this bill was ever thought of and the War
Department did not make sny suggestions as to the rate of taxation or
pass any opimion on 1t. The bill may be passed in a different form.

Q - If 12t should pass in i1ts present form then the contract
would have no real merit.

Colonel Harris: A corporation may have a dozen types of
contract -~ some civilian, some Government. The money they make on the
Government; may bridge them over. In my mind a corporation has no right

to make more than 4.7%. It 1s taxed on the yearly snnual operation.

- 0 -
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This diseussion this morning has taken in the whole range
of Planning Branch activities. Major Rogers asked how you arrived at
costs. 1 don't think thet question has been clearly answered and 1t is
a confusing question. Suppose the article is shoes; the Quartermaster
purchases a million paairs of shoes at, say, $2.40. The fixed price contract
protects the contractor and he should not expect to get any more. There are
some defects that have developed already an the form. I would like to call
your attention again to the blackboard. On a contract of $10,000,000 and a
seving of $1,000,000 the contractor would be entitled to 25% of that figure
1f 1t did not exceed the basic fee. In other words, that figure of 25% is
too large because in saving 10% he will be able to double his original fee.
By saving probably 7% on the total cost he could double his fee. I thank
1t is perfectly clear that 25% is too large.

There are going to be two types of contract necessary; one ais
the sraaight cost plus. Suppose we want a laboratory to do some research
work for us; there is only one way to pay the expenses and & fee = that is
by the cost plus contract. On one extreme we have the fixed price and the
adjusted compensation on the other. They are far apart and something like
the Pittsburgh contract 1s going to fill the gap between. As to whether
or not labor and meterial changes would jeopardize the contract in war =-
I thark the clauses safeguard those femtures. I don't want the class to
feel that in our association and development of this bill we have not given
consideration to those provisions. We have.

Q = What I was trying to bring out was this. You arse not dealang
with a military orgenization, you are dealing with a civilian organization
and you have got to give an incentive to private organizations in time of

war. I think you are building wp a situation ain which you are not giving
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Colonel Harris:= There is a lot of merit in what you say.

Colonel Jordan: In comnection wath Colonel

question I want to read this from the form:

Article XI states that disputes conecerning questions of fact shall be
decided by the contracting officer subject to written appesl by the
contractor within 30 days to the head of the department concerned,
whose decision shall be final. I thaink that covers that particular
poaxnt about fixed price contracts.

Colonel Harris. Some one asked what proportion of cost plus
contracts were made. Cost plus contracts were used in the war more than
they should have been. In the Ordnance Department the emount of money
expended on cost plus contracts was only 25% of the total amount spent
by the Department. In connection with the building of plants, 756% of
the material which wes purchased by the Ordnence Department was by the

fixed price contract.
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Q = I would like to ask if the spesker does not think he is
a little optimastic in view of past experiences relative to competbition
between allocated facilities? It seems to me that allocations wmll
ipso facto fix the price.

Colonel Harris: In the first place, allocations and competition
canmot exist at the same time except in special circumstances, because
they are diametrically dafferent phirlosophies of procurement. Suppose the
Quartermaster Corps were allocated 80% of the shoe industry of this country.
In thas particular case there as nothing to prevent them from having
informel competition within that 80% since the 80% are allocated to the
Quartermaster = one procurement egency. I don't think this situetion
ought to be considered inflexible. If the Quartermaster had twenty plents
allocated and meking shoes he could get competition wirthan thess twenty,

48 long as he kept a record of what he was doing and did not lap over into
the Navy's allocated plants.

If the Government 1s not eapable of knowing what 1t is doing it
is going %o get gipped anyway. There ought not to be any doubt as to the
price to be paid for shoes. If they want to gang up - to use a slang
expression - what is to prevent the Quartermaster from knowing they are
ganging up® You can place a compulsory order and tell the man he 1is going
to do 1t and he can sue after the war 1f he wants. The Government is
going to exert more power in war.

Q = Has the Government made provision to take over the plant also
and operate 1t in case they are not willing to give you a reasonable price?

Colonel Harris: Thet authority exists. The effect of commsndeerw

ing 1s like the policeman's club - always in sight but little used.
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The threat is there. The power of public opinion in war is & tre-
mendous power. I was told of an occasion yesterday. In the city of
Detroi1t a very prominent business man in the last war ignored the
gasolineless Sundays and took his wife and daughter out for a draive.

Not only was that man expelled from his club but public opainion in
Detroit ran him out of the city. Public opinion is going to be a strong
factor and will have a determined effect on the people who want to do
what 1s raight.

Q - Do you think there will be any more ganging up in time
of war than there is in pesce-time?

A - I think in war the psychology changes. You lmve public
spirit and cooperation and I thank much of the impression we have of
conditions in the World War are the result of investigabtions after the
wer. During the war there was public spirit and cooperation.

Q = I have gone into the bill and have noticed the small pere
centage figures as profits and depreciation and I wonder if you have not
lost sight of the fact that we have not fully teken into consideration
the fact that a man mekes a certain smount on his business and the
Government 1s going bto take away a big share of 1t. The Government s
going Lo take more than 1%t did in the last war and I wonder af that
should not be taken into consideration. We have not considered the fact
that he does not get all we allow him,

A = The question 1s, what 1s a fair margin? In these contracts
the contractor assumes no risk at all. Under these contracts these profits

are fair margins with the Government assuming all of the risk.

-13 =
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Q = When you spesk of fair margins I assume 1t 1s thought
that the amount the contractor makes 21s fair even considering that
the Government will take some of 1t in taxes?

A - Yes,

Q ~ We have heard a lot of discussion sbout the buirlding of
arsenals and laboratories. Do you think Section 120 of the Natronal
Defense Act gaves authority for compulsory orders to buirld laboratories
and arsenals?

Colonel Harris: That question was raised before the Nye
Committee, 1n connection wath the Du Pont Engineering Company, whether
Section 120 could not have been ussd to commandeer the Engineering
Company and force them to build 0ld Hickory. There were lawyers present
and they decided both ways. That is the answer.

Q = I understand that this provision in Section 3 = under =
compulsory order is the contractor if not satisfied 1t allows him to
sue at the end of the war. Must he wait until the war is over®

A - Yes,

Q - It 1s entirely possible that the Government might be
wrong or ‘that the war might last Len years.

A = Thas Nye bill provides that those who are not satisfied
with the amount the Government decides 1s just compensation will wait
untarl after the war. In the adjusted compensation contract 1t does not
say "after the war".

Q@ = Do you think that will stand as constitutional?
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A « T think so.

Colonel Jordan: I think the guestions and the various
propositions that have been brought out in this conference indicate
the intense interest the College has in contractual procedure and I
want to thank Captain Cheever and Colonel Harris for the time they have
given us on this problem. There 1s no guestion an the world but that
these contract forms we have drawn up will pe revised. The speaker
yesterday brought out defects in one and, as Captain Cheever says,
1t 1s going to be considered. I hope the class and the committee
studying this problem will bear in mind what we have heard hers this
morning and give the Planning Branch the bensfit of their studies on

this subject.
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