FOREI GN M LI TARY SALES CONTI NGENT FEES - - A CHANGE?
By Larry D. Anderson

Al negotiated United States Governnment (USG contracts,
in excess of the sinplified acquisition threshold and for
ot her than commercial itens, are required by statute to
contain a warranty that the contractor has not retained any
person or agency to solicit or obtain contracts on a
contingent fee basis; there is an exception to this warranty
for a bona fide enpl oyee or agency relationship.' To
i npl enent this statutory requirenent, the Federal Acquisition
Regul ati on (FAR) nmandates that a "Covenant Agai nst Conti ngent
Fees" clause be included in applicable solicitations and
contracts.? Subparagraph (a) of that clause is a succinct
statement of the law?®

"The Contractor warrants that no person or agency has
been enpl oyed or retained to solicit or obtain this
contract upon agreenent or understanding for a
contingent fee, except a bona fide enpl oyee or agency.
For breach or violation of this warranty, the Governnent
shall have the right to annul this contract w thout
liability or, inits discretion, to deduct fromthe
contract price or consideration, or otherw se recover
the full amount of the contingent fee."*

! 10 U.S.C. 8§ 2306(b), for Departnent of Defense contracts. See also
41 U.S.C. § 254(a), for other government contracts.

2 The statutory basis for the contingent fee warranty applies only to
negoti ated contracts, but it has been applied as a matter of policy to
all federal procurenments, including sealed bid contracts. FAR 3.403.

® FAR 52.203-5, COVEANT AGAI NST CONTI NGENT FEES (APR 1984).

4 The clause and FAR contain a definition for nost of the key terms used
in this clause. The term "contingent fee" is defined to nean "any
conmi ssi on, percentage, brokerage, or other fee that is contingent upon
t he success that a person or concern has in securing a Governnent
contract". A "bona fide enpl oyee" neans a person, enployed by a
contractor and subject to the contractor's supervision and control as to
time, place, and nanner of perfornmance, who neither exerts nor proposes
to exert inproper influence to solicit or to obtain Governnent contracts
nor holds out as being able to obtain any Governnment contract or
contracts through inproper influence.”" A "bona fide agency” is
simlarly defined as "an established comrercial or selling agency,

mai ntai ned by a contractor" for the purpose of securing business, that
nei ther exerts nor proposes to exert inmproper influence to solicit or
obtai n Government contracts nor holds itself out as being able to obtain
any Government contract or contracts through inproper influence"

"I nproper influence" is broadly defined to nean any influence that would
tend to i nduce a Governnent enployee or officer to nake a contract



Recently there has been a fair anount of change wth
respect to contingent fees in federal government contracts.
A proposed rule, to revise FAR 3.404, was published on 13
Novenber 1995.° FAR 3.404(b) once required the Contracting
Oficer to insert the provision at FAR 52.203-4, "Contingent
Fees Representation and Agreenment”, in nost solicitations.
That provision required offerors to provide information on
contingent fee arrangenents. Wien the representati on was
answered affirmatively, the offeror was then to provide a
conpl eted Standard Form (SF) 119, "Statenent of Contingent or
ot her Fees". The proposed rule, which becane final on 24
Sept enber 1996, deleted the requirenent to provide
i nformati on on contingent fee arrangenents and t he subm ssion
of the SF 119.°

To conformthe Defense Federal Acquisition Regulation
Suppl ement (DFARS) to the contingent fees provisions adopted
in the FAR, the Director of Defense Procurenent issued an
interimrule, effective on 17 January 1997, to elimnate the
requirenment for a governnent review of a prospective
contractor's contingent fee arrangenent for foreign mlitary
sales (FMS) contracts.’ An amendnent to this interimrule was
proposed on 5 June 1997.% As it is currently witten, the
interimacquisition rule makes several changes. First, DFARS
225-7303-4 gui dance on contingent fees has been conpletely
revised. It had asked the contractor to identify any sales
conm ssion or fees when it submtted price and availability
data for a FMB case. Such fees were then to be justified and
supported through subm ssion of SF 119 to the Contracting
Oficer. This DFARS provision also directed that the Chief
of the Contracting Ofice to approve the Contracting
Oficer's determnation that there was a bona fide enpl oyee
or agency relationship and that the fee was reasonabl e.

These justifications and review requirenents have been
elimnated by the interimacquisition rule. Second, based
upon public comrents received on the interimrule, it is now
proposed to elimnate the current $50, 000 ceiling on
contingent fees. |If adopted, DFARS would permt paynent of a

deci sion "on any basis other than the nerits of the matter". See, FAR
3. 401.

® 60 Federal Register 57140, Novenber 13, 1995 [ FAR case 93-009].

® 61 Federal Register 39188, July 26, 1996.

" 62 Federal Register 2616, January 17, 1997.

8 62 Federal Register 30831, June 5, 1997. Public comments on the
proposed rule to the interimrule [elimnation of the $50, 000

l[imtation] may be submitted on or before 4 August 1997. DFARS Case 96-
D021 should be cited in the coment.



contingent fee in excess of $50,000 per FMS case, when the
foreign customer approves the paynment in witing before
contract award. As anended, the new DFARS 225. 7303-4 woul d
read:

"(a) Except as provided in paragraph (b) of this
subsection, contingent fees are generally allowabl e
under defense contracts provided that the fees are paid
to a bona fide enployee or a bona fide established
conmerci al or selling agency naintained by the
prospective contractor for the purpose securing business
(see FAR Part 31 and FAR Subpart 3.4).

(b) (1) Under DoD 5105.38-M Security Assistance
Managenent Manual, Letters of O fer and Acceptance for
requirements for the governnents of Australia, Taiwan,
Egypt, Greece, Israel, Japan, Jordan, Republic f Korea,
Kuwai t, Paki stan, Philippines, Saudi Arabia, Turkey,
Thai | and, or Venezuela (A r Force) must provide that al
U.S. Governnent contracts resulting fromthe Letters of
O fer shall prohibit the paynment of contingent fees
unl ess the paynments have been identified and approved in
witing by the foreign custoner before contract award
(see 225.7308(a)).

(2) For FM5 to countries not listed in paragraph
(b) (1) of this subsection, no paynent of contingent fees
in excess of $50,000 per FM5 Case shall be nade under a
U.S. Governnent contract, unless paynent has been
identified and approved in witing by the foreign
custoner before contract award.”

Finally, there is a conplete rewite of the solicitation
cl ause found at DFARS 252.225-7027. It now provides:

"RESTRI CTI ONS ON CONTI NGENT FEES FOR FOREI GN M LI TARY
SALES

(a) Except as provided in paragraph (b) of this
cl ause, contingent fees, as defined in the Covenant
Agai nst Contingent Fees clause of this contract, are
generally an all owabl e cost, provided that the fees are
paid to a bona fide enpl oyee or to established
conmerci al selling agencies maintained by the Contractor
for the purpose of security business.

(b) For foreign mlitary sales, unless the contingent
fees have been identified and paynment approved in
witing by the foreign custoner before contract award,
the followi ng contingent fees are unall owabl e costs
under the contract:

(1) For sales to the Governnent(s) of ,
contingent fees in any anount.

(2) For sales to Governnents not listed in paragraph
(b)(1) of this clause, contingent fees in excess of
$50, 000 per foreign mlitary sal e case.”



Besi des indicating the recent acquisition changes, this
article will place themin their proper FMS context.

Let us first review briefly the federal |aw w th respect
to contingent fees in governnent contracts. There has been a
| ong-standi ng federal policy against the enpl oynment of agents
on a contingent fee basis to secure government contracts. In
Tool Conpany v. Norris ° the Supreme Court refused to enforce
an agreenent for conpensation to procure a Cvil War arns
contract. In that case Justice Field declared:

". . . Al contracts for supplies should be made with
those, and with those only, who will execute them nost
faithfully, and at the | east expense to the Governnent.
Consi derations as to the nost efficient and econom ca
node of neeting the public wants shoul d al one contr ol
in this respect, the action of every departnent of the
Covernnent. No other consideration can lawfully enter
into the transaction, so far as the Governnent is
concerned. Such is the rule of public policy; and

what ever tends to introduce any other elenents into the
transaction is against public policy. That agreenents,
|i ke the one under consideration, have this tendency, is
mani fest. They tend to introduce personal solicitation
and personal influence, as elenents in the procurenent
of contracts; and thus directly lead to inefficiency in
the public service, and to unnecessary expenditures of
public funds."?*

In the subsequent case of Oscanyan v. Arnms Conpany ', Justice
Field applied the policy expressed above to preclude the

Tur ki sh consul -general in New York from obtaining a

conm ssion on the sales of weapons to the Turkish governnent.
The federal policy against contingent fees was enforced by an
Executive Order during World War I1.** Subsequently, and in

° 69 U S. 45 (1864).

0 |d., at p.54. This stringent view gradually evolved into a rule
that, in the absence of a statute or regulation, courts would enforce
contingent fee contracts except when an attenpt to introduce personal
solicitation and personal influence into dealings with the governnent is
actually intended or in facts results. See, Racquet Club, Inc. v.

Li pper, 373 F.2d 753, 754 (1° Cir., 1967) and the cases cited therein.

1103 U.S. 261 (1880); See also, Hazelton v. Skeckells, 202 U.S. 71
(1906); Valdes v. Larrinaga, 233 U S. 705 (1914); and United States v.
M ssissipp Valley Generation Co, 364 U.S. 520, 550 nl4 (1961).

12 Executive Order No. 9001 of Decenber 27, 1941, 6 Federal Register
6787. However, variations of the present covenant against contingent
have been included in federal governnent contracts since World VWar |I.
See, Acne Process Equipnent Co. v. United States, 347 F.2d. 538, 549
n.10 (. d. 1965).




furtherance of this federal policy, Congress enacted two
statutes requiring the warranty agai nst contingent fees.*

It should also be noted that the purpose of the
statutory contingent fee warranty, as inplemented by FAR
Subpart 3.4, is to prevent the attenpted or actual exercise
of inproper influence by third parties over the federal
procurenment system the warranty does not preclude the
paynment of all contingent fees - - only those nade for the
purpose of inproperly obtaining a federal contract.* In
Browne v. R&R Eng'g Co. ', the court held that contingent fee
services in connection with a proposed contract that did not
i nvol ve any dealings with officials responsible for the award
of contracts were not prohibited. Further, the fact that no
i nproper influence can be established does not result in a
finding that the agent is bona fide; it is only a factor to
be weighed with the totality of the evidence. '®

The Arnms Export Control Act (AECA) inposes disclosure
requirements with respect to agent fees and ot her paynents in
connection with FMS contracts and direct comrercial contracts
for the sale of defense articles and services to foreign
governnments. ! The AECA, as inplenented by the Internationa
Traffic in Arnms Regul ations (I TAR ', requires applicants for
exports license and FM5 contractors to di scl ose whet her they
or their "vendors have paid, or offered or agreed to pay . .

[f]ees or commissions in an aggregate anmount of $100, 000 or
nore."™ The I TAR broadly defines "fees and conmi ssions" as
any paynent nmade to a person for the "solicitation or
pronotion or otherwi se to secure the conclusion of a sale of

13 Section 4(a) of the Arned Service Procurenent Act of 1947, 62 Stat.
21, 23 (1947) - the statutory predecessor for 10 U S.C. § 2306(b); and
section 304(a) of the Federal Property and Adm nistrative Services Act
of 1949, 63 Stat. 377, 395 (1949) — the statutory predecessor for 41
U S.C § 254(a).

¥ pumm Industrial Consulting v. Dual Assocsiates, Inc., 808 F.2d 982
(2™ Cir. 1987); Qunn v. Qulf & Western Corp., 644 F.2d (2" Cir. 1981);
EQR, Inc. - - daimfor Costs, B-255868.2, May 30, 1996, 96-1 CPD | 264;
and Howard Johnson Lodge — Reconsi deration, B-244302.2, March 24, 1992,
92-1 CPD § 305.

5 264 F. 2d 219 (3" Gir. 1959).

®  FAR 3.408-2(c); and Acne Process Equipnent Co. v. United States, 347
F. 2d. 538, 547-553 (Ct. d. 1965), reversed on other grounds, 385 U S
138 (1966). See also, John G binic, Jr. and Ral ph C. Nash, Jr.
Administration of Government Contracts, 108-111 (1995).

17 Section 39 AECA, 22 U.S.C. § 2779.
8 22 CFR Parts 120 — 130.

19 22 CFR § 130.9(a) (1) (ii), (b)(2).



defense articles or defense services."?® The | TAR

speci fically exclude the follow ng categories of paynents
fromthe definition of "fees and comm ssions": (a) certain
political contributions, (b) nornmal salaries to regular

enpl oyees, (c) general advertising or pronotional expenses,
and (d) paynments made solely for the purchase of specific
goods or technical, operational, or advisory services that
are not disproportionate the value of the goods or services
actually furnished.?* |If the fees or conmission in the
aggregate neet the $100,000 threshold, the export |icense
applicant or FMS contractor nust make a detail ed di sclosure
to the Departnent of State.?* In addition, if an individua
fees or conm ssion exceed $50,000 there is a further
reporting requirenents.?

The AECA al so provides that the President by regul ation
may "prohibit, limt, or prescribe conditions" with respect
to such conm ssions and fees as he determnes will further
the purposes of the Act.?

In addition, the AECA substantially repeats the sane
conditions as expressed in the contingent fee warranty for
FMS contracts. It declares:

"No such contribution, gift, commssion, or fee may be
i ncluded, in whole or in part, in the amount paid under
any procurenment contract . . . [for FMB], unless the
anmount thereof is reasonable, allocable to such
contract, and not nade to a person who has solicited,
pronot ed, or otherw se secured such sale, or has held
hi nsel f out as being able to do so, through inproper

i nfluence. For the purposes of this section, "inproper
i nfl uence" neans influence, direct or indirect, which

i nduces or attenpts to induce consideration or action by
any enpl oyee or officer of a purchasing foreign

20 22 CFR § 130.5(a)(2).

2L 22 CFR § 130.5(b).

22 22 CFR §§ 130.9(a)(1), (b)(2), and 130.10.
2 22 CFR § 130.10(a)(4), (b).

2422 U.S.C. § 2779(b) ("The President may, by regul ation, prohibit,
l[imt, or prescribe conditions with respect to such contributions,
gifts, conm ssions and fees as he determines will be in furtherance of
t he purposes of this Act.").

This appears to be the statutory authority for the prohibition on use
of Foreign Mlitary Financing to pay "comni ssions or contingent fees" in
connection with direct conmercial sales financed with funds appropriated
by Congress. See, paragraph 8, Table 902-6 "Cuidelines for Foreign
M litary Financing of Direct Conmercial Contracts", DoD 5105.38-M
Security Assistance Management Manual, page 902-47 (Change No. 7, 5
January 1996).



government or international organization with respect to
such purchase on any basis other than such consideration
of merit as are involved in conparable United States
Procurenments. "2

But there is a difference between the contingent fee warranty
contained in federal governnment contracts fromthe conparable
one expressed in the AECA for FMB contracts. The enphasis in
the latter is on the inproper influence to obtain the
requirement for rather than inproper efforts to obtain the
actual governnent contract to satisfy the requirenent.

Provi sions to be used in FM5 cases for contingent fees
are expressed in section 80103 of the Security Assistance
Management Manual (SAMM) 2. Based upon the FAR changes for
contingent fee noted above in this Article, substanti al
changes need to be nmade to this whole section. The SAM al so
contains a $50,000 limtation on agent fees for direct
comercial contracts financed with FMS credits.?

Paynents to a foreign sal es agent nmay al so have
i nplications under the Foreign Corrupt Practices Act, if the
agent is also a foreign government official or is used as a
conduit to nake paynents to foreign governnent officials.?

The contingent fee warranty changes, discussed in this
Article, present some problens for the security assistance
program First, the elimnation of the SF 119 renoves al nost
the only practical nmeans to enforce the contractual warranty.
| ndeed, the DFARS change, other than the elimnation of
$50, 000 cap, nerely inplenments the already approved FAR
change. Now, with these acquisition changes, the only way to
det erm ne whet her a contingent fee is involved with an FMB
contract is through the I TAR disclosures to State Departnent.
Second, the possible elimnation of the $50,000 cap on
contingent fees for FMS contracts rai ses an even nore
specific question. Howis it possible to make the
det erm nation, under AECA, that the anount of the contingent
fee in the FVM5 contract is reasonabl e? The apparent intent,
of the proposed change to the interimDFARS rule, is allow
the foreign custoner to nmake the determ nation of
reasonabl eness. But is that process authorized by AECA?

%5 22 U.S.C § 2779(c)

26 Section 80103, DoD 5105.38-M Security Assistance Management Manual,
pages 801-4 through 801-6 (Change No. 2, 2 July 1990).

?7 Section 80103.F, DoD 5105.38-M Security Assistance Management
Manual, page 801-6 (Change No. 2, 2 July 1990).

® 15 U.S.C. 88 78mm 78dd-1, 78dd-2, 78ff.



Since all that appears to have been acconplished with
nost of the changes to the contingent fee warranty provisions
in federal government contracts is the renoval of the neans
for enforcement, it alittle |ike the novie scene from Young
Frankenstein where Gene W/l der as the doctor says, "Perhaps |
coul d do sormet hi ng about your hunp" and Marty Fel dman, as
| gor replies, What hump?”. | think the rel evant question
here i s "what change".



