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THE WHITE HOUSE
WASHINGTON

May 2, 1977

Bert Lance -

The attached was returned in
the President's outbox, It is

forwarded to you for appropriate
handling,

Rick Hutche son

Re: Administration Position on

H.R. 5959 The Renegotiation

Reform Act of 1977

cc: Stu Eizenstat
Frank Moore
Jack Watson

Betty Rainwater

L)
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THE WHITE HOUSE
WASHINGTON

Mr. President:

Stu's comments on the OMB
assessment of the Minish
Bill are attached.

Also attached is the earlier

OMB memo on the Minish bill
which you have already read.

Rick
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APR 2 9 1977
ACTION
MEMORANDUM FOR: THE PRESIDENT ‘£:)
FROM: BERT LANCE B oo =
SUBJECT: Administration Position on H.R. 5959, The Renego-

tiation Reform Act of 1977, The Minish BiT]

believe it important to communicate the Administration position by then
and suggest that we determine our position by Friday, April 29.

Per your request, Bo Cutter has discussed our current assessment of
H.R. 5959 with Admiral Rickover. The Admiral
strongly supports all of the provisions of the bill. 1In addition, Bo
and OMB staff met with Board Chairman Chase and his staff.

Based on these discussions and further OMB staff analysis, we continue

to believe that the Renegotiation Board can be significantly strengthened
by certain provisions in the Minish Bil1. However, we also continue to
have reservations concerning four provisions of the bill. These pro-

Ve : 0"
Visions and our recommendations are as follows: (; - /747,
7/¢ gt .

° Change the basis of renegotiation from the aggregate /bﬂ//gt/ /

company business done during a fiscal year to the y,
business done by each division and major product line. /% ’ o

Comment: This would be a major change in policy with respect to rene-

gotiation proceedings which would impose rigid standards on the Board,

and place undue restrictions on contractors. The Board recommends that
such policy be mandated, thereby not allowing it any flexibility in this
area. We favor allowing the Board to exercise judgement as to the

authority today. The Board also believes that it may have authority to
offset Tow profits against high profits, but is required to offset losses

against high profits. Thusfar, this question has not been resolved in the
“courts. If there is doubt, we suggest an amendment making it clear that

it does have such discretion.

Electrostatic Copy Made
for Preservation Purposes
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Recommendation: That the Administration oppose this mandatory provision
but inform the Committee that we would favor an amendment clarifying the
Board's authority to exercise Jjudgement in analyzing and evaluating by

prOdUCt line. / A~
Agr‘ee /Disagree Qﬂ “

® Prohibit the percentage of completion method of accounting
for the purpose of reporting renegotiable sales. R

Comment: As expressed in our earlier memorandum to you, we believe that

the Board has not supplied sufficient rationale prohibiting this generally
accepted accounting method. The Board now has authority to require various
methods of accounting and, as such, has sufficient flexibility to amend
whatever procedures are currently employed by the contractor. We believe

the Board should strengthen its own capabilities to handle various cost
allocation procedures rather than place an added stricture on all contractors.

Recommendation: That the Administration oppose this provision. (In our Ve
earlier memorandum, you agreed with this view.) ZLJ/,Q;ﬂ€7oxﬁuQ£V\ 7”;;::/
(;rc,e. preley STV

O ('(//I c/,«/(tfg;‘

® Require that "Every financial statement...shall be verified
by an audit performed by the Board or its authorized audit
representatives. "

Agree v/ Disagree

Comment: The Board agrees that it clearly has authority under current law
to audit contractor records but is not required to do so. Requiring audits
in all cases, even where the Board thinks they are not needed, will result

 Recommendation: That the Administration oppose this rovision. (In our"lo
) 4y

earlier memorandum to You, you agreed with this view. A@Qo ok Yo
, l
4 Agree ne ,;/:/Lc-mtca 7 Disagree ﬁma/ "ifﬁ_’_'.f/ au,‘om,/

7;{4)% Jt-{ﬂ{%-

® Continue the standard commercial articles exemption but with

material changes, subject to a study (to be comgleted by
December 37,1977 of w ether the exemption ultimate Yy should
be retained

Comment: The proposed study of the exemptions is appropriate. However,
until such a study is completed, we believe it unwise to take the action
called for in this provision.

Recomméndation: That the Administration agree to the proposed study but
oppose enactment of the exemption modification prior to the study's com-
pletion.

Agree o L///Disagree
Attachment Electrostatic Copy Made
achmen for Preservation Purposes

s e ' e
Goimgaw s e
. : . , fJ. )




FTIZENSTAT COMMENT




THE WHITE HOUSE

WASHINGTON

April 29, 1977

MEMORANDUM FOR: THE PRESIDENT

FROM: STU EIZENSTAT gﬁ;fukz
BILL JOHNSTON

SUBJECT: Minish Bill to Strengthen

the Renegotiation Board

We strongly support the Minish Bill.

OMB objects to four key provisions in the Bill. Admiral
Rickover, with whom we have discussed this Bill, strongly feels
that each of these provisions is crucial to strengthening
the government's procurement process. We agree with his
assessment. The Bill has strong support among Democratic
legislators on the Hill, and among all members of the
Renegotiation Board you recently appointed.
w
1) Companies with more than $4 million gross would be
required to report costs and profits by division
and product line rather than simply on an aggregate
basis. OMB argues that this requirement adds an
additional paperwork burden. In addition they point
out that the Board already has authority to require
product line renegotiation.

Comment: Supporters of this amendment argue that it is
unfair for a company to offset its excess profits in one
line of business against its smaller profits or losses on
another. To use a hypothetical example, a giant contractor
such as General Dynamics, could make large profits on its
submarine business (in which it might have a monopoly) but
not be subject to renegotiation because these large profits
would be watered down by smaller gains from its aircraft
manufacturing operations. Since the FTC and other federal
agencies have already moved toward product line reporting,
the additional paperwork burden would be minimized. Although
the Board has authority to require product line accounting,
it has seldom exercised its power due to its generally
complacent membership. To improve flexibility, current
legislation might be changed to give the Board limited
authority to grant exceptions from unnecessary product line
accounting.



-2

2) "Percentage of completion" accounting would be
prohibited for the purposes of renegotiation, OMB
argues that this is a standard accounting practice,
and that prohibiting it could force contractors to
adopt new accounting procedures solely for the purpose
of renegotiation.

Comment: While percentage of completion is a standard

method of accounting, its use in renegotiation proceedings
can result in an inaccurate estimate of company profits.
Companies often manipulate their accounts to show losses

on work in progress. Using percentage of completion
accounting, they can use these paper losses to offset profits
on completed work, temporarily avoiding return of these
profits to the government. Major companies continuously
engaged in large volumes of federal work can keep substantial
excess profits sheltered indefinitely from renegotiation
recovery. The Minish bill would simply require renegotiation
proceedings to take place when contracts are completed,
rather than while they are in progress.

3) Every financial statement from a contractor with more
than $4 million of annual business would be required
to be audited. OMB argues that this would involve large
unnecessary costs, both for the government and for
business. They point out that the Board can already
require audits when necessary.

Comment: Supporters of this requirement point out that the
Board has seldom used its auditing authority. They believe
that the Defense Contract Audit Agency, which already routinely
performs audits on all non-competitive defense contracts

over $1 million, could be used to perform these audits with
little additional manpower or expense. Without routine

audits, they believe that contractor's profit figures will
continue to be unreliable., Again, to allow flexibility,

the Board might be given authority to exempt contractors

from audits, under certain limited circumstances.

4) The rules governing the exemption of commercial products
would be changed, contingent on the completion of a
study of these rules. OMB argues that the rule changes
should not be enacted prior to completion of the study.

Comment: There is evidence that the exemption for standard
commercial products has been abused. For example, specialty
steels used only in submarine hull construction are broadly
interpreted as standard commercial steel products, and are
therefore exempted from renegotiation. To postpone enactment
of the exemption modification pending completion of the study
will probably effectively kill needed changes, since action
on another bill modifying renegotiation proceedings will be
unlikely following final passage of the Minish Bill.
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FROM: BERT LANCE@‘.{( Lh,,,gt = 1
'SUBJECT: Administration Position on H.R. 5959, 2

The Renegotiation Reform Act of 1977

Per your request.

This is in response to your request for my staff's assessment

of H.R. 5959, "The Minish Bill."

Background

Renegotiation originated in World War II and was carried on
during Korea and Vietnam as a response to an economy which
required urgent procurement with less than normal regard

to price negotiations. There is substantial agreement that
conditions have changed -- we no longer have an emergency
economy and procurement procedures are improved and more
relaxed. Opponents, therefore, argue that we do not have a
continued need for renegotiation. We do not regard the
elimination of renegotiation as a viable possibility. We
do believe that the substantive impact of renegotiation,
and the administrative effectiveness of the process, can be
improved. '

Principal Features of H.R. 5959

We support a number of provisions of H.R. 5959 which would
substantially strengthen the Renegotiation Board. Briefly
these provisions:

-~ extend the Board's authority until 1982;

-- exempt from the Board's jurisdiction those firms
with total sales under $4 million annually (the
previous level was $1 million in annual sales);

~ == restructure the Board fgx S-year staggered terms,
provide a bipartisan appointment requirement,
strengthen the administrative authority of the
Chairman, and upgrade the executive level of the
Chairman from executive level V to level 1V.



-~ authorize subpoena power for the Board; and

-=- increase penalties fcr delinguencies and false or
misleading information.

The bill also rroposes a rurmber of changes about which we
have reservations. These provisions would:

-~ change the basis of renegotiation from the aggregate
company business done during a fiscal year to the
business done during a fiscal year by each division
and major product line.

Comment: This change would require special financial reporting
from many contractors and subcontractors for renegotiation
purposes, an additional burden reguiring more paperwork.
However, it must be recognized that there is a growing trend
toward other agencies, such as Federal Trade Commission,
requiring reporting on a segmented basis. More importantly,

we believe the provision does not provide fair consideration

to market and other circumstances that cause losses or low
profits in portions of a contractor's business with the

Federal Government. Under current law, the Board has

adequate authority to analyze renegotiable business on a
division or product line basis when warranted by a contractor's
mismanagement or otherwise.

-~ prohibit the percentage of completion method of
accounting for the purpose of reporting renegotiable
sales.

Comment: We can see no valid reason for not allowing contractors

to use this accounting method. It is a generally accepted
accounting procedure and to prohibit the use of it may result

in many contractors having to institute new accounting procedures
solely for renegotiation purposes and thereby increase Government
procurement costs. The Board now has authority to require

methods of accounting that adequately reflect a contractor's
renegotiable income and costs. . cﬁ?da&uh;

-- modify the existing exemption in the Act for standard‘—'—ﬂ—‘h
commercial articles as follows:

1. The exemption for standard commercial articles
would remain but the exemptions for certain
"classes" of standard commercial articles and
certain commercial ﬂservices" would be repealed.
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2. The reguired level cf ncndefense sales for
exerption-gualification purposes would be
increasecé to 75 percent from the current 55
percent.

3. The nonrenegotiable sales base to which the per-
centage qualification level is applied would no .
longer include sales to Federal Government
agencies not covered by the Renegotiation Act.

4. Contractors would be required to furnish "complete -

cost and pricing data” on all articles subject to
the exemption. .

In addition, the Renegotiation Board would be directed to
study all exemptions and to submit recommendations on their
retention to the Congress by December 31, 1977.

Comment: We believe that the proposed study of‘the exemptions

1s appropriate. However, until such a study is completed, we

believe it unwise to take the action called for in this
provision. A study of the exemption, as called for in the
bill, is needed, but it should be completed before and not

after action is taken to modify the exemptions.

-=- require that "Every financial statement ... shall
be verified by an audit performed by the Board or
its authorized audit representative."

contractor books and records but is not required to do so.
To require audits in all cases, even where the Board thinks
they are not needed, will result in unnecessary additional
resource requirements for the Board and needless burden for
contractors.

-« provide that interest is to accrue on excessive
profits from the period beginning after the last
day of the fiscal year in which such profits are
earned to the date of payment or recovery.

Comment: At present, interest accrues from 30 days after

the date of the excessive profit determination by the Board.

In many cases, it is difficult.to determine who may be
responsible, the Board or the contractor, for delays in the
renegotiation process. In those cases where the Board is
responsible for unnecessary delays, we believe it unfair to
charge the contractor additional interest.

Ry

Comment: At present, the Board has the auvthority to audit <;g7i?¢¢‘




-~ recuire the Board to provide the Secretary of each
aflZected Tecoartment a summary of each financial
statementz whicn rellects receipts of accruals under
contracts witn such Departments.

Comment: This orevision would result in unnecessary additional
reporting recuirements. We believe that any necessary exchange
of information can be adegquately handled under administrative
procedures.

General Concerns : .

These include:

. the additional cost impacts on contractors in complying
with the above requirements and the reduction in
competition for Government contracts which will
ultimately be a burden to the Federal Government in the
form of higher contract prices;

. the substantial additional resources needed by the
Board to carry out these additional requirements;

« the institutionalizing on a mandatory basis of
procedures now ‘available to the Board for use when
warranted in its discretion; and

. the questionable fairness of changing the renegotiation
rules under existing contracts which were priced and
entered into in reliance on current law.

Current Status

To assist us in evaluating the provisions of H.R. 5959, we have
asked the Board to provide us with their estimates of what
additional resources would be required if the bill were enacted.
Office of Management and Budget staff are planning to meet with
Chairman Chase and his staff on Monday, April 18, 1977, to
discuss our concerns with H.R. 5959.

The Board currently has pending before the Office of Management
and Budget a budget supplemental ($925,000 - 46 full-time
permanent positions) and amendment ($2,465,000 - 89 full-time
permanent positions) request to facilitate the reduction of the
Board's current case backlog. O

. 3
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THE WHITE HOUSE

WASHINGTON

Date:  aporil 29, 1977

FOR ACTION:

The Vice Presideﬁtg (

Stu Eizenstat

Hamilton Jordan (Rainwater) &<
Bob Lipshutz

Frank Moore
Jack Watson

FROM: Rick Hutcheson, Staff Secret_ary

FOR INFORMATION: )

MEMORANDUM

SUBJECT: Bert Lance memo 4/29 re Administration Position on
‘ H.R. 5959, The Renegotiation Reform Act of 1977,

The Minish Bill.

DAY:
DATE:

YOUR RESPONSE MUST BE DELIVERED
TO THE STAFF SECRETARY BY:

TIME:IMMEDIAT TURNAROUND

ACTION REQUESTED:

—X_ Your comments
Other:

STAFF RESPONSE::

—_ | concur.
Please note other comments below:

No comment.

i’LEASE ATTACH THIS COPY TO MATERIAL SUBMITTED.

If you have any questiohs or if you anticipate a delay in submitting the required
material, please telephone the Staff Secretary immediately. (Telephone, 7052)



WASHINGTON M % Jla
”"l;/.{; ‘ MEMORANDUM

Date: April 29, 1977

FOR ACTION:

The Vice President

Stu Eizenstat

Hamilton Jordan(Rainwater)v//
Bob Lipshutz

Frank Moore

Jack Watson

FOR INFORMATION:

FROM: Rick Hutcheson, Staff Secretary

SUBJECT: Bert Lance memo 4/29

re Administration Position on

H.R. 5959, 7The Renegotiation Reform Act of 1977,

The Minish Bill.

YOUR RESPONSE M

DAY:

DATE:

TO THE STAFF SECRETARY BY:
TIME:IMMED TAT TURNAROUND

UST BE DELIVERED |

L

ACTION REQUESTED:
—X_ Your comments
Other:

STAFF RESPONSE:
I concur.
Please note other comments below:

'/No comment.

W

PLEASE ATTACH THIS COPY TO MATERIAL SUBMITTED.

If you have any questions or if you anticipate a delay in submitting the required
material, please telephone the Staft Secretary immediately, (Telephone, 7052)

< O



EXECUTIVE OFFICE OF THE PRESIDENT
OFFICE OF MANAGEMENT AND BUDGET
WASHINGTON, D.C. 20503

APR 2 9 1977
ACTION ,
MEMORANDUM FOR: THE PRESIDENT ‘{:)
FROM: BERT LANCE B -
SUBJECT: Administration Position on H.R. 5959, The Renego-

tiation Reform Act of 1977, The Minish Bi1]

Chairman Minish's House Subcommittee on General Oversight and Renegotia-
tion is scheduled to mark up H.R. 5959 on Monday, May 2, 1977. We
believe it important to communicate the Administration position by then
and suggest that we determine our position by Friday, April 29,

Per your request, Bo Cutter has discussed our current assessment of
H.R. 5959 (attached at Tab A) with Admiral Rickover. The Admiral
strongly supports all of the provisions of the bill. 1In addition, Bo
and OMB staff met with Board Chairman Chase and his staff.

Based on these discussions and further OMB staff analysis, we continye

to believe that the Renegotiation Board can be significantly strengthened
by certain provisions in the Minish Bi11. However, we also continue to
have reservations concerning four provisions of the bill. These pro-
visions and our recommendations are as follows:

° Change the basis of renegotiation from the aggregate
company business done during a fiscal year to the
business done by each division and major product line.

Comment: This would be a major change in policy with respect to rene-
gotiation proceedings which would impose rigid standards on the Board,
and place undue restrictions on contractorg. The Board recommends that

aggregate determination of excessive profits and think the Board has such
authority today. The Board also believes that it may have authority to
offset Tow profits against high profits, but is required to offset losses
against high profits. Thusfar, this question has not been resolved in the
courts., If there is doubt, we suggest an amendment making it clear that
it does have such discretion.
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Recommendation: That the Administration oppose this mandatory provision
but inform the Committee that we would favor an amendment clarifying the
Board's authority to exercise judgement in analyzing and evaluating by
product line.

—_ Agree _____Disagree

® Prohibit the percentage of completion method of accounting
‘for the purpose of repcrting renegotiable sales.

Comment: As expressed in our earlier memorandum to you, we believe that

the Board has not supplied sufficient rationale prohibiting this generally
accepted accounting method. The Board now has authority to require various
methods of accounting and, as such, has sufficient flexibility to amend
whatever procedures are currently employed by the contractor. We believe

the Board should strengthen its own capabilities to handle various cost
allocation procedures rather than place an added stricture on all contractors.

Recommendation: That the Administration oppose this provision. (In our
earlier memorandum, you agreed with this view.)

Agree ' Disagree

° Require that "Every financial statement...shall be verified
by an audit performed by the Board or its authorized audit
representatives.”

Comment: The Board agrees that it clearly has authority under current law

to audit contractor records but is not required to do so. Requiring audits
in all cases, even where the Board thinks they are not needed, will result

in unnecessary additional resource requirements for the Board and needless

burden for contractors. :

~ Recommendation: That the Administration oppose this provision. (In our
earlier memorandum to you, you agreed with this view.g

Agree » - Disagree

® Continue the standard commercial articles exemption but with
material changes, subject to a study (to be completed by
December 31, 1977) of whether the exemption ultimately should
be retained. ’

Comment: The proposed study of the exemptions-is~appropr1ate. However,
until such a study is completed, we believe it unwise to take the action
called for in this provision,

Recommendation: That the Administration agree to the proposed study but
oppose enactment of the exemption modification prior to the study's com-
pletion.

Agree Disagree

Attachment
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MEMORANDUM FOR: THE PRESIDENT N = . :

A

FROM: " BERT LANCE.guj Lb"“gl ~ ’

'SUBJECT: Administration Position on H.R. 5959, !
The Renegotiation Reform Act of 1977
Per Jour request.

This is in response to your request for my staff's assessment
Of H.R. 5959, "The MiniSh Bill.“ N

Backerouna . ,

eéconomy ang Procurement Procedures are improved and more
relaxed, Opronents, therefore, argue that we do not have a
continued need for renegotiation. we do not regard the
elimination of reénegotiation as a viable Possibility., e
do believe that the substantivg impact of Tenegotiation,

T and the administratjive effectivenesg of the Process, can be
improved. ' .

Principal Features of H.R. 5959

== extend the Board's authority untijy 1982;

- exempt from the Board's Jurisdiction those firms
with tota) sales under s34 million annually (the
Previous leve] was 51 millioan in annual sales);
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-~ authorize subpoera power for the Board; a=zd

-~ increase penalties fcr delinquencies and false or
misleading information.

The bill also proposes a rurker of changes about which we
have reservations. These provisions would:

-~ change the basis of renegotiation from the aggregate
company business done during a fiscal year to the
business done during a fiscal year by each division
and major product line.

Comment: This change would require special financial reporting
from many contractors and subcontractors for renegotiation
purposes, an additional burden requiring more paperwork.
However, it must be recognized that there is a growing trend
toward other agencies, such as Federal Trade Commission,
reguiring reporting on a segmented basis. More importantly,

we believe the provision does not provide fair consideration

to market and other circumstances that cause losses or low
profits in portions of a contractor's business with the

Federal Government. Under current law, the Board has

adequate authority to analyze renegotiable business on a
division or product line basis when warranted by a contractor's
mismanagement or otherwise.

-- prohibit the percentage of completion method of
accounting for the purpose of reporting renegotiable
sales.

Comment: We can see no valid reason for not allowing contractors

to use this accounting method. It is a generally accepted
accounting procedure and to prohibit the use of it may result

in many contractors having to institute new accounting procedures
so0lely for renegotiation purposes and thereby increase Government
procurement costs. The Board now has authority to require

methods of accounting that adeguately reflect a contractor's
renegotiable income and costs. : . c§?435uk;

-- modify the existing exemption in the Act for standard’fﬂ_ﬂ*ﬁ
commercial articles as follows:

1. The exemption for standard commercial articles
would remain but the exemptions for certain
"classes" of standard commercial articles and
certain commercial iservices" would be repealed.
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2. The reguired level cf ncndefense sales for
ekempticn—qualifica:ion Furposes would be
increased to 75 bpercent from the current 55
percent,

3. The nonrenegotiable sales base to which the per-
centage qualification level is applied would no _
longer incluge sales to Federal Government
agencies not covered by the Renegotiation Act.

4. Contractors would be required to furnish "complete
COst and pricing data" on all articles subject to
the exemption. .

In addition, the Renegotiation Board would be directed to
study all eéxemptions and to submit recommendations on theijr
retention to the Congress by December 31, 1977.

Comment: We believe that the pProposed study of the exemptions
1S appropriate, However, until such a study is completed, we
believe it unwise to take the action calleg for in this
provision. A study of the exemption, as called for in the
bill, is needed, but it shoulg be completed before ang not

after action is taken to modify the exemptions.,

== require that "Every financial statement ... ghall
be verifieqd by an audit performed by the Boargd or
its authorizeg audit representative,"

r
oks and records but is not required to do so.
To require audits in all cases, even where the Board thinks
they are not neegeq, will Tesult in unnecessary additional
Tesource requirements for the Board ang needless burden for
contractors.

== provide that interest is to AccCrue on excessive
pProfits from the periogd beginning after the last
day of the fiscal year in which such profits are
earned to the date of Payment or recovery.

Comment: At Present, interest accrues from 30 days after

the date of the excessive profit determination by the Board.
In many cases, it is difficult. to determine who may be
responsible, the Board or the contractor, for delays in the
renegotiation Process. 1In those Cases where the Boarg is
responsible for unnecessary delays, we believe it unfair to
charge the Contractor additional interest.
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cileces receipts of accruals under
ch Departments.

== recuire the Boar@d to provide the Secretary of each
allected Zezarzmen: a sutmary of each financial
statermen: which

contracts witin su

Comment: This orevision would result in unnecessary additional
reporting recuirements. we believe that any necessary exchange
of informaticn can be acequately handled under administrative
procecures. :

General Concerns . .

These include:

« the additional cost impacts on contractors in complying
with the above requirements and the reduction in
competition for Government contracts which will
ultimately be a burden to the Federal Government in the
form of higher contract prices;

« the substantial additional resources needed by the
Board to carry out these additional requirements;

« the institutionalizing On a mandatory basis of
Procedures now ‘available to the Board for use when
warranted in its discretion; and

» the questionable féirness of changing the renegotiation
rules under existing contracts which were priced and
entered into in reliance on current law.

Current Status L.

Office of Management ang Budget staff are pPlanning to meet with
Chairman Chase ang his staff on Monday, April 18, 1977, to
discuss our concerns with H.R. 5959, ‘

Permanent positions) request to facilitate the reduction of the
Board's current case backlog. ©
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THE WHITE HOUSE
WASHINGTON

May 2, 1977

The Vice President
Midge Costanza
Stu Eizenstat
Hamilton Jordan
Bob Lipshutz
Frank Moore

Jody Powel]

Jack Watson

re: Budget Projections

The attached was returned in the President's

outbox and jis forwarded to you for your

info rmation,

Rick Hutcheson

-
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THE PRESIDENT HAS SEEN. C;:7

THE WHITE HOUSE

WASHINGTON

May 1, 1977

MEMORANDUM FOR THE PRESIDENT

FROM: STU EIZENSTAT Sjy, !

SUBJECT: Budget Projections

As a part of the continuing "in-service education" of

my staff, I arranged for and had a briefing by Alice
Rivlin of the Congressional Budget Office and her staff
on budget projections for the next five years. I attach
for your information a summary of the presentation which
we were given on Friday. The issue 'they developed was
whether or not from their standpoint a balanced budget
was consistent with the goal of full employment.

Their conclusion is that it is Eossible to reach both
reasonably full employment (near 5%) and a balanced budget
in FY 1981, but only with a great deal of good 1luck.

According to CBO, this would require not only governmental
action to stimulate the economy but also an unlikely
growth in the "autonomous strength of nonfederal demand”
—- demand strength in the private economy not directl
related to federal fiscal policy. In particular this
would require:

O an investment boom starting in FY 1979 not directly
related to federal stimulus and

© a major increase in the growth of state and local

o
,%ty. spending not directly related to federal stimulus.

This is not likely, especially given declining

"M/W ﬁi’ school enrollments.

The overall message of the CBO analysis is that unless

We are very lucky in achieving autonomous private recovery,
we will have to choose between coming close to our
employment goal (through more expansionary fiscal policy)
and achieving a balanced budget in FY 1981 (through more
restrictive fiscal policy).
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Moreover, if there is weak autonomous growth in non-
federal demand, achieving a balanced budget may become
Virtually impossible.

The attached cBo analysis is based on (1) assuming a
set of economic goals; (2) assuming a level of growth
in nonfederail demand, (3) assuming a federal Spending
level, and then (4) solving for the level of deficit

o that with very optimistic assumptions about
autonomous private demand, an unemployment rate
near 5% and a balanced budget in ry 1981 can be
achieved (Table 1);

o if there had been a fourth table it would,
according to CBO, show that if pPessimistic assumptions
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FULL EMPLOYMENT AND & B:13NCZD 2UDEEZT: CAN WE HAVE BOTH BY 18812 Yy

I. General Principals

A. The Autonomous Strength of Nonfederal Demand is Critical

The kev determinant of whether we can .achieve both full
employment amt = balanced budget by fiscal year 1981 will
be the zutonomous strength of nonfederal demand, "ARuton-
;omous strength” means strenath which does not stem from,
federal budget stimulus. Examples are:

1. consumer willingness to spend a larger share of
each extra dollar of after tax income.

2. business willingness to invest heavily based on con-
fidence in the Future, without special tax incentives
such as the investment tax credit.

3. strong growth in state and local spending without in-
ducements such as federal revenue sharing. .

4. strong net export demand not dependent on tax incentives
such as DISC.

If nonfederal demands are autonomously strong, they will contri-
bute directly 1o ravid economic growth and to progress toward

federal-budget.balzange, Weakness of nonfederal demand will

hinder progress +toward both goals.

B. The Role of Changing the Budget

For a given nonfederzl demand environment, rapid economic growth

and federal budget balance are conflicting not complementary goals.,
_Restricting both expenditure growth and tax reductions will help -
balance the budget, but at some cost in terms of the rate of growt@ib

The size of the federal budget is not the key issue. Even a budget
with severely limited expenditures cannot be belancedlat full em-
Ployment levels of GNP if nonfederal demand is weak. Conversely, a

budget with large expenditure increases can be palanted at full
employment 1f nonfeder = g ough this might

+require a tax increase above current policy levels.)

C. Measuring the "Room" for New Federal Programs

s

Many people have used the difference between current policy revenues
and expenditures in & traditiconal five-year budget projection to
‘measure the "room' for new t-ograms. Tne stronger is the assumed
level of economic activity, z=hs lzrgar is the apparent leeway for

new programs. Unfortunatelr. =his apcroach is very misleading. . ’

\




)
Programs in place is

not too weak. If i
w Zeleral programs will largely serve --
nonfederal demand is
rograms will be competing directly for +the

strong, new federes

< resources oI the economy. In this case a tax
increass may well be needed to limit inflationarv pressures.  Even
S0, the new federzl programs would involve shifting resources from
the private to the public sector.

"No Free Lunch” Still Applies

In a given nonfederazl demand environment and with a fixed goal for
growth in real GNP, higher federal expenditures must be accompanied
by higher taxes. Very often this appears in the form of smaller
botential tax cuts, but the Principal still holds. If expenditures
are held down taxes can (indeed taxes must) be lower to attain a
fixed GNP gozl.

II. 2Alternate Scenarios

A.

Optimistic Nonfederal Demand‘and.High*GNP,.

Table 1 shows highlights of a scenario which meets the announced
administration targets of near fnll employment and a balanced
federal budget by fiscal year 1981, with expenditures at 21 percent
of GNP. The most optimistic of the nonfederal demand assumptions
is +the accelerating growth in autonomous state and local spending

and a very strong investment boom beginning in 1979.

Many factors Traise doubts about such strong state and local govern-

"ment spending. These include demographic factors which are tending

to slow the pace of school construction and the impact of +the much
publicized financial broblems of New York City.

‘B strong investment boom is a2 very real possibility, although the

one assumed here would be exceptionzl. To date, housing has re-
covered nicely from its very low recession levels. Mos+ analysts

are mnot expecting further strong gains in the next +wo Years, however.
Business fixeg investment has been slow to recover since early 1975,
although its growth in real terms averaged 8.2 bercent from +he
fourth quarter of 1975 through the firs: quarter of 1977. As capa-
city utilization rates improve in 1977 and early 1978, a major in-
vestment boom could be in Prospect.

Less Optimistic Nonfederal Demand and Two Alternate GNP Paths

Table 2 and 3 present highlights of two scenarios which incorporate
weaker nonfederzl demand benhavior than was assumed in Table 1.
Consumer behavior is weaker, <he investment boom is less extreme,
and state and local Spending crows more slowly, although still at a
fairly rapid pace.

A
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The scenario in Ta-le > Tma2intzins the same GNP target despite weaker
nonfederal demznid, GKF tarzet is achieved by sizable tax cuts, ,

Gelfici<s. .

The scenario in Tab e 3 assimes z lower GNP target in combination
with the weaker eral mand. As can be seen, this lowar target

can be achieved wi<= smalle
fiscal 1981.

X cuts and near budget balance by

The central point of these las+ TWO scenarios is that, in +the face of
less than optimistically strong nonfederal demand, rapid economic
growth and federal budget balance are conflidfing goals, and a
choice between them may be necessary.

- Implications to Consider

It is the autonomous strength of nonfederal demand which determines
the ability to achieve both rapid economic growth and progress to-
ward a balanced federal budget. While federal actions can inTluence
the autonomous strength of nonfederal demand, such influence is
limited. 1In addition, wvarious uncontrollable events such as war,

érought or a severe winter, can also Pplay a role.

We cannot be certain that prevailing future conditions will permit
Both full employment and a bzlanced federal<budget.by 1981. We shoula
be prepared to face the choice between these two goals if even our
best efforts do not permit avoiding that choice.

f



FY1980 Frv198]1
ECONOMIC GOALS:
'= " - 1] = a .
(1) Real &2 (billions of 197 1377.4  1439.0 1510.2 1535.7 16605
dollars per vear) _
(2) Growth Rate of Real GNP (percent 5.2 4.5 4.9 5.0 5.0
per year) :
(3) Nominal GNP (billions of current 2038.5 2243 . ¢ 2472 7 27293 - 3009.9
dollars per year)
(¢) Unemployment Rate (percent of 6.6 6.2 5 5 5 1 4.6
labor force) I
NONTEDEZRATL DEMAND BEHAVIOR:
(5) Savings Rate (percent of dispos~ ¢}i
1g per T 6.2 6.0 6.1 6.2 £.4
able income)
(6) Rezl Investment Growth Minus
Real GNP Growth (percent per . 1.5 7.0 4.5 3.0 0.0
year) - Vk\\ '
7) Investm p P oo sl 74 psFon bme
(7) Investment &5 a Percent of GNT | 131 16.1 16.8 17.3 17.3

(percent)

(8) Growth Rate in Real Autonomous
State and Local Purchases
cent per year)

(9) Net Exports (billions of current

L

(per- 3.0, 3.2 3.4 3.6 . 3.8

4. 5. . 4.
dollar per year) 4.9 >-4 5-4 . o
FEDERAL BUDGET:
. s n o . coa £
+n (10) Unlfle: :.J?endltures (b“l;Lllons of 459.4 4943 5257 573.1 632.0
» /)_v ., Current dollars year - S
\ 122 ?Lﬁ:;’ o . . .
1) Lxpenditures as a Percent of GNP 295 22.0 21.9 21.0 21.0
(percent)
(12) Expenditures Above Current
Policy Levels (billions of cur- 0 0 0 9.8 29.4
Trent dollars per year) '
(13) Unifieg iezfnfes (bllllo?s of 405.5  462.0  502.5  573.7  ¢37.3
current dollars per year —_—
(14) surplus (+) or Deficit (=) '
- (billions of current dollars per -32.8 -32.2 -16.1 0.5 5.2
yvear)
(15) Surpluvs or Deficit as:a Percent 2.6 -1.2 —-0.6 0.0 0.2

of GNP (percent)



TARIE 2. LESS OPTIMISTIC NOWFZDZ=a D= A2 ZIGHE GNP
FYlcie TYi97s FY1980 FYlegl rY1982
ECONOMIC GORLS:
(1) Real GNP (billions of 1872 1377.¢4 1438.0 1510.2 1585.7 1660.5
dollars per year)
(2) Growth Rate of Real GNP (per- 5.4 4.5 4.9 5.0 5.0
cent per year) :
(3) Nominal GNP (billions of current 2038.5  2243.6 2474.7 2728.4  3009.9
dollars per year)
4 + 2 £ -
(4) Unemployment e (percent of 6.6 6.2 5 5 5.1 2.6
labor force) :
NONFEDEREL DEMAND BEEAVIOR:
(5) Savmgs Rate (percent of dispos~ 6.3 & 2 7.5 7.6 7.9
able income)
(6) Real Investment Growth Minus .
Real GNP Growth (percent per 1.0 5.0 4.0 3.0 0.0
year) .
(7) Investment as a Percent of GNP 15.0 15.7 16.4 16.9 16.9
(percent)
(8) Growth Rate in Rezl Aufonomous :
State and Local Purchases (percent 3.0 3.0 3.0 3.0 3.0
per year) .
(9) Net Exports (billions of current 3.8 2.9 5.4 5.4 2.9
dollars per year)
FEDERATL BUDGET:
(10) Unified Expenditures (billions of o :
< . . c. . .7 ﬂ .! 602.
current dollars per year) 459.4 494 .3 525 3 3 o
- ™ . - - N
(11) Expenditures as = P.ercent of GNP. 225 22.0 21.2 21.0 21.0
(percent) . :
(12) Expenditures Above Current Policy
Levels (billions 6f current dol- 0 0 0 " 9.8 29.4
: lars per year) ' ‘ .
(13) Unified Re- s (billi £ “"#‘g’}”"" gt by o1
preiec Revenues (billions of 403.8  446.8  470.24 5247  sg1.1
current dollars per year) —_—
(14) Surplus (+) or Deficit (=)
(billions of curren+ dollars ~-Z3.5 —47.4 -55.2 —-49 .3 -50.¢
Der year)
13 IET] - oS4 7 +
(15) Surplus or Deficit as a Percent s - -2.1 2.5 -1.8 1.7

of GNP (percent)
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ABLE 3. LESS OPTINISTZIC NONFZIZZIZiZ DEMAND D

D SLOWER GNP GROWTH

FY1878  FY1872  FY1980 Fylge] FYI982
ECONOMIC GOALS:
= BEE £ 70
(1) Real 6N (billions of 1872 1377.4  1434.0 149%0.6 1550.2 16122
dolliars per vear)
(2) Growth Rate of Real GNP (percent 5.4 2.1 3.9 2.0 4.0
per vear)
(3) Nominal GNP (billions of current 2038.5  2229.7 2426.0 2638.5 2g67.8
dollars per year)
(4) Unemployment Rate (percent of
labor force) 6.6 6.3 5.¢ 5.5 5.4
NONFEDERAT, DEMAND BEHAVIOR:
(5) Sa.V.‘Ln?’S Rate (percent of dispos~ 6.3 6.0 6.5 6.5 6.6
able income)
(6) Real Investment Growth Minus
Real GNP Growth (percent per 1.0 5.0 4.0 3.0 0.0
year)
(7) Investment -@s a Percent of GNP 15.0 15.7 16.3 16.8 16.8
(percent ) ' :
(8) Growth Rate in Real Autonomous
State and Iocal Purchases. (percent 3.0 3.0 3.0 3.0 3.0
per year)
(9) Net Exports (billions of current 3.8 5.9 8.8 11.7 14.8
dollars per year) .
FEDERAT, BUDGET:
(10) Unified ::xpendltu:es (billions of 459 4 297.3 5327 570.3 608.6
current dollars per year) —
(11) Expenditures as a Percent of GNP 22.5 22.3 21.9 21.6 21.2
(percent)
(12) Expenditures Above Current Policy
Levels (bilJ:ions of current dol~- 0 0] 0 0 0
lars per year) ‘
fesa _ AU £ _ »
(13) Unified Revenunes (billions of cur 403.8 2582 507.6 565 3 612.6
rent dollars per year)
(14) Surplus (+) or Deficit (=)
(billions of current dollars per -55.5% -38.8 -25.0 -4.9 4.0
year) ' — ’
r aficq
(15) Surplus or Deficit as a Percent -2~ 1.7 ~1.0 0.2 0.1

of GNP (percent)
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THE CHAIRMAN OF THE ’\ij <:Z

COUNCIL OF ECONOMIC ADVISERS \

WASHINGTON —

April 2w]7 AB&';H PM (5,31

MEMORANDUM FOR THE PRESIDENT

, cLS
FROM: Charlie Schultze

Attached are some briefing materials which we have
prepared for your Presentation on Monday.

1981. This should, I think, precede the detailed material
on the budget which OMB has prepared. The charts, of course,
are simply handdrawn illustrations. We are having large
charts pPrepared for your use at the briefing.
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