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THE WHITE HOUSE

WASHINGTON

July 12, 1976

MR PRESIDENT:

The Administration's ""Third-Flag' Bill

In late May you decided to propose our own 'third-fla g"
legislation as an alternative to a Federal Maritime Commission
draft bill and another bill already under discussion in the House
(H.R. 7940). Your decision was based on information contained

in a decision memorandum from OMB plus staffing comments from
your senior advisors. (See TAB B for back-up)

Jim Cannon now strongly recommends that you reconsider this decision
for the following reasons:

1. While OMB recommended against supporting any legislation, the
decision memorandum suggested that some kind of Congressional
action on a third-flag bill was likely and that an Administration
bill might be a preferablalternative to other bills. However, it
would now appear that Congressional action is unlikely this year.
Representative Pete McCloskey, the ranking Republican on the
House Marine Sub-committee reports that no has made a good case
for a bill and that he is determined to stop any bill. He argues
that the chance of any action this session ''are slim'' and that the
best Administration strategy is to ''cool it.and wait to help him

resist a bill, if necessary.

2. The decision memorandum failed to emphasize sufficiently
that any increased economic regulatory authority for the FMC
would be wholly inconsistent with the President's efforts to reduce
economic regulation and to emphasize increased competition as a
preferable alternative.

If you approve Jim Cannon's recommendation to reconsider your decision
on the above subject, an appropriate decision memorandum will be prepared

outlining your options.

Approve Disapprove

Jim Connor






THE WHITE HOUSE

WASHINGTON

May 22, 1976

ADMINISTRATIVELY CONFIDENTIAL

MEMORANDUM F OR: JAMES T. LYNN
FROM: JAMES E. CONNOR?'ﬂ"/
SUBJECT: Federal Maritime Commission's

Successor Bill to '"Third-Flag"
. Legislation

The President has reviewed your memorandum of May 14
on the above subject and has approved Option #3 -- Support

~a bill of significantly more limited proportions than the

FMC draft bill, The President also added the following
notation:

"No compromisé beyond what we decide as to

provisions."

Please follow-up with the appropriate action.

cc: Dick Cheney




THE PRESIDENT HAS SEEN....
THE WHITE HOUSE

WASHINGTON

May 21, 1976

MR PRESIDENT:

Federal Maritime Commission's
Successor Bill to "Third-Flag"
Legislation

Staffing of the attached memorandum prepared by
Jim Lynn resulted in the following recommendations:

Option 1 « Oppose the FMC draft bill and request FMC
to use its current authorities to deal with any
problem,

Supported by Messrs. Seidman, Buchen
and Cannon.

Option 3 - Support a bill of significantly more limited
proportions than the FMC draft bill.

Supported by Messrs., Marsh, Friedersdorf
and Scowcroft.

General Scowcroft (NSC) offered some additional
comments supporting their recommendation. See TAB A,

Tim Austin had not comments on this subject.

OMB informs us that your decision is needed on this
matter before you leave Washington.

Jim Connor



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

MAY 14 1976
MEMORANDUM FOR: THE PRESIDENT .
FROM: James T. Lynn OW
SUBJECT: Federal Maritime Commission's Successor

Bill to "Third-Flag" Legislation

ISSUE

What position should the Administration take regarding a Federal
Maritime Commission (FMC) draft bill entitled the "Ocean Shipping
Act of 1976"?

BACKGROUND

FMC is requesting Administration clearance of a draft bill entitled
the "Ocean Shipping Act of 1976," a successor bill to previous
so-called "third-flag" bills which were active last session of
Congress. These bills are commonly seen as a way to deal with
Soviet-flag shipping competition in the U.S. foreign trades.
Proponents of these bills--namely U.S. ship operators, maritime

labor unions, and the FMC--claim that state-owned or state-controlled
carriers, like the Soviet carriers, are not necessarily operated on

a profit basis. It is alleged that these carriers unfairly underprice
their services to gain larger shares of international shipping markets.
European ship operators have made similar complaints against the
Soviets.

The proposed FMC bill provides the FMC with new powers in the
regulation of state-controlled ocean carriers. The basic provisions
of the proposed bill are as follows:

-- "Controlled carriers", for purposes of additional FMC
regulation, include all carriers whose assets are owned
primarily by, or whose operations are directed by,
governments whose vessels are not accorded most-favored-
nation treatment.

-- Increased FMC regulation of controlled carrier rates
does not apply to trades between the U.S. and the
foreign country which owns or operates the controlled
carrier. Rather, it only applies to "third-flag"
carriage (e.g., Soviet-flag carriage between the U.S.
and Japan).



-- FMC is empowered to disapprove controlled carrier rates which
are below levels which are "just and reasonable." FMC is
provided with wide discretionary powers in making determi-
nations of "reasonableness."

-- The burden of proof is on controlled carriers to demon-
strate that their rates are "just and reasonable."

-~ FMC is authorized to suspend controlled carrier rates for
a total period not exceeding 14 months, pending investigation
(currently FMC has no rate suspension powers). Furthermore,
controlled carriers are required to file statements of
justification for rate decreases.

-- Controlled carriers are required to designate and retain
a registered agent in the U.S. who shall maintain complete
business records.

-- FMC is provided with a $2 million appropriation authorization
for additional staffing to handle increased workload brought
about by the above provisions.

U.S. exporters and importers opposed the "third-flag" bills last session
because they felt that FMC would use its new authorities to restrict
competition by third-flag carriers by subjecting them to minimum

rate controls, the results of which would be to increase ocean freight
rates to the U.S. and to strengthen the cartel-like ocean shipping
conference system. The Administration (DOT) also opposed the third-flag
bills last session because: (a) such legislation was contrary to the
purposes of regulatory reform and tended to discriminate against
third-flag carriers; and (b) FMC was believed to have sufficient
authority to deal with alleged Soviet-flag rate-cutting.

CURRENT STATUS

Third-flag legislation was considered in both the House Merchant Marine
and Fisheries Committee and the Senate Commerce Committee last year.
However, because of importer/exporter and Administration opposition,

it never reached the House or Senate floor.

The House Committee, however, is anxious to reconsider the legislation
and has asked Chairman Bakke of the FMC to testify on May 26. The
Committee has indicated that it wants the bill at least ten days
before the hearing (May 16) to distribute to other parties who wish

to testify. We anticipate that the bill will receive a favorable
House hearing. The Senate Committee is expected to await House

action before considering the bill.



OPTIONS

1. Oppose the FMC draft bill. Request the FMC to use its current
authorities to deal with any unreasonably low rates which may
be filed by the Soviets.

2. Support the FMC draft bill with some modifications agreed to
by FMC.

3. Support a bill of significantly more limited proportions than
the FMC draft bill.

DISCUSSION OF THE SOVIET-FLAG PROBLEM

Neither the FMC nor the maritime industry have made much of an effort
to demonstrate that a Soviet-flag shipping problem exists. Unanswered
questions are as follows:

-- To what degree are Soviet-flag carriers competing in the
U.S. foreign trades?

-~ Is there evidence that the rates under which they are
competing are lower than other non-conference carriers
and/or are in any way predatory?

-~ If the FMC believes that rates filed by Soviet-flag carriers
are predatory, why hasn't it taken action under its existing
statutory authorities to deal with the problem?

Available information indicates the following:

The most recent statistics available from the FMC (the first 9 months of
1974) indicate that the Soviets carry a relatively modest 4% of U.S.
exports and 3% of imports in trades served by scheduled carriers
(liners). About half of Soviet carriage occurs in the U.S. Pacific
Coast--Far East market, where the Soviets carry 6% of exports and

7% of imports.

Shipowners claim that they are not so much concerned by the relatively
small percentage of trade now carried by the Soviets as they are about
the future, which could increase that percentage into the teens and
beyond. However, data provided by the FMC indicate that the Soviet
liner fleet is anticipated to expand in tonnage capacity by only

2% from 1976 to 1981. Although the competitive capabilities of the
Soviet fleet will be upgraded in that period by the replacement of

old breakbulk vessels with more efficient containerships, there does
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not appear to be reason for alarm that the Soviets will suddenly emerge
as a dominant merchant maritime power. This finding has been confirmed
by a 1975 CIA report which indicates that: (a) a number of long-
standing deficiencies place the Soviet merchant fleet behind Western
fleets in maritime technology (e.g., the average size of Soviet merchant
ships is less than half the world average); and (b) although the Soviet
fleet will be improving in the next five years, it will still lag

behind Western maritime powers.

U.S. and European ship operators deeply mistrust Soviet intentions and
allege that the Soviets are charging rates which are commercially
non-compensatory. To support the contention, the ship operators
normally quote specific rates filed by the Soviets which are
substantially below comparable ocean shipping conference rates.

FMC has provided data on freight rates for selected major commodities
moving in the U.S.-Europe and U.S.-Far East trades. In comparing the
Soviet rates with other rates filed by U.S.-flag and foreign-flag
non-conference operators, it appears that the Soviets peg their

rates very closely to the rates of other non-conference carriers
(which can be as much as 20-50% lower than conference rates.) This
finding is confirmed by a 1975 FMC staff report which indicates that
although the Soviets have established rate levels substantially

below conference rates, they "have endeavored...to avoid the position
of being the lowest non-conference carrier."

On the other hand, we agree that a potential problem exists in that
the Soviets, unlike other ship operators, could choose to operate
their ships for other than profit motives--for example, to earn hard
currency or for political/military reasons.

Section 18(b)(5) of the 1916 Shipping Act authorizes FMC to "disapprove
any rate or charge filed by a common carrier of the U.S....which, after
hearing, it finds to be so unreasonably high or low as to be detrimental
to the commerce of the U.S." FMC contends that this authority is
insufficient for the following reasons:

-~ The burden of proof is on the FMC or complainant to show
that the rate is unreasonably low;

-- Formal proceedings are by necessity lengthy (one to two
years), and FMC does not have rate suspension powers
pending the outcome of the proceedings;



5

-- Unduly low rates can only be dealt with on a rate-by-rate
basis; and

-- In the case of foreign flag lines, necessary financial data
are usually located overseas where the FMC cannot enforce its
subpoena powers to produce the necessary documents.

On the other hand, DOT, in a March 11 study on FMC's Section 18(b)(5)
authorities concluded that:

"Section 18(b)(5)...provides enough authority for the FMC
to promptly and adequately address the problem of
unreasonably low rates charged by non-national or
third-flag ocean carriers in the foreign commerce of the
U.S. The duration of past Section 18(b)(5) cases was

not the result of any shortcomings in the law, but

rather the result of the administration of the law which
led to unnecessarily long delayed reports of decisions.
Revisions of FMC rules of practice may be needed, but
amendment of Section 18(b)(5) is not required."

In short, there is a basic difference of opinion as to the sufficiency
of Section 18(b)(5) to deal with unreasonably low rates. Despite the
fact that FMC believes 18(b)(5) is insufficient, it is difficult to
understand why FMC has not tried to take any regulatory action against
low Soviet rates if it believes that these rates are so low as to be
predatory. If it tried and failed, FMC's case for the need for
additional legislation would be a great deal stronger than it
currently appears to be.

AGENCY POSITIONS AND SHIPPER VIEWS

Nine agencies have provided views on the FMC draft bill. DOT, Justice,

Treasury, CEA, and CIEP oppose the bill for similar reasons, as cited
below:

-- The FMC has not demonstrated that a Soviet-flag problem
clearly exists; nor, if it does exist, why it cannot
use existing authorities to deal with it.

-- Insofar as the bill strengthens FMC authorities over a
segment of the ocean liner industry, it runs counter to
the trend to reduce transportation regulatory activities.
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-- The bill would tend to restrict competition by state-controlled
carriers by subjecting them to minimum rate controls to which
other carriers would not be subject. The likely result of
such regulation would be to strengthen ocean shipping
conferences and thereby increase ocean freight rates (although
to an unknown degree).

State reports that it would not oppose new legislation, if properly
drafted, which would prevent predatory rate practices in the U.S.
foreign trades, but that the FMC bill presents significant foreign
policy and economic problems. Principally, under the FMC bill, the
test of state ownership or control of a vessel is not limited to
the country under whose flag the vessel is registered. Rather, it
encompasses the government which has ultimate control of the vessel
(e.g., a Soviet vessel registered under a "flag of convenience,"
such as Liberia). State indicates that under international law,

it is the state of a vessel's registry alone which determines the
legal status of a vessel. Allowing the FMC to go "behind the flag"
would be in violation of treaty commitments. Additionally, State
objects to: (a) the bookkeeping requirement imposed by the bill
because it is unnecessary and could engender similar practices in
other countries; and (b) the burden of proof and rate suspension
provisions proposed by FMC because these provisions may be overly
restrictive.

the technical aspects of the bill.

Commerce defers to the views of FMC and Labor defers to other agencies
more directly concerned.

Most exporters and importers that opposed last year's bills indicate
that they do not intend to oppose the FMC proposal because it limits
increased FMC regulation to a much smaller range of third-flag
carriers--state controlled carriers. Although they would prefer
that no bill be enacted, they would rather accept the FMC bill than
have to continue to fight against potentially more harmful
legislation. However, exporters and importers in the Great Lakes
region will continue to oppose the bill because, in many instances,
the Soviets are the only carriers providing shipping services to

the region.

DISCUSSION OF OPTIONS

Option_#1 -- Oppose the FMC draft bill and request the FMC to use
existing authorities to deal with any unreasonably low Soviet rates.
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Reasons for this option have been cited above by the various agencies,
namely: (a) there is a lack of showing of need for a bill; (b) the
bill is contrary to the purposes of regulatory reform; (c) the bill
may have an adverse impact on freight rates; and (d) the bill has
negative foreign policy impacts.

Option #2 -~ Support the FMC draft bill with some modifications agreed
to by the FMC. Reasons for supporting the bill include: (a) the
Soviets have the capability of charging non-compensatory rates,
whether or not they are actually doing so now; and (b) the

perception of a threat by U.S. operators tends to discourage
investment and create instability. Changes agreed to by the

FMC include the following:

-- Alternative language to avoid violations of treaty
and international law;

-- Softening of the provision which would shift the burden
of proof regarding low rates onto the controlled carriers;
and

-- Deletion of the $2 million appropriation authorization for
FMC.

Option #3 -- Support a bill of significantly more limited proportions than
the FMC draft bill. 1In addition to several of the modifications included
in option #2, such a bill would further restrain expansion of FMC's
authorities in the following way:

-- Burden of proof regarding rate reasonableness would be
clearly retained with the FMC, rather than shifted onto
controlled carriers;

-- Variable costs would be established as the sole standard
for determining whether rates are reasonable;

-- FMC would only be permitted to suspend controlled carrier
rates if they were: (a) Tower than those charged by any
non-controlled carrier in the trade; and (b) more than
15% below shipping conference rates;

-- Although controlled carriers would be required to submit
data needed by FMC, they would not need to retain a
registered business agent in the U.S.; and
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-- The President would be given authority to postpone, discontinue
or suspend any FMC action for foreign policy or national defense
reasons.

CONCLUSION AND OMB RECOMMENDATION

Most of the agencies primarily concerned with the legislation--notably
DOT, Justice, Treasury and CEA--have indicated a preference for option
#1 (to oppose the FMC draft bill). However, they feel that some
progress has been made in "watering down" the original FMC draft bill,
per option #2, and they believe that option #3 (to support a bill of
significantly more 1imited proportions) goes a long way in meeting
their objections to the FMC draft bill. State believes that some

type of limited legislation is desirable, and supports a bill along
the 1ines of option #3.

On merit alone, OMB recommends option #1. Like the other agencies, we
believe that the FMC has made a poor case for the need for this
legislation and has failed to make a "good faith effort" to use its
existing authorities if it believes the Soviets are charging unreasonably
low rates.

On the other hand, option #3 has some value in the following respects:

-~ Without shipper opposition to the bill, there is a strong .
chance that both House and Senate Committees will report
out a bill; and

-- If a bill is enacted by Congress (and unless you should decide
to veto it), it would be preferable to try to work in pro-
visions which minimize the potential negative aspects of the
bill.

DECISION

Option #1. Oppose the FMC draft bill and request FMC to
use its current authorities to deal with any problem.

Option #2. Support the FMC draft bill with some

modifications agreed to by FMC.
é’@; Option #3. Support a bill of significantly more limited

proportions than the FMC draft bill.

729 f?/(w“”






MEMORANDUM 2850

NATIONAL SECURITY COUNCIL ACTION

May 19, 1976

MEMORANDUM FOR: JAMES CONNOR -
FROM: JEANNE W. DA
SUBJECT: Federal Maritime Commission's

"Third Flag'" Bill

You asked for our views on Jim Lynn's memorandum to the President
concerning the Federal Maritime Commission's (FMC) draft '"Third
Flag'' legislation.

The entry of state-owned and state-controlled carriers into traditional
shipping markets has posed a threat to established firms in the U.S.
and West Europe. The U.S. maritime industry and its supporters in
Congress bemoan the demise of the U.S. merchant marine and note
with alarm the growth of state-owned merchant fleets, some of which
have cut rates indiscriminately to garner a larger market share.

We must, therefore, take some action to put the state-owned shippers
on notice that we cannot and will not condone predatory pricing practices.
Thus some ''third flag' legislation is probably necessary and desirable
at this time. However, this legislation should be drafted in such a
manner which takes into account domestic and international economic
considerations as well as specific treaty obligations. The FMC draft
fails on this score. The bill would allow the FMC to "'look behind' the
vessels' registry to determine which government has ultimate control

of the ship. Such a provision would not be consistent with current inter-
national law and practice. There are a number of other objectionable
features in the draft bill which are covered adequately in the OMB
memorandum.

Therefore, we favor Option 3 under which the Administration would
support a significantly limited version of the FMC draft bill. In our
view the Administration should not oppose the FMC draft outright
(Option 1), as some agencies have recommended, even though the
Commission has not adequately justified the need for such legislation.



We fear that unless the Administration is able to offer a reasonable
alternative to the FMC draft or to the numerous other ''third flag"

bills introduced last session, Congress may pass a bill which would

be overly restrictive and inconsistent with our international obligations.

RECOMMENDATION:

That the President approve Option 3.



STAFFING







THE WHITE HOUSE

WASHINGTON

June 22, 1976

MEMORANDUM FOR: DICK CHENEY N

. ,‘jo
FROM: JIM CANNON 4#1 GMJ
SUBJECT: The Administration's "Third-

In late May the President decided to propose our own "third-
flag" legislation as an alternative to a Federal Maritime
Commission ("FMC") draft bill and another bill already under
discussion in the House (H,R. 7940). Each of the three bills
would give the FMC substantial new authority to deal with state-
controlled ocean shipping firms -- primarily Soviet-Flag --
which are allegedly "unfairly" competing with other profit-
making shipping firms. The Administration bill, which would be
a watered down version of the FMC draft bill, is now being
drafted.

This decision was based on information contained in a decision
memorandum from OMB and staff comments collected by Jim Connor.

I would strongly recommend that the President reconsider this
decision for two reasons:

1. While OMB recommended against supporting any legislation,
the decision memorandum suggested that some kind of
Congressional action on a third-flag bill was likely and
that an Administration bill might be a preferable alternative
to other bills. However, it would now appear that Congressional
action is unlikely this year. Representative Pete McCloskey,
the ranking Republican on the House Merchant Marine Sub-
committee, reports that no one has made a good case for a
bill and that he is determined to stop any bill, He argues
that the chance of any action this session "are slim" and
that the best Administration strategy is to "cool it"
and wait to help him resist a bill, if necessary.

2. The decision memorandum failed to emphasize sufficiently
that any increased economic regulatory authority for the
FMC would be wholly inconsistent with the President's
efforts to reduce economic regulation and to emphasize
increased competition as a preferable alternative.

If you agree with my recommendation that the President
reconsider this issue, we will be happy to work with OMB in
drafting the appropriate decision memorandum for the President.

SRS

cc: Paul O'Neill



June 8, 1976

THE WHITE HOUSE
WASHINGTON

TO: JIM CANNON O)&
FROM: PAUL LEACH?( LQ

I have discussed this with
Art Quern and Ed Schmults and
would like to chat with you
about 1it.



THE WHITE HOUSE

WASHINGTON

June 8, 1976

MEMORANDUM FOR: JIM CANNON

FROM: PAUL LEACHQ,(

SUBJECT: Third-Flag Legislation
Background

For the past year there has been some discussion
in Congress about the need for legislation (a
"third-flag" bill) giving the Federal Maritime
Commission ("FMC") authority to deal with state-
owned or state~controlled ocean shipping firms ---
primarily Soviet-flag --- which are "unfairly"
competing with other profit-making shipping firms.

In late May, FMC Chairman Bakke was scheduled to
testify at hearings before the House Merchant Marine
Subcommittee., Prior to his testimony, Bakke re-
quested Administration approval of the FMC's draft
"Ocean Shipping Act of 1976" which he wanted to
present as an alternative to the original bill

(H.R., 7940) which the Subcommittee had been discussing.

This issue reached the President in late May and he
decided to support another bill ("the Proposed
Administration Bill") which would be "of significantly
more limited proportions than the FMC draft bill."
This decision was based on the information contained
in a decision memorandum from OMB (see Tab A) and
staff comments (collected by Jim Connor),

Issues
On the basis of information which I have gathered

since the President's decision, I would suggest that
the President may want to reconsider his decision,



-

Furthermore, if the decision is not reversed, I
would also suggest that the exact provisions of the
Proposed Administration Bill deserve more detailed
attention and discussion than they were afforded

in the decision memorandum at Tab A,

Reasons For Reconsideration

Congressional Situation, In the decision memorandum,
it was stated that some kind of Congressional action
on the third-flag problem was likely. It was argued
that "without shipper opposition to the bill, there
is a strong chance that both House and Senate
committees will report out a bill." However, when
Chairman Bakke appeared on May 26, some members of
the House Merchant Marine Subcommittee were hostile.
In particular, Representative Pete McCloskey---the
ranking Republican--~~attacked Bakke's arguments with
enthusiasm, as did Representative Ruppe (and other
Great Lakes representatives).

Subsequently, I talked with McCloskey about the prospects
for a "third-flag" bill and he reported that chances
were about "10 percent." He reported that no one

had made a good case for any bill and that he was
determined to stop any bill. (This is a change in
his position since he co-sponsored the original

bill last year.) Interestingly, he questioned how
the President could favor any kind of "third-flag"
bill since it would inevitably provide the FMC with
greatly expanded economic regulatory powers —--
which McCloskey argued would be inconsistent with the
President's regulatory reform programs, McCloskey's
advice was for the Administration to "cool it" and
wait to see if a bill began to move (at which time

he would call for our help).

Congressman McCloskey followed up our conversation
with a "status report" which reviews the situation
and concludes that chances of House action on any

bill this year "are slim because of the time con-

straints caused by the upcoming Congressional and

Presidential election." This is at Tab B.
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Conflict With Regulatory Reform. In addition to

this different assessment of the likelihood for
Congressional action, the decision memorandum, in
presenting agency views on Option 3 ("Support a

bill of significantly more limited proportions"),

fails to emphasize the intensity of agency distaste for
this regulation. Specifically, the memorandum says
that DOT, Justice, Treasury and CEA" feel that some
progress has been made in 'watering down' the

original FMC draft bill ... and they believe that
Option 3 ... goes a long way in meeting their objections
to the FMC draft bill." On the contrary, I think that
most or all of these agencies are totally opposed to
any bill, The reasons are quite simple: No case has
been"made for the need for legislation in any form and
increased economic regulatory authority for the FMC
would be wholly inconsistent with the President's
regulatory reform efforts.

The Proposed Administration Bill

If, upon reconsideration, it is decided that an
Administration bill is necessary, I hope that careful
consideration can be given to a number of issues which
are not adequately discussed in the broad outline of
the bill contained in the decision memorandum (at Tab A
on pages 7 and 8), Specifically, some examples include:

- Is the controlled-carrier's burden of "submitting data
needed by the FMC" equivalent to bearing the burden
of proof? If so, how can this be reconciled with
the burden of proof resting with FMC?

- Who can challenge a proposed "controlled-carrier
rate"? Shippers who pay it? Competing carriers?
FMC?

- What rate and operating cost data will be required
to be filed by conference and independent carriers
in ordexr to make this new scheme of regulation
effective? 1Is this expanded FMC interference
desirable?

- When should the FMC consult with the President (or
the State and Defense Departments) to assess foreign
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policy and national defense considerations of
a rate examination? Before initiating investi-
gation? During? After?

- Once a controlled carrier rate is filed, should it
be open to challenge indefinitely?

- For how long should a proposed rate be suspended by
the FMC?

- Who bears the burden of proving that a proposed rate
is "(a) lower than those charged by any non-
controlled carrier in the trade; and (b) more
than 15% below shipping conference rates" and
thus subject to suspension by the FMC?

Conclusion

I would argue that Congressional action on a "third-
flag" bill is unlikely this year, that any bill is
irreconcilably contrary to the Administration's
regulatory reform policies and that a workable bill

is going to be close to impossible to draft. Thus,

I would hope that this issue can be re-examined
quickly, before the Administration paints itself into a
corner (see, e.g., Tab C for recent Journal of Commerce
article on this situation) from whence 1t will not be
able to escape.

cc: Jim Lynn
Bill Seidman
Ed Schmults
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-- FMC is empowered to disapprove controlled carrier rates which
are below levels which are "just and reasonable.” FiC is
provided w1Lh wide d1scr°t1onarj powers in making determi-
nations of "reascnableness.”

-- The burden of proof is on controlled carriers to demon-
strate that their rates are "just and reasonable.®

-- FiiC is authorized to suspend controlled carrier rates for
- a total period not exceeding 14 wonths, pending investigation
(c irrently FIC has no rate suspcnsion powars). Furthermore,
atrolled carriers are required to file statemants of
ification Tor rate dacreases.

Y e reguirec to designate and retain
t in the U.S. who shalil mainiain compiete

-- FifC is provided with a $2 miliion appropriation authorization
for add1u1nna1 staffing to hancgle increased worklocad brought
about by the above provisicns.

U.S. exporters and importers opposed the "third-flag" bills last session
because they felt that FMC would use its rew authorities to restrict
competition by third-flag carriers by subjecting them to minimum

rate controls, the resuits of which wouid be to increase ccean freight

rates to ithe U.5. and to strengthen the cartei-iike ocean shipping
conference system. The Administration [DOT) also opposed tha third-flag
hillec lact cossion bocause:  {a) such 1egislation was contvary to the
Durnoses ot w:"'x'la,nru rotarm and tandad +a0 Adiccriminata :gzi:::
third-T1ag carriers; and {b) FIKC was beiieved to have sufficient
authority to deal with alleqged Soviet-flan rate-~utting,

CURRENT STATUS i .

Tnird-Tiag Eegis?acian vas considered in both the Hnise Merchant Harine
and Fisneries Commitiee and the Senate Commerce Committee last year.
However, because of importer/exporter and Adm1n1stra ion cpposition,

it never reached the Hotise or Senate floor.

The House Committee, however, 1s anxious to reconsider the legislation
and has asked Cha1rwan Bakxe of the FMC to testify on May 26. The
Cormittee has indicated that it wants the bill at least ten days
before the hearing -{May 18) to distribute to other parties who wish

to testify. Me anticipate that the bil1l will receive a favorable
-House hearing. The Senate Comnittee is expected to await House

action before considering the bill. : .



OPTIONS

1. Oppose the FMC draft bill. Reguest’ the FMC to use its current

authorities to deal with any unroasonably low rates which may
be filed by the Soviets

2. Support the FMC draft bill with some modifications agreed to
by FluC.

3. Suppert a b111 of significantly more limited proporticns than
7 .

lHeither the FHC ner the maritime industry have made much ¢f an effort
to demonstrate that a Soviet-flag shipping problem exists. Unanswered
guestions are a2s fellows:
-- To what degres are Soviet-flag carriers competing in the
U.S. foreign trades?
e Te +hnnn AutAdrman +ha+ +hn wntrarn smdaw b d ol Ll mvas
- R U 2 B L LR P L S VY B i B VA P . 4 uuucx LA RN l-IICJ (S5 B =4
competing are lower than cther non-conference carriers
and/or are in-any way predatory? e
—— £ ha CMPS hadldavame #haod wmodas £37-0 Lo Canod ok 0T o Coeend ool
v = - 4 ~
If the IMC believes that vates 7Tiled Ly JuviceL-tiiay carriers
are predateory, why hasn't it taken action under its existing
statutory authorities to deal with the probliem?
Available information indicates the following:
Soyizgt-Fleg Competition
Ti s available from the FMC {the first 9 months of
19; ovieis rarry a relatively adest &% of U.S.
2 ¢ =7 in ir =d by d carriers
Ui j. About naiv of Soviet carrlagp occurs in the U S. Pacif
C --Far East market, where the Soviets carry 6% of exports and

75 ¢f imports.

Shipowners claim that they are not so much concerned by the relatively
small percentage of trade now carried by the Soviets as they are about
the future, which could increase that percentage into the teens and
beyond. However, data provided by the FMC indicate that the Soviet
Yiner Fleet is anticipated to expand in tonnags capacity by only

2% from 1875 to 1981. Although the competitive capabilities of the
Soviet tlect will be upgraded in that 1eriod by the replacement of

old breakbulk vessels with more efiicient containarships, there dces
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not appear to be reason for aiarm that the Soviets will suddenly emerge
as & dacminant merchant maritime power. This finding has been confirmed
by a 1975 CIA report wnich indicates thdt (a) a number of long-
sLand1ng deficiencies place the Soviet merchant fleet benhind Yestern

Tleets in maritime technology {e.g., the average size of Soviet merchant
stiips is. less than half the world average); and (b) although the Soviet
fleet will be improving in the next five years, it will still lag

behind VYestern maritime powers.

Soviet-Flag Freignt Rates

U.S. and Eurcpean ship operators deeply P1strustVSoviet intentions and
allege that the Soviels are charging rates wnich are commercially
non-compensatery. To support the contention, tha ship operators
normally qucte specific rates filed by the Seoviets which ara
substantially below comparable ocean shipping conferenga rateg,

FMC has proviced data on freight rates for se1ecte- major cormod
moving in the U.S.- Europe and U.S.-Far cast tradss. In compari
Soviet rates with other rates filed by U.S.-flag and fore1gn -fla
ncn-confereance ooerators, it _appears that the Soviets peg their
reles very ¢iosely TO tne rates oFf other non-conterencc carricrs
wnich can be as much as 20-50% lower than conference rates.) This
finding is confirmed by a 1975 FMC staff report which 1nd1cateswihat___
a1tnough the Soviets have es ab]ished rate levels substantially

beiow conference rates, they "have endeavored...id avoid the positicn
PR R U . And s _mamEamama AT Ay B

U7 peing wne 10WesT non-ddnrerenda ddrrier.

Dn tho othar hand we agraa that a nntential nrnh]pm PxTQfR in that
On the other hand, we 2graes that a notenti

the Snviets. unlike othar ship operators. could choose to operate
their ships Tor otner than profit motives--for eﬁamp1e, te earn hard
currency or vor poiitical/military reasons.

R CoRET ....-_--.——.-a o~

¢T38 i i 3 vioping Act authorizes Tl o Fdi iSAppirove
any rate or charge filed by a common carrier of the U.S....which, after
hearing, it finds to be so unreasorably high or low as to be detrimenta]
to the commerce of the U.S." FMC contends that this authority is
insufficient for the following reasons:

-- The burden of proof is on the FMC or complainant to show
that the rate is unreasonably low;

Formal proceedings are by necessity 1engthy (one to two
years), and FMC does not have rate suspension powars
pending the outcome of the proceedings;
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-- Unduly low rates can only be deslt with on a rate-by-rate
tasis; and

-~ In the case of foreign flag lines, necessary financial data
are usually located overseas where the FMC cannot enforce its
subpoena powiers to produce ths nzacessary documents.

, DOT, in a March 11 study on FMC's Section 18(b){5)

On the other han
authoritiss Con

“Saction 18(b)(5)...provides enough authority for the FiC
to pramptly and adsguately address the problem of
unreasonably low rates charged by non-national or

=3 . s
third-flag ccean carriers in the foreign commerce ¢f the

~U.S. The duration of past Section 18(b)(5) cases was
et bl [ T T I . m A m T AL, L..a
noLU Wne ve5uit OO TGy Snur L\—U’HH\-D 1 LHT 1GYiy RUutb
rather the result of the administration of the law which
led to unnecessari]y ]ong delayed reports of decisions.
Revisions of FMC rules of practice may be ne ded but

amendment of Section ]8(b)(5) is not requ1red

In short, there is a basic difference of obpinion as to the sufficiency
of Secticn 18(b)(5) to deal with unreasonably low rates. Despite the
fact that FMC believes 18({b)[3) is in Jffzcient, it is difficult to
understand why FMC has not tried to tzke any regulatory action-against
Tow Soviet rates if it balijeves that these rates are so low as to be
predatory. If it tried and failed, FiiC's case for tne need for
additiopa] ]egis]ation would be a great deal strenger than it

)' DJ U\

A ArLImY RAATT A~ 8 e —— 2w e

_nULn\..l rUJltiung H“U JO0L7TEN VILFO

—- T8z TMC has not demonsirated that a Soviet-fiag problem
c]ear]y exists; nor, if it does exist, why it cannot
use existing au;for1ties to deal with it.

-- Insofar as the bill strengthens FHC authorities over a
segment of the ocean liner industry, it runs counter to
the trend to reduce transportation regulatory activities.
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-- The bill would tend to restrict competiticn by state-controlied
carriers by subjecting them to minimum rate controls to which
other carriers would not be subject. The likely result of
such regu]at1on weuld be to erhngthan ocean sh1pa1n3

to an unknown dc~. ).

Statz reports that it would not 0ppose new 1egis1ation, iT proparly
drafted, wnich wouid prevent predatory rate practices ip trne U.S.
foreign trades, put that the FMC bill presents significant foreign
colicy and econonxc probiems. Principally, under thes FMC bili, the
test of state ownership or control of a vessel is not limited to

the country under whose flag the vessel is registered. Rather, it
encocrpasses the covernment which has ultimate conircl of the vessel
{e.q., a Soviet vessel registerad under a "flag of convenience,”

such 25 Liberia). State indicates that under intcrnatignal lzw,

it is the state of a vessel's registry a2lone which deiermines the
Tecal status of a vessel. Allewing the FiiC te go “behind the flag®
would be in violation of treaty commitments. ‘Adcaitionally, State
objects to: (a) the bookkeeping requirement imposed by the bill
because it is unnecassary and could engender similar practices in
cther countries; and {b) the burden of proof and vate suspensison
provisions proposed by FﬂC because these provisions may bs overly
restrictive. ' i
Ofiice of thz Special Representative for Trade Negotiaticons repcrts tha
it favors the general intent of the legislation but that it defers on
ine iechnical aspects of the bili. .

Commerce defers to the views of FHC and Labor defers to other agencies
wio . n

h mors
were

FAP'
[V 3 S
PR
wriva W

T—A\Q | %

have

A4 naﬁ+1u rAnra
(SRR O LOL 4Ly

exporters and importers that opposed 1a;t year s bitls indicate
Tl A mak 2 L a4 T maa b TRss —— 2 Fr_sa.
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to cont1 nue to fi ght agalnst potnnf1a]ly more haranW

]ogislat1on. However, exporters and importers in the Great Lakes
re51on will continue to oppose the bill because, in many instances,

the

Saviets are the only carriers previding shipping services to

the region.

DISCh

USSICN OF OPTIONS

.Option #1 -- QOppose the FMC draft bill and réq'est the FMC tc use
at

isting authorities to deal with any unreasonably low Sovi

rates.
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cns for tnis option have been cited above by the various agancies,
ly: (a) there is a lack of showing of need for a bill; (b) the
is contrary to the purposes of reguiatory reform; (c) the bill

have an acverse impact on freight ratns, and (d) the bill has
cative Fnrn1nn nrﬂn‘v 1mn:9r't':
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-- Support the FMC draft bill with some modifications agreed
FMC. Reasons for supporting the bill include: (a) the
the capabiiity of charging non-compensatcry rates,
or not they are actually doing so now; and (b) the
£

) .
a threat by U.S Cpnr:tgrs tands to digcouracna
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-- Alternative language to avoid violations of treaty
and international law;

-- Softening of the provision which would shift the burden
f proot regarding low rates onto the controlled carriers;
and

Cption #3 —- Support a-bill of significantly more Timited prOportlons than
the FMC draft bill. In additicn to several of the modificaticns included
in option #2, such a bill would further restrain expansion of FmC s
authorities in the following way:

-- Burden of proof regarding rate reasonableness would be
clearly retained with the FMC, rather fh»n shifted onto
contrglled carriers; .

-
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-- FMC would only be permitted to suspend controlied carrier
rates if they were: (a) lower than these charged by any
non-controlled carrier in the trade; and (b) more than
15% below shipping conference rates;

-~ Although controlled carriers would be required to submit
data needed by FMC, they would not need to retain a
registered business agent in the'U.S.; and
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-- The President wou]d be given authority to postpone, discontinue
or suspend any FMC action for fore1gn policy or national defense
reasons.

agencies primarily concerned with the legislation--notably
, ireasury and CEA--have indicated a preference for option
2 the FMC draft bill). However, they feel that some

been made in "watering down" the orfgina] FMC draft bill,

2
#1 (to 0pp0S
piogress h as
1
i

per option #2, and they believe that option #3 {to support a biil of
significantly more limited proportions) goss a long way in meeting
tneir objections to ithe FMC draft bili. State believes that some
type of limitad legislation is desirable, and supports a bill along
the lines of option #3.
Cn merit aione, 0MB recommends ontion £1. Like the other agencies, we
believe that the FiC has made a poor case for the need for this

it

legislation and has failed to make a “"good faith effort" to use its
existing authorities if it believes the Soviets are charging unreasonahly
lov rates. :

On the other nand, option 3 has some value in the F0110w1n, res ects:

-- Witkout sh1pper-opp0;1bron ‘to the -bill, there 15 a strong
chance that boun House and Senate Corm1tteés will report
out a bill; and

e TF 5 Ri11 3¢ eamartod h‘\’: !‘nngv-occ (:nfl nn"ncc vris chanlAd Aardidn
If 2 bi1l dc enacted by Longrecs (and unlece vou chanld decide
tn veta itY. it would he nraferahle to trv to work in pro-
¥isions whnich minimize the potential negatxve aspacts of the
biil.
UIUIS1UN
Spticn #i. Uppose the Rl drafi b Ei nd reguest MG to

use its current authorities to dea
Op #2. Support the FMC draft bill with some

ion
ifications agreed to by FMC.

t
mod

Option'#B. Suppert a bill of significantiy more limited
proportions than the FMC draft bill.



THE WHITE HOUSE
WASHINGTON

Jim -

Jim Cannon has withdrawn his request
that the President reconsider his
decision on the Third Flag Legislation.
I assume we can _?ust EEE? ?

fz}

Trudy 7/16/76

7{4 Piay 23,17 7%






PAUL N. McCLOSKEY, JR. 203 CannON BUILDING
127H DISTRICT, CALIFORNIA WasHinGTON, D.C. 20513
. (202) 2253-5411

COMMITTSE ON

sovernment ormmations — (Caparess of the Gnited States Byt

COMMITTEE ON PALO ALTO, CALIFORMIA 94306

MERCHANT MARINE PHouse of Representatives (a13) 3257283
Washington, B.E. 20515

June 3, 1976

Mr. Paul C. Leach

Associate Director

Domestic Council

Room 218, 014 Executive Office Building
1600 Pennsylvania Avenue

Wasnington, D. C. 20500

Dear Paul:

This is in response to your request for a status report on the
so~-called third flag legislation pending before the House Merchant
Marine Subcommittee.

As you are aware, the original bill, H.R. 7940, introduced by the
Chairman of the full Committee, Mrs. Sullivan, Mr. Downing, and
myself last June, has gone through substantial revision. Briefly,

H.R. 7940, as introduced, would have required all non-national

carriers (a carrier who transports goods between two countries
who is not registered in either one of those countries, but
rather is registered in a third country) serving the foreign
commerce of the United States charge rates which are "compensa-
tory on a commercial cost basis." It would have placed the bur-
den of proof on the non-national carrier to meet this standard
and vested the Federal Maritime Commission (FMC) with authority
to suspend and eventually reject rates if that burden was not
met. The provisions of the bill would not have applied to char-
tered vessels or to bulk carriers, but to liner operators. The -
legislation was supported by U.S. maritime interests.

Last fall three days of hearings were held on H.R. 7940. Signi-
ficant opposition surfaced at these hearings. The most objec~
tionable feature was the potential for government intrusion into
the rate-setting practices of privately-owned, non-national car-
riers serving the United States. In many instances, these car-
riers provide efficient, specialized, and low-cost service to
U.S. exporters and importers; they are the only real competition
to the steamship conferences which have anti-trust immunity to
fix ocean freight rates. Moreover, to restrict the operations
of vessels owned by our trading partners without providing com-
parable restrictions for U.S. vessels would have violated Trea-
ties of Friendship, Commerce, and Navigation. The chief oppon-

THIS STATIONERY PRINTED ON PAPEFR: MADLE WITH RECYCLED FIBERS
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ents were the Great Lakes interests, major U.S. exporters and
importers, and Departments of State and Transportation, speak-
ing for the Administration.

After considerable delay, the FMC drafted a revised bill (which did
not receive Office of Management and Budget clearance, but was
printed verbatim in the press) that attempted to alleviate most

of the objections to H.R. 7940. The major provisions of this

bill are --

* Scope restricted to “"controlled carriers", which are
defined as carriers owned or operated by a government
with whom the U.S. does not have Treaties of Friendship,
Commerce, and Navigation. (In essence then, it is limited
to carriers of the Soviet Bloc countries.)

* Requires rates of controlled carriers to be "just and rea-
sonable". Although the term is not defined, the bill lists
several factors the FMC "may" take into account. They in-
clude whether the rates are: (a) fully compensatory, (b)
assessed by other carriers in the same trade, or (c) re-
quired to assure movement of particular cargo in the trade.

* Places the burden of proof on controlled carriers whose
rates are being challenged.

* Requires controlled carriersto establish a registeredagent
within the U.S. This agent is to maintain complete busi-
ness records supporting the rates which are filed.

* Grants the FMC discretion to decide whether or not to
order the rates of controlled carriers suspended while a
hearing is in process. However, except for an initial
90-day period immediately after enactment, it gives the
FMC authority to suspend rates only if it acts within 30
days after the rates are filed.

* Applies to controlled carriers that are "cross trading",
i.e., serving the foreign trade of other countries. It
does not apply if they serve the commerce between the
U.S. and their own country.

On May 26, a further hearing was held obstensibly on H.R. 7940
at which FMC Chairman Bakke was the only witness. In reality,
the hearing was on the FMC revised bill. Testimony at this
hearing disclosed that the Soviet Bloc countries only carry
about 4 percent of our liner exports and imports. The only
area where they carry a significant percent of the liner cargo
(about 22 percent) is in the Great Lakes which have not, until
recently, been served by U.S.-flag carriers. Moreover, Chairman
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Bakke, in response to questions by Great Lakes Congressmen,
indicated that the FMC has no evidence of predatory practices
by Soviet Bloc carriers on the Great Lakes.

In order to satisfy the Great Lakes interests, who remain opposed
to the legislation, language is being drafted by Committee staff
to limit the scope of the bill. Basically, two approaches are
being explored. First, exempting from the bill controlled
carriers who serve the Great Lakes unless the President declares
that the "national interest" requires the provisions of the bill
be applicable to such carriers. Secondly, limiting the parties
who may challenge the rates of a controlled carrier to U.S.-flag
carriers providing direct service to the area in question. At
this time, the latter approach has more support among Committee
staff. It is my understanding that Chairman Sullivan and Mr.
Downing will introduce a clean bill next week, which will be

the revised FMC bill, as modified by the second approach.

Finally, the State Department has recently submitted a letter
to Mr. Downing, Chairman of the Merchant Marine Subcommittee,
indicating that President Ford has reviewed H.R. 7940 and the
revised FMC bill, and has found both of them lacking. Specifi-
cally, that Department states the President would agree to a
proposal only if —-

* Violations of treaty and international law be avoided.

* Burden of proof as to reasonableness of rates be retained
with the FMC, rather than shifted to controlled carriers.

* Variable costs as the sole standard for determining whether
rates are reasonable.

* FMC be permitted to suspend controlled carrier rates only
if they are: (a) lower than those charged by any non-
controlled carrier in the trade, and (b) more than 15
percent below steamship conference rates.

* Controlled carriers be required to submit data needed
by FMC, but not required to retain a registered business
agent in the U.S.

* The President be authorized to postpone, discontinue, or
suspend any FMC action for foreign policy or national
defense reasons.

My assessment is that the majority will try to push through the
Subcommittee and the full Committee the revised FMC bill as modi-
fied. In this regard, I understand that Subcommittee Chairman
Downing is attempting to schedule hearings in early July on that
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bill. In my view, the prospects of passage of the legislation
by the House in this Session of Congress, however, are slim
because of the time constraints caused by the upcoming Congres-—
sional and Presidential elections.

Sincerely yours,

Paul N. McCloskey, J

PNMcC/Mgl
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Fur Removed From What Ship Industries Want

Ford Details Acceptable Limits
On Third-Flag Ship Legislation

By ROBERT F. MORISON
Journal of Commerce Staff

WASHINGTON — The ad-
ministration has outlined
the limits of legislation it
will accept to cope with
competition from so-called
“third-flag” cperators in
the foreign trades of the
United States, especially
state-owned carriers of the
Socialist bloc.

And, these limits are far
removed from what ftra-
ditionally the shipping in-
dustries here and abroad
want and what Congress
seems inclined to think is
needed.

But, it does constitute the
first inclination by the exec-
utive branch to support any
sort of move in this direc-
tion since furor over the
Russian and Polish mer-
chant fleets began.

Certain Principles Urged

The President, according
to James T. Lynn, director
of the Office of Manage-
ment and Budget (OMB),
has made it clear that cer-
tain principles must be in-
cluded in any legislation
which he could support.
These principles include:

1. Third-flag carriers of
countries with which this
country has antidiserimi-
natory commercial treaties,
in effect, ‘would be exempt.

2. The Federal Maritime
Commission (FMC) -would
continue to bear the burden
of proof to show third-flag
rates 1o. be predatory or
damaging to the carriers of
a U. S. flag and those of its
trading-partner countries.

3. Variable costs, far less
than full costs, would be the
standard for judging wheth-
er the challenged ' rates
would be adequate.*

4. FMC would be given
autherity to suspend for six
months — plus a second six
morths if need be — where
third-fiag rates werse found
lawer thaun those of non-
state-controlled third-flag
aperarors in the trade gnd
mre than 15 per cent below
vontergnce rates.

3. The President, much as
he may with international
air rates, would be given
authority to postpone, dis-
continue ar suspend any
FMC actions in the area of
state-controlled  third-flag
rates for foreign policy or
national defense reasons. -

Mr. Lynn relayed these

principles to Secretary of
State Henry A. Kissinger
late last mounth. This is

being, in turn, transmitted

to Congress.

The State Department,
through the office of Robert
J. McCloskey, assistant sec-
retary for congressional re-
lations, has advised the
House Merchant Marine
and Fisheries Committee
that it. believes both the
pending House bill (HR
7940) and the variation sug-
gested by the FMC — and
rejected recently by OMB
— “seek to remedy the un-
fair and predatory prac-
tices of certain carriers by
resorting to  measures
which we believe are too
cumbersome and disruptive
and which, in fact, would
not solve the problem.”

Further, it is noted that
the administration is trying
to reform regulatory pro-
cesses and in doing so to re-
duce the intrusion of gov-
ernment in the economy.
The pending bills are incon-
sistent with this intention
and “we believe it is ex-
tremely important to avoid
providing the FMC with au-
thorities in excess of those
it really needs to deal with
existing or potential prob-
lems,” Mr. McCloskey said.

The executive branch ob-
jects to the absence of any
distinetion between the pos-
sibly predatory state-con-
trolled operators and the
traditional, profit-guided,
privately owned third flags.
The latter have long pro-

vided competitive service in
the U. S. trades, the ab-
sence of which could lead to
higher shipping rates, and
might also violate the many
treaties of friendship, com-
merce and navigation. This
country has to guarantes
equal treatment to U. S.
and foreign-flag ships and

© trade, he added.

By restricting a legisla-
tive approach to state-con-
trolled carriers not affected
by commercial treaties or
other U. S. obligations to
equal treatment ‘‘we ac-
knowledge economic real-
ity,” and only those car-
riers ‘“‘backed by the total
resources of their respec-
tive governments, and

hence immune from the.

normal play of market
forces, would be subject to
exceptional regulatory

scrutiny,” Mr. McCloskey .

said.
Version of Rate Rules

The State Department
has worked up a version of
third-flag rate regulation
legislation which will be
submitted to Congress soon.

However, there are
strong indications that at
least the House merchant
marine subcommittee has
run out of patience with the
executive branch and will
go ahead, instead, with a
bill along the lines sug-
gested by FMC and unac-
ceptable to the adminis-
tration. (No further hear-
ings are scheduled at this
time.) .

Generally, the FMC ap-
proach would require the
state-controlled ‘lines oper-

ating outside conferences
and functioning as third-
flag carriers to keep their
rates abhove what amounts
1o full costs.

FMC Authority

FMC would enjoy suspen-
sion authority for seven
months with an additional
seven months where the po-
tentially offending carrier
hiad not furnished the neces-
sary data to coinplets
FMC'’s investigaticn.

Ly YAGE
Jung W6

- ——

Such carriers woutd also
be required to maintain
agents within U, S. jurisdic-
tion to facilitate access to
data needed to substantiate
costs. This, too, is opposed
by the White House. .

. Mr. McCloskey said the
legislation the adminis-
tration has in mind ‘“would
respond to the problems at
hand without violating the
competitive status of pri-
vately owned independent
carriers, provide protection
to the U. S. merchant fleet,
and retain for shippers
thejr traditional and stable
choice of carrier rates.” -



MEMORANDUM

NATIONAL SECURITY COUNCIL 4041

July 13, 1976

MEMORANDUM FOR: JAMES CONNOR
FROM: Jeanne W. Davw
SUBJECT: Your Memo re Jim Cannon's

Request for President's Reconsideration
of His Decision re Administration's
"Third=Flag Bill"

The NSC Staff has no objection to Jim Cannon's recommendation
that the Administration not submit a '""Third Flag' bill during this
session.
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T ACTION MEMORANDUM WAS IR GO LOG NO.:
Date: July 12, 1976 Timea:
TOR ACTION: cc (for information):

Jim T.ynn
Jack Marsh

Brent Scowcroft
FROM TiiE STAFF SECRETARY

DUE: Date: Tuly 13, 1976 - Tuesday Time: 5 p M,

SUBJECT:

Jim Connor's memorandum regarding
Jim Cannon's request for President's
Reconsideration of his decision on the
Administration's "Third-Flag" Bill

ACTION REQUESTED:

FROM: % L. Friedersdorf For Your Recommendationa

Dralt Reply
Please handle M”’

Draft Remarks

Please see me

For your information

Other ﬁ:ﬂi , ?
AP Coarrrn
Myg
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PLEASE AUTACH THIS COPY TO MATIRIAL SOOMITTED.

Jim Connor
For the President

I{ you have any guestions or 3f vou anticinate ¢

deloy in submitting the yequired suelerial, pleas
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THE WHITE HOUSE

WASHINGTORN

May 22, 1976

ADMINISTRATIVELY CONFIDENTIAL

MEMORANDUM FOR:

FROM:

SUBJECT:

JAMES T. LYNN =

¥V 4
JAMES E. CONNOR ?"Z
Federal Maritime Commission's

Successor Bill to "Third-Flag"
Legislation

The President has reviewed your memorandum of May 14
on the above subject and has approved Option #3 -- Support

-

- a bill of significantly more limited proportions than the

FMC draft bill, The President also added the following

notation:

"No compromisé beyond what we decide as to

provisions, "

Please follow-up with the appropriate action.

cc: Dick Cheney
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May 21, 1976

MR PRESIDENT:

F ederal Maritime Commission's
Successor Bill to "Third-Flag"
Legislation

Staffing of the attached memorandum prepared by
Jim Lynn resulted in the following recommendations:

Option 1 - Oppose the FMC draft bill and request FMC
to use its current authorities to deal with any
problem.

Supported by Messrs. Seidman, Buchen
and Cannon.

Option 3 - Support a bill of significantly more limited
proportions than the FMC draft bill,

Supported by Messrs. Marsh, Friedersdorf
and Scowcroft.

General Scowcroft (NSC) offered some additional
comments supporting their recommendation. See TAB A.

Tim Austin had not comments mmm this subject.

OMB informs us that your decision is needed on this
matter before you leave Washington.

Jim Connor




What position should the Administration take regardirg
Maritime Commission (FMC) draft

Act of 197¢"?
BACKGROUND

FMC is requesting Administration clearance of a draft bill entitled

the "Ocean Shipping Act of 1576," a successor

EXECUTIVE OFFICE OF THE PRESIDENT
OFFICE OF MANAGEMENT AND BUDGET

WASHINGTON, D.C. 205C3
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James -T. Lynn

Federal Maritime Commission's Successor

Bill to "Third-Flag" Legislation

bill entitled the
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to previous

so-called "third-flag" bills which were active last session of

Congress.

Soviet-flag shipping competition in the U.S. foreign trades.
Proponents of these bills--namely U.S. ship operators, marit1mc
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carriers, like the Soviet carriers, are not necessarily operated an

These bills are commonly seen as a way to deal with
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their qerv1req to ga]n 1ar09r shares of international sh1nn1na markets.
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The proposed FMC bill provides the FMC with new powers in the

rnngatlon oF state—controlled ccean carriers,

-- "Controlled carriers",

for purposes of additional FMC

regulation, include all carriers whose assets are owned

primarily by, or whose operations are directed by,

governments whose vessels are not accorded most-favored-

nation treatment.

-- Increased FMC regulation of controlled carrier rates

does not apply to trades between the U.S. and the

foreign country which owns or operates the controlled

carrier.

Rather,

it only app]ies to "third-flag"

[

carriage (e.g., Soviet-flag carriage between the U.S.
and Japan).

The basic provisions
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-~ FMC is empowered to disapprove controlled carrier rates which
are below levels which are "just and reasonable." FMC is
provided with wide discretionary powers in making determi-
nations of "reasonableness."

-- The burden 3f proof is on controlled carriers to demon-
strate that their rates are "just and reasonable."

-- FMC is authorized to suspend controlled carrier rates for
a total period not exceeding 14 months, pending investigation
{currently FMC has no rate suspension powers). Furthermore,
controlled carriers are required to file statements of
justification for rate decreases.

-~ Controlled carriers are required to designate and retain
a registered agent in the U.S. who shall maintain compiete
business records

-- FMC is provided with a $2 million appropriation authorization
for additional staffing to handle lincreased worklocad brought
about by the above provisions.

U.S. exporters and imperters opposed the "third-flag" bills last session
because they felt that FMC would use its new authorities to restrict
competition by third-flag carriers by subjecting them to minimum

rate conirois, the resuits of which would be to increase ocean freight
vates to the U.S. and to strengthen the cartel-iike ocean shipping
conference system. The Administration {(DOT) also onposed the third-flag
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third-flag carriers; and (b) FMC was be11éved to have suff1c1ent
authority to deal with alleged Soviet-flag rate-cutting.

CURRENT STATUS

. Third-flag iegisiation was considered in both the House Merchant Marine
and Fisheries Committee and the Senate Commerce Committee last year.
However, because of impcrter/exporter and Administration opposition,

it never reached the House or Senate floor.

The House Committee, however, is anxious to reconsider the legislation
and has asked Chairman Bakke of the FMC to testify on May 26. The
Committee has indicated that it wants the,bill at least ten days
before the hearing (May 16) to distribute to other parties who wish

to testify. We anticipate that the bill will receive a favorable
House hearing. The Senate Conmmittee is expected to await House

action before considering the bill. .



OPTIONS

1. Oppose the FMC draft bill. Request'the FMC to use its current

authorities to deal with any unreasonably low rates which may
be filed by the Soviets.

2. Support the FMC draft bill with some modifications agreed to
by FMC.

-

3. Support a bill of significantly more limited prbpor%ions than
the FMC draft bill.

DISCUSSION OF THE SOVIET-FLAG PROBLEM

Neither the FMC nor the maritime industry have made much of an effort
to demonstrate that a Soviet-flag shipping problem exists. Unanswered
questions are as follows:

-- To what degree are Soviet-flag carriers competing in the
U.S. foreign trades?

Is there cvidence that the wates under which they arve
competing are lower than other non-conference carriers
and/or are in any way predatory?

-~ If the FMC believes that rates filed by Soviet-flag carriers
are predatory, why hasn't it taken action under its existing
statutory authorities to deal w1th the problem?

Soviet-Flag Competition

The most recent statistics available from the FMC (the first 9 months of
1974) 'md]cafp that the anmfc carry a rn]af]\/p]\/ modest 4% of !.S.
SXphy L'\ and 3% of nxpG‘r"‘tS in trades served "’V 5y rLJ:,d carviers

T of Soviet carviage occurs in the U.S. Pacific

where the Soviets carry 6% of exports and

Vianer :; About ha
Coast--Far East market
7% of imports.

Shipowners claim that they are not so much concerned by the relatively
small percentage of trade now carried by the Soviets as they are about
the future, which could increase that percentage into the teens and
beyond. However, data provided by the FMC indicate that the Soviet
liner fleet is anticipated to expand in tonnage capacity by only

2% from 1976 to 1981. Although the competitive capabilities of the
Soviet fleet will be upgraded in that period by the replacement of

old breakbulk vessels with more efficient containerships, there does
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not appear to be reason for alarm that the Soviets will suddenly emerge
as a dominant merchant maritime power. This finding has been confirmed
by a 1975 CIA report which indicates thdt: (a) a number of long-
standing deficiencies place the Soviet merchant fleet behind Western
fleets in maritime technology {e.g., the average size of Soviet merchant
ships is less than half the world average); and (b) although the Soviet
fleet will be improving in the next -five years, it will still lag

behind Western maritime powers.

— e e eme m—

U.S. and European ship operators deeply mistrust Soviet intentions and
allege that the Soviets are charging rates which are commercially
non-compensatory. To support the contention, the ship operators
normally quote specific rates filed by the Soviets which are
substantially below comparable ocean shipping conference rates.

FMC has provided data on freight rates for selected major commodities
moving in the U.S.-Europe and U.S.-Far East trades. In comparing the
Soviet rates with other rates filed by U.S.-flag and foreign-flag
non-conference operators, it appears that the Soviets peg their

rates very L‘U:t'ly Lo the rates of other non-conference carricrs
(which can be as much as 20-50% lower than conference rates.) This
finding is confirmed by a 1975 FMC staff report which indicates that
although the Soviets have established rate levels substantially

below conference rates, they "have endeavUred...to avoid the position
of being the lowest non-conference carrier.

nntential nrnh]nm sxicte in that

rators. could choose to operate
vat:»cs——fcr example, to earn hard
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any rate or charge filed by a common carrier of the U.S....which, afT,eI"
hearing, it finds to be so unreasonably high or low as to be detrimental
to the commerce of the U.S." FMC contends that this authority is
insufficient for the following reasons:

-- The burden of proof is on the FMC or complainant to show
that the rate is unreasonably low;

-- Formal proceedings are by necessity lengthy (one to two
years), and FMC does not have rate suspension powers
pending the outcome of the proceedings;

Y
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-~ Unduly low rates can only be dealt with on a rate-by-rate
basis; and

-- In the case of foreign flag lines, necessary financial data
are usually located overseas where the FMC cannot enforce its
subpoena powers to produce the necessary documents.

mo
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hand, DOT, in a March 11 study on FMC s Section 18(b)(5)
oncli

uv

“Section 18(b)(5)...provides enough authority for the FMC
to promptly and adequately address the problem of
unreasonably low rates charged by non-national or
third-flag ocean carriers in the foreign commerce of the
U.S. The duration of past Section 18(b)(5) cases was

ot
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rather the result of the administration of the law which
led to unnecessarily long delayed reports of decisions.
Revisions of FMC rules of practice may be needed, but
amendment of Section 18(b)(5) is not required."

In short, there is a basic difference of opinion as to the sufficiencv
of Section 18(b)(5) to deal with unreasonably low rates. Despite the
fact that FMC believes 18(b){(5) is insufficient, it is difficult to
understand why FMC has not tried to take a _Ax regulatory action against
low Soviet rates if it believes that these rates are so low as to be
predatory. If it tried and failed, FMC's case for the need for
additiona] ]egis]ation would be a great deal stronger than it

currently appears to be.

AAFAAL MANAST T ALIA Atim MmM1awturmeem 5w mgom

Nine agencies have provided views on the FMC draft bill, DOT, Justice,
ireasury, CEA, and CIEP oppose the biil for simiiar reasons, as cited
beiow

- The ML haes not demonstrzted that a ’i."\;‘;‘_\t-{’iag nrebien

c]ear]y exists; nor, if it does exist, why it cannot
use existing authorities to deal with it.

-- Insofar as the bill strengthens FMC authorities over a
segment of the ocean liner industry, it runs counter to
the trend to reduce transportation regulatory activities.
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-~ The bill would tend to restrict competition by state-controlled
carriers by subjecting them to minimum rate controls to which
other carriers would not be subject. The likely result of
such regulation would be to strengthen ocean shipping
conferances and +hnrnhv increase ocean freight rates (altho gh

el AL (&
to an unknoun degree).

State reports that it would not oppose new 1eg1s]at1on, if proper]y
drafted, wihich wouid prevent predatory rate practices in the U.S.
foreign trades, but that the FMC bill presents significant foreign
policy and economic problems. Principally, under the FMC bill, the
test of state ownership or control of a vessel is not limited to
the country under whose flag the vessel is registered. Rather, it
encompasses the government which has ultimate control of the vessel
(e. g , 2 Soviet vessel registered under a "flag of convenience,"
cuvu as Liberia). State indicates that under internaticnal law,

it is the state of a vessel's registry alone which determines the
legal status of a vessel. Allowing the FMC to go "behind the flag"
would be in violation of treaty commitments. Additionally, State
objects to: (a) the bookkeeping requirement imposed by the bill
because it 1s unnecessary and could engender similar practices in

Athan Aantmtudace and (LY +ha hiwdan Af nunand and watn aiinnancdian
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provisions proposed by FMC because these provisions may be overly
restrictive.
Office of the Special Representative for Trade Nhegotiations
it favors the general intent of the Teg .s!at1on but +ha+ 1+ defnrs en
the technical aspects of i

Commerce defers to the views of FMC and Labor defers to other agencies
more directly concerned.

Most exporters and importers that opposed last year's bills indicate

dlad Al Tar @l add ad Tacmacan dlhn Fidd' ccamema T obomaios S Tlaadan
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that no bill be enacted, they would rather accept the FMC b11| tnan
have to continue to fight against potentially more harmful
legislation. However, exporters and importers in the Great Lakes
region will continue to oppose the bill because, in many instances,
the Soviets are the only carriers providing shipping services to
the region.

DISCUSSION OF OPTIONS '

Option #1 -- Oppose the FMC draft bill and request the FMC to use
existing authorities to deal with any unreasonably low Soviet rates.
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Reasons for this option have been cited above by the various agencies,
namely: (a) there is a lack of showing of need for a bill; (b) the
bi1l is contrary to the purposes of regulatory reform; (c) the bill

may have an adverse impact on freight rates; and (d) the bill has
negative foreign policy impacts, -

Option #2 -- Support the FMC draft bill with some modifications agreed
to by the FMC. Reasons for supporting the bill include: (a) the
Soviets have the capability of charging non-compensatory rates,
whether or not they are actually doing so now; and (b) the
perception’of a threat by U.S. operators tends to discourage
investment and create instability. Changes agreed to by the

FMC include the following: -

-~ Alternative language to avoid violations of treaty
and international law;

-- Softening of the provision which would shift the burden
of proof regarding low rates onto the controlled carriers;
and
cletion ¢

MC.
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Option #3 -- Support a bill of significantly more 1imited proportions than
the FMC draft bill. In addition to several of the modifications included
in option #2, such a bill would further restrain expansion of FMC's
authorities in the following way:

-~ Burden of proof regarding rate reasonableness would be
clearly retained with the FMC, rather than shifted onto
controlled carriers;

CHawdakhTla cmada oa
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-- Ml would only be perimitied to suspend controlled carrier
rates if they were: (a) lower than those charged by any
non-controlled carrier in the trade; and (b) more than
15% below shipping conference rates;

-- Although controlled carriers would be required to submit
data needed by FMC, they would not need to retain a
registered business agent in the U.S.; and
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-- The President would be given authority to postpone, discontinue
or suspend any FMC action for foreign policy or national defense
reasons. !

Most of the agencies primarily concerned with the legislation--notably
DOT, Justice, Treasury and CEA--have indicated a preference for option
#1 (to oppose the FMC draft bili). However, they feel that some
progress has been made in “"watering down" the original FMC draft bill,
per option #2, and they believe that option #3 (to support a bill of
significantly more limited proportions) goes a long way in meeting
their objections to the FMC draft bill. State believes that some

type of limited legislation is desirable, and supports a bill along
the lines of option #3.

On merit alone, OMB recommends option #1. Like the other agencies, we
believe that the FMC has made a poor case for the need for this
legislation and has failed to make a "good faith effort" to use its
existing authorities if it believes the Soviets are charging unreasonably
low rates.

On the other hand, option #3 has some value in the following respects:

=~ Without shipper opposition -to the-bill, there is a strong
chance that both House and Senate Committees will report
out a bill; and

-= If a bill ic enacted by Congress {and unless you should decide
to vetn it). it would he preferahle to trv to werk in pro-
visions which minimize the potential negative aspects of the
bill
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use Tts curreni autnorities to deal with any problem.

Option #2. Support the FMC draft bill with some
modifications agreed to by FMC.

Option #3. Support a bill of significantly more 1imited
proportions than the FMC draft bill.



STAFFING







MEMORANDUM . 2850

NATIONAL SECURITY COUNCIL ACTION

May 19, 1976

MEMORANDUM FOR: JAMES CONNOR -
FROM: JEANNE W, DA\ﬁgﬂ
SUBJECT: Federal Maritime Commission's

"Third Flag" Bill

You asked for our views on Jim Lynn's memorandum to the President
concerning the Federal Maritime Commission's (FMC) draft ""Third
Flag" legislation.

The entry of state-owned and state-controlled carriers into traditional
shipping markets has posed a threat to established firms in the U.S.
and West Europe. The U.S. maritime industry and its supporters in
Congress bemoan the demise of the U.S. merchant marine and note
with alarm the growth of state-owned merchant fleets, some of which
have cut rates indiscriminately to garner a larger market share.

We must, therefore, take some action to put the state-owned shippers

oh notice that we cannot and will not condone predatory pricing practices.

Thus some ''third flag' legislation is probably necessary and desirable
at this time. However, this legislation should be drafted in such a
manner which takes into account domestic and international economic
considerations as well as specific treaty obligations. The FMC draft
fails on this score. The bill would allow the FMC to 'look behind' the
vessels' registry to determine which government has ultimate control
of the ship., Such a provision would not be consistent with current inter-
national law and practice. There are a number of other objectionable
features in the draft bill which are covered adequately in the OMB
memorandum.

Therefore, we favor Option 3 under which the Administration would
support a significantly limited version of the FMC draft bill. In our
view the Administration should not oppose the FMC draft outright
(Option 1), as some agencies have recommended, even though the
Commission has not adequately justified the need for such legislation.



We fear that unless the Administration is able to offer a reasonable
alternative to the FMC draft or to the numerous other ''third flag"

bills introduced last session, Congress may pass a bill which would

be overly restrictive and inconsistent with our international obligations.

RECOMMENDATION:

That the President approve Option 3.

JRETIRE S St




THE WHITE HOUSE
WASHINGTON

5/14/76
TO: BOB LINDER
FROM: TRUDY FRY

The attached is sent to you for

review before it is forwarded to the
President.

I am presently staffing this memao.



THE WHITE HOUSE . .
ACTION MEMORANDUM WASHINGTON LOG NO.:

Date: May 14, 1976 Time:
FOR ACTION: cc (for information):
Phil Buchen Brent Scowcrofit
Jim Cannon Bill Seidman
Max Friedersdorf Tim Austin
Jack Marsh

FROM THE STAFF SECRETARY

DUE: Date: - Tuesday, May 18 Time: 12 Noon

SUBJECT:

James T. Lynn memo 5/14/76 re
Federal Maritime Commission's Successor
Bill to "Third~Flag' Legislation

ACTION REQUESTED:

- For Necessary Action _X __For Your Recommendations

—— Prepare Agenda and Brief Draft Reply

X  For Your Comments - Draft Remarks

REMARKS:

Support OMB's recommendation.

Edward ults 5/19/76

PLEASE ATTACH THIS COPY TO MATERIAL SUBMITTED.

If you have any questions or if you anticipate a )
delay in submitting the required material, please Jim Connor
telephone the Staff Secretary immediately. For the Pre sident



THE WHITE HOUSE

‘ A(l"l YTON I’\'ll‘“\'l()l{/\f\;],)l.'f\‘l WASUINGT ON LOG i‘!O.:
Date:  May 14, 1976 Time:
FOR ACTION:- cc (for information):
Phil Buchen Brent Scowcroft
Jim Cannon Bill Seidman
Max Friedersdorf Tim Austin
Jack Marsh '

DUE: Date: - Tuesday, May 18 Time: 12 Noon

2.

SUBJECT:

James T. Lynn memo 5/14/76 re
Federal Maritime Commission's Successor
Bill to "Third-Flag!" Legislation

CTION REQUESTED:

For Necessary Action X _ For Your Recommendations
— Prepare Aganda and Rrief o Dzgft Reply
-X._ For Your Comments - Draft Remarks

REMARKS:

PLEASE ATTACH THIS COPY TO MATERIAL SUBMITTED. :

If you have any questions or if you anticipate a .

delay in subrailting the reguired mmatericl, please Jim Connor
telephore the Staff Socretary iramediately. o For the Pre sident

L



THE WHITE HOUSE
WASHINGTON

Jim -

After checking with OMB found
out that Dan Kearney X3120

spoke to O'Neill and O''neill spoke
to Cannon and decided not to send

this in --- have they spoken to you

about it?

Trudy



THE WHITE HOUSE

WASHINGTON

May 18, 1976

MEMORANDUM FOR: JIM CONNOR
FROM: MAX FRIEDERSDCIkFV
SUBJECT: James Lynn memo 5/14/76 re

Federal Maeitime Commission's
Successor Bill to "Third-Flag"
Legislation

The Office of Legislative Affairs recommends Option No. 3.



THE WHITE HOUSE

v.’\()'JLIU.\' ;\«"IEA\{()RANDL'I\’I - WASHINGTON - LOG I‘iO.: e
Da.f'fi: . Ma.y 1;4, 1976 Timf!:
FOR ACTION:- cc (for information):
Phil Buchen Brent Scowcroft
Jim Cannon Bill Seidman
Max Friedersdorf Tim "Austin
Jack Marsh
FROM THE STAFF SECRETARY
- DUE: Date: - Tuesday, May 18 Time: 12 Noon

SUBJECT:

James T. Lynn memo 5/14/76 re
Federal Maritime Commission's Successor
Bill to "Third-Flag' Legislation

ACTION REQUESTED:

For Necessary Action X _ For Your Recommendations
—n. Prepare Agenda and Brief — Drzaft Reply
-X__ For Your Comments . Draft Remarks

REMARKS:

PLEASE ATTACH THIS COPY TO MATERIAL SUBMITTED. .

If you have any questions or if you anticipate a

delay in submitting tha required meterial, please Jim Connor

For the Pre sident

..

o~
<

telephore the Staff Scoretary iramediately





