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Sequestration Mechanics Under The 
BCA

Neil S. Whiteman and Edward C. Patterson1

Last summer’s debt ceiling crisis produced a 
compromise bill—the Budget Control Act of 
2011 (BCA)—that includes an enforcement 

mechanism, sequestration,2 similar to the doomsday 
device in Dr. Strangelove. Like its fictional counter-
part, sequestration was never supposed to be used. 
It was supposed to encourage political leaders to 
negotiate with one another to avoid a calamitous 
outcome. Instead, despite the best intentions of its 
creators (or perhaps because of their misjudgment), 
it appears increasingly likely that the sequestration 
mechanism will actually be used. And although the 
effects may not be as apocalyptic as those in Dr. 
Strangelove, sequestration could have pronounced 
and unpredictable adverse consequences on mul-
tiple parties, including Government contractors.

Sequestration may pose a serious threat to both 
the broader U.S. economy and the defense industry 
in particular. The Congressional Budget Office, for 
instance, has estimated that the impact of sequestra-
tion and other mandatory budget cuts could result in 
the economy contracting by 1.3 percent during the 
first half of next year.3 Regarding cuts to the defense 
budget, the secretary of defense, Leon Panetta, stated 
that sequestration would be “disastrous for our na-
tional defense,” and he called on political leaders to 
“de-trigger sequestration.”4 

Furthermore, Panetta stated that the Depart-
ment of Defense is not preparing for sequestra-
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tion, despite his own prediction that it “could very 
well threaten the programs critical to our nation’s 
security.”5 Deputy Secretary of Defense Ashton 
Carter recently testified before Congress in even 
more emphatic fashion: “We don’t want to begin 
taking actions now [in preparation for sequestra-
tion, and] tear ourselves to pieces to prepare for 
something that’s really stupid.”6 Remarkably, the 
threat of hundreds of billions of dollars in sudden 
budget cuts, to be implemented in a manner that 
remains unclear, has certainly caused alarm, but 
has not prompted much in the way of preparation.

This article describes the process by which the 
BCA will reduce Government spending, how those 
reductions will be spread out over the two broad 
categories of discretionary spending (essentially, 
defense and non-defense spending), and potential 
areas of uncertainty as to how these budget cuts 
will actually be implemented.

Those areas of uncertainty can be broadly iden-
tified as follows:

•	 The timing of the mandatory cuts. The fis-
cal year starts several months before the 
mandatory budget cuts are scheduled to 
take place. It is unclear how sequestra-
tion will affect those contracts that are 
executed at the beginning of the fiscal 
year. Government agencies may choose 
to reduce their funding of contracts as 
the next fiscal year begins in anticipation 
of the looming threat of sequestration.

•	 The calculation of the size of the uni-
form cuts. Under sequestration, every 
“program, project, and activity” must 
be reduced by a uniform percentage in 
FY 2013. Below the line of programs, 
projects and activities, agencies may have 
discretion in how to implement the fund-
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ing reductions triggered by sequestration. 
Absent implementing guidance from the 
Office of Management and Budget, it is 
unclear at what level of specificity the 
uniform cuts will occur. 

•	 The effects of the exemption of military 
personnel funding from these mandatory 
cuts. The president has statutory author-
ity to exempt military personnel funding 
from sequestration. Now that President 
Obama has exercised this authority, a 
smaller percentage of the defense bud-
get will be subject to the sequestration 
requirement. This creates even more 
pressure on Government contractors 
whose chief focus is on the production 
of weapon systems and other defense-
related equipment.

The Budget Control Act of 2011

In the summer of 2011, as the Federal Govern-
ment faced the threat of shutdown and potential 
furloughs, Congress reached an uncomfortable 
compromise in order to pass the BCA. In exchange 
for an increase in the debt ceiling of $2.1 trillion 
(or $2.4 trillion if a balanced budget constitutional 
amendment had been submitted to the states), 
Congress created two mechanisms to reduce the 
federal budget deficit.7 The first, the Joint Select 
Committee on Deficit Reduction (Supercommit-
tee), was supposed to reduce the deficit by $1.5 
trillion between fiscal years 2012 and 2021.8 The 
second was sequestration.

Last November, the Supercommittee, composed 
of six Republicans and six Democrats, failed to 
reach an agreement on how to best to reduce the 
deficit.9 The Supercommittee’s failure increased the 
likelihood that the second budget control mecha-
nism, sequestration, will actually be used. 

Sequestration is a process implementing man-
datory budget cuts intended to reduce the federal 
deficit.10 It also is intended to result in across-the-
board uniform cuts that affect almost all categories 
of the federal budget.11 Under the BCA, automatic 
sequestration will occur only in FY 2013; how-

ever, every year thereafter until FY 2021, OMB is 
required to reduce spending caps to control discre-
tionary spending with limits set by the BCA. The 
general process established by the BCA is as follows:

•	 First,	 discretionary	 spending	 caps	 are	
revised, and the scope of the national 
defense budget is considerably reduced.12

•	 Second,	the	BCA	provides	a	calculation	
of funding reductions from both the re-
vised security and nonsecurity budgets 
(the former consists almost entirely of 
DOD’s budget, while the latter consists of 
all other discretionary spending). A uni-
form percentage by which each category 
is reduced is also calculated.13

•	 Third,	the	BCA	establishes	two	different	
processes to reduce the federal deficit. 
Mandatory budget cuts for FY 2013 take 
place on Jan. 2, 2013. For FYs 2014–2021, 
OMB must further lower discretionary 
spending caps by the amount identified 
by the BCA calculation in step two.14

Under current law, automatic budget cuts are 
scheduled to occur on Jan. 2, 2013.15 The details 
of how the mandatory budget cuts or reductions 
in discretionary spending are to be implemented 
will be discussed step-by-step below, after first 
reviewing predecessors to the BCA.

Predecessors to the BCA

The BCA was not written on a blank slate; it was 
drafted as a modification to existing legislation, the 
Balanced Budget and Emergency Deficit Control 
Act of 1985 (BBEDCA). The BBEDCA (popularly 
known as the Gramm-Rudman-Hollings Act) was 
envisioned as a way to enforce deficit reduction 
targets, although not necessarily to adhere to discre-
tionary spending caps, as is the case with the BCA.16 
It mandated adherence to a series of budget deficit 
goals that gradually decrease over time as the deficit 
approached zero.17

The BBEDCA was passed as part of a compro-
mise to raise the debt ceiling, which was raised from 
$1.8 trillion to $2 trillion. (The BCA was designed 
to raise the debt ceiling from $14.3 trillion to $16.4 
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trillion.) However, as one of its cosponsors, Sen. Phil 
Gramm (R-Texas), has said of the legislation, “It was 
never the objective of Gramm-Rudman to trigger the 
sequester; the objective of Gramm-Rudman was to 
have the threat of the sequester force compromise 
and action.”18 Despite being almost 30 years old, 
the budget sequestration mechanism has not often 
been tested, and not at all in recent history, making 
its current implementation and effects extremely 
difficult to predict.

Between FYs 1986 and 1991, there were three 
statutory budget sequestrations.19 These were all 
tied to deficit reduction targets. The first one, in FY 
1986, resulted in a sequestration of $11.7 billion 
with a uniform reduction of 4.9 percent applied to 
individual line items in the defense budget, except 
military personnel.20 In subsequent years, Congress 
and the president enacted special legislation to elimi-
nate mandatory budget cut requirements for years 
in which the Government missed deficit reduction 
targets.21

The vulnerability of Government contractors 
to these mandatory cuts remains an open question. 
Present legislation says nothing about an exemp-
tion for Government contracts, so we only have 
the three previous sequestrations as models. For 
instance, in their joint report to the U.S. Comptrol-
ler General regarding the FY 1986 sequester, CBO 
and OMB acknowledged that defense contracts 
could be terminated under certain circumstances 
to meet deficit requirements.22 Still, they specifi-
cally exempted defense contracts from that year’s 
sequestration process.23 They stated,

Existing contracts in defense programs can 
be terminated or modified to achieve outlay 
savings if such action would neither result 
in a net loss to the government nor violate 
the legal obligations of the government, and if 
the President notifies the Comptroller Gen-
eral and the Congress of proposed contract 
terminations and modifications by specified 
dates .... No defense contract terminations or 
modifications are proposed for 1986 sequestra-
tion reductions.24

Presently, it appears that both CBO and OMB 
acknowledge that the Government’s contractual ob-
ligations preempt the necessity of achieving “outlay 
savings.” Should the Government have preexisting le-

gal obligations with certain Government contractors, 
it may choose to honor those commitments, even if 
appropriations are sequestered this coming January.

The Mechanics of Sequestration—Three 
Steps

The Downward Revision of Discretionary 
Spending Caps

The BCA presents some immediate short-term 
problems. First, once the sequestration process is 
triggered, existing discretionary spending limits for 
FYs 2013–2021 are reduced, in both the security and 
nonsecurity categories.25

Section 101 of the BCA establishes discretionary 
spending caps for the security and nonsecurity cat-
egories through FY 2021, and uses a broader defini-
tion for the security category.26 For instance, under 
the conventional discretionary spending scheme, 
Congress set a cap of $686 billion to the “security 
category” for FY 2013.27 This standard security cat-
egory includes the budgets of a variety of agencies, 
including DOD, the departments of Homeland Se-
curity and Veterans Affairs, and the National Nuclear 
Security Administration, as well as those of most of 
the intelligence community and all accounts dealing 
with international affairs.28

Once the sequestration process is triggered, 
however, these categories are altered, and the scope 
of the revised security category is narrowed consid-
erably. The new “revised security category” would 
only include discretionary appropriations in budget 
function 050—the national defense function.29 The 
“revised nonsecurity category” would include all 
discretionary spending except the national defense 
function.30 In other words, under sequestration, the 
budgets of the Department of State, parts of DHS, 
and parts of VA shift to the nonsecurity category. The 
revised security category, on the other hand, would 
consist almost exclusively of the budget of DOD.

The defense industry will lose more under the re-
vised discretionary spending categories than it would 
have under the discretionary spending caps identi-
fied in BCA § 101.31 Instead of having $54.5 billion 
cut from an appropriations budget of almost $700 
billion for several agencies, that amount is instead 
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cut from a $546 billion appropriation, which is the 
revised security category allocation for FY 2013, that 
is almost exclusively dedicated to DOD.32

It appears likely that DOD will have to sacrifice 
the most (if not all) under budget function 050 to 
meet the statutory sequestration requirements. Con-
sider that DOD requested over $702 billion for FY 
2012, including funding for the overseas contingency 
operations in Iraq and Afghanistan), and one realizes 
how aggressively the defense budget may be cut in 
the coming months.33 

This axe will fall hardest on DOD for another 
reason—many programs are altogether exempt 
from sequestration. The BCA restored provisions of 
the BBEDCA that exempt many federal programs 
from any automatic cuts. These exempt programs 
include Social Security, most veterans’ benefits and 
various other programs, including, among others, 
most federal retirement programs, many welfare 
programs and the Washington Metropolitan Area 
Transit Authority.34 Additionally, while big ticket 
budgetary items like Medicare are subject to some 
mandatory cuts under the BCA, the cut applied to 
them is a modest two percent.35 Finally, as the Con-
gressional Research Service has noted, “the impact of 
sequestration on any given program will depend on 
the actions and interpretations of OMB.”36

Currently, CBO estimates that there will be a 
10-percent reduction in new discretionary defense 
appropriations for FY 2013.37 Within DOD, only 
some parts of the budgets will be immunized from 
mandatory cuts. The BBEDCA (and the BCA)38 
authorizes the president to exempt the military per-
sonnel account from sequestration.39 

Less than two weeks before the president’s au-
thority to exempt military personnel accounts was set 
to expire,40 OMB issued guidance saying that these 
accounts would not be subject to the sequestration 
requirement.41 OMB directly acknowledged the ef-
fect that this exemption would have on the rest of 
the defense budget, stating that “[i]t is recognized 
that this action would increase the sequester in other 
defense programs.”42

While the immunization of military personnel 
accounts and (presumed) corresponding mainte-
nance of troop levels is welcome, the immunization 

also creates stark problems for the remainder of 
the defense budget. Of a total requested budget of 
$647.4 billion for FY 2013 (for budget function 
050), DOD estimates that $156.1 billion of that will 
be devoted to military personnel.43 That amount rep-
resents almost 25 percent of the total defense budget, 
and now the non-immunized portion of the defense 
budget—just under $500 billion—may likely have 
to bear an additional $54.5 billion in mandatory 
budget cuts.

The Calculation of Mandatory Cuts

Section 302 of the BCA describes how sequestra-
tion and further reductions in discretionary spending 
limits will reduce the deficit over the next nine fiscal 
years. The calculation for the annual amount is as 
follows:

•	 First,	starting	from	a	baseline	of	$1.2	tril-
lion dollars, subtract any deficit reduction 
achieved	by	the	Supercommittee.44	Since	
the	Supercommittee	failed	to	achieve	any	
reduction,	 the	 $1.2	 trillion	 reduction	
must be achieved through mandated se-
questration and budget cuts.45

•	 Second,	the	BCA	allows	for	a	reduction	of	
18	percent,	approximately	$216	billion,	to	
account for debt service avoidance.46 The 
remaining amount to be cut over the next 
nine fiscal years, both through sequestra-
tion and reductions in spending caps, is 
$984	billion.

•	 Third,	divide	that	result	by	nine	to	specify	
the yearly amount to be sequestered (or the 
reduction necessary to meet discretionary 
spending caps in subsequent years).47	So,	
each	 year,	 approximately	 $109	 billion	
would be cut from the federal budget.

•	 Fourth,	that	reduction	would	have	to	be	
split evenly between the revised security 
and nonsecurity categories.48 Thus, the 
defense budget would have to be cut by 
approximately	$54.5	billion	each	year	up	
to and including FY 2021.

This amount—approximately $54.5 billion—is 
then split even further among the categories. Based 
on a calculation by OMB, under a methodology 
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not yet determined, both discretionary and direct 
(mandatory) spending within each category is cut.49

Implementing the Cuts: the Two Processes for 
Budget Reduction

The BCA contains two different processes for 
mandatory budget cuts—one for FY 2013, and one 
for FYs 2014–2021.50 The FY 2013 cuts are those 
most accurately described as sequestration. On Jan. 
2, 2013, mandatory budget cuts kick in, without any 
input from Congress or the president. These cuts have 
been described by one policy analyst as “convoluted,” 
“incredibly difficult to implement,” and as something 
that will “cause disruption across the government and 
private sector well before the sequester even goes into 
effect.”51 The manner in which OMB will implement 
the spending cuts is still unclear.

There is a great deal of awkwardness to the tim-
ing of next January’s sequestration. The Govern-
ment will begin its FY 2013 obligations approxi-
mately one month before a presidential election. 
Congress, otherwise distracted by its campaigns, 
may make little headway on defusing the sequestra-
tion time bomb. Furthermore, President Obama 
stated that he will not sign legislation that im-
munizes the defense industry from the effects of 
sequestration, and has characterized Congress as 
waffling between protecting the Bush-era tax cuts 
and making “tough choices” to reduce the deficit, 
all while risking the military budget.52 

Once the election occurs, a lame-duck Congress 
(and potentially a lame-duck president) would have 
to try to legislate past the threat of sequestration. 
Furthermore, Congress and the president would 
have to deal with the imminent expiration of the 
Bush-era tax cuts, the payroll tax cut and emergency 
unemployment benefits, which are set to expire on 
or about December 31.53 As the CBO has stated,

Fiscal restraint will have a much larger im-
pact on the economy in 2013. The increases 
in taxes and decreases in government benefits 
will lead households to cut back their pur-
chases of goods and services, and the decline 
in funding for government programs will 
lead to further cuts in purchases. That drop 
in demand will, in turn, lead businesses to 
lower their production, employment, and 

investment. The magnitude of those responses 
is hard to judge.54 

The timing of the cuts may also produce uncer-
tain effects. The mandatory cuts for FY 2013 occur 
after the first quarter is complete, while the manda-
tory cuts for FY 2014 onward occur on the first day 
of each fiscal year (October 1).55 As the sequestration 
deadline looms larger, federal agencies may begin to 
anticipate the sequestration process, and reduce their 
first quarter contract awards in scope, number, and 
value to keep the budget pool available for sequestra-
tion as large as possible for flexibility in implement-
ing the anticipated budget reductions.

Another factor that makes the effects of the cuts 
opaque is the manner in which they are distributed 
among the different parts of the federal budget. 
The BCA calls for a reduction in both the security 
and nonsecurity budgets by a uniform percentage 
to achieve the desired spending cuts (instead of 
just eliminating certain programs outright, for in-
stance).56 This application of a uniform percentage 
cut to all line items in each category may produce the 
most uncertainty for Government contractors.57 One 
report provides a hypothetical example—if just over 
$54 billion in spending reductions is required (which 
is the case given that the Supercommittee failed to 
agree on budget reductions), and $546 billion in 
defense spending is not exempt from sequestration, 
each nonexempt “account” would be reduced by a 
uniform 9.9 percent.58

The FY 2013 Mandatory Cuts
The FY 2013 cuts are the only ones to be attained 

by applying a mandatory percentage cut uniformly to 
the defense and non-defense budgets.59 Even though 
the FY 2013 cuts are scheduled to take place on Jan. 
2, 2013 under current law, the size of the mandatory 
percentage reduction is still unclear (even though 
we now know that military personnel accounts will 
be exempt).60 One commentator estimated that the 
mandatory uniform percentage could have been 
7.5 percent if military personnel accounts were not 
exempt from the sequestration process.61 However, 
because military personnel accounts are exempt, the 
mandatory uniform percentage could be as high as 
10 percent.62 Until OMB provides more guidance 
on what exactly must be cut, and at what level, it 
remains unclear how large the percentage cut will 
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need to be to meet the sequestration requirements.63 
Note also that overseas contingency operations and 
war costs are not exempt from the sequestration pro-
cess, but DOD may attempt to spare these account 
to the extent possible.64

The FYs 2014–2021 Cuts
The next eight years of budget control take the 

form of mandated reductions in discretionary spend-
ing caps, instead of imposing automatic cuts on those 
budget accounts to which funds have already been 
appropriated.65 This ability to reduce the discretionary 
spending limits will provide both Congress and the 
president greater flexibility in determining how to al-
locate scarce budget resources, instead of being forced 
to spread out cuts uniformly across all non-exempt 
budget accounts.66 Thus, DOD would not have to 
endure budget cuts across all non-exempt accounts by 
a uniform percentage.67 Instead, “the Appropriations 
Committee will decide how to live within the newly 
reduced defense funding caps.”68 So, if Congress could 
cancel the FY 2013 sequestration process, while still 
forcing itself it adhere to the new, lower discretion-
ary spending caps, it would avoid the imposition 
of a uniform cut across all defense budget accounts. 
Instead, during those subsequent years, Congress and 
the president could determine which programs would 
be reduced or eliminated.

However, should congressional appropriations 
in a given category exceed the amount permitted by 
the BCA’s mandated discretionary spending caps, a 
uniform sequestration process would again be trig-
gered.69 Thus, absent a change to the BCA, the threat 
of sequestration would accompany any future failure 
by Congress to appropriate funds according to the 
revised discretionary spending caps.

What Will Be Cut? Defining Programs, Projects 
and Activities

The BCA adopts the language of the BBEDCA, 
and states that “the same percentage sequestration shall 
apply to all programs, projects, and activities within 
a budget account.”70 The legislation does not define 
program, project or activity, but states that each will be 
clarified by appropriation acts or presidential budgets.71 
While the definitions of programs, projects, and activi-
ties under the BBEDCA and BCA remain unclear, they 
appear to refer to individual line items in appropriations 

bills or budgets submitted to Congress. Democrats in 
the House of Representatives argue that sequestration 
requires “program-by-program” cuts, “with every non-
exempt program cut by the percentage required to reach 
the calculated deficit reduction target for that year.”72 
However, the same members also note that it is up to 
OMB to decide which programs are exempt or not 
exempt from the mandatory cuts.73

If the FY 1986 sequestration is any example, 
identifying programs, projects and activities may 
prove to be confusing for implementing agencies. In 
its evaluation of that year’s sequestration, GAO stated 
that it “found widespread confusion among agencies 
in applying the program, project, and activity defini-
tions,” and that “[t]his confusion often reflected the 
ambiguities of the definitions themselves.”74 Like 
most other federal agencies, DOD used the following 
definition for programs, projects and activities: the 
“ ‘[m]ost specific level of budget items identified’ in 
the appropriations act and accompanying commit-
tee reports.”75 If OMB or DOD chooses to focus 
on “specific level[s] of budget items,” Government 
contractors could receive more budgetary scrutiny.

Similarly, as one author has observed about the 
current approach to identifying affected programs, 
projects and activities, “the lack of guidance ... 
from OMB and mixed signals from lawmakers as 
to whether the cuts will be allowed to take effect 
only stoke[s] ... uncertainty.”76 It could also produce 
some wildly disruptive effects on all manners of 
programs, projects and activities.77 Some programs, 
projects or activities consist of only a few very large 
procurement projects, such as most weapon program 
acquisitions.78 Furthermore, mandatory cuts in larger 
programs, projects or activities would significantly 
reduce economies of scale, add delays to already 
stretched schedules and raise costs, potentially trig-
gering Nunn-McCurdy breaches,79 contract termina-
tions and program cancellations. Finally, some line 
items are personnel heavy, so federal agencies may 
have to prepare to lay off or furlough employees dur-
ing the run-up to a presidential election.80

The Reduction-in-Force Implications of 
Sequestration

The possibility of significant workforce reduc-
tions is similarly problematic for Government con-
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tractors.81 Sequestration may create a situation in 
which Government contractors with more than 100 
employees have to provide advance written notice 
of probable workforce reductions.82 The Worker 
Adjustment and Retraining Notification (WARN) 
Act applies if an employer closes a plant or engages 
in a “mass layoff.”83 “Mass layoff” is defined as a 
reduction in force that results in an employment 
loss84 at a single site that either affects 33 percent of 
the workforce and at least 50 employees, or affects 
at least 500 employees.85 This requirement would 
apply to many Government contractors.

There are three exceptions to this notice require-
ment, however—only one of which is likely appli-
cable in the context of sequestration.86 The WARN 
Act includes an exception to the 60-day notice re-
quirement “if the closing or mass layoff is caused by 
business circumstances that were not reasonably fore-
seeable as of the time that notice would have been 
required.”87 Government contractors may be able to 
claim that because the specific effects of sequestra-
tion are not yet “reasonably foreseeable,” they do 
not yet have to issue any WARN Act notifications.

The Department of Labor recently issued guid-
ance that the WARN Act does not apply in the con-
text of sequestration.88 DOL emphasized that it was 
unclear what contracts would be affected and what 
would be the relevant termination dates.89 DOL also 
noted the unforeseeable aspects and outcomes of 
sequestration, stating that “even the occurrence of se-
questration is not necessarily foreseeable.”90 In short, 
DOL suggested that even though sequestration is be-
coming more likely, its details are sufficiently unclear 
that the WARN Act does not yet apply: “[E]mployers 
now have virtually no information from which to 
determine whether their contracts will be affected, 
[and] there is no basis on which to form a business 
judgment.”91 DOL also pointed to two cases from 
the U.S. courts of appeals for the Fifth and Eighth 
Circuits to reach the conclusion that “[a]s long as 
the likelihood and timing of contract cancellation 
remains speculative, an employer is not obligated to 
provide WARN notifications.”92

Although neither case involves mandated budget 
cuts, they do provide insight as to how a court might 
view a failure to provide timely WARN Act notifica-
tions. In Halkias v. Gen. Dynamics Corp., 137 F.3d 

333 (5th Cir. 1998), the secretary of defense can-
celed a contract to manufacture the A-12 Avenger.93 
After months of cost overruns and suggestions from 
DOD that the contract was in jeopardy, the defense 
contractor received informal word on Dec. 14, 1990 
that the secretary of defense had asked the Navy to 
show cause as to why the contract should not be 
canceled.94 On December 17, the Navy directed 
the contractor to meet certain requirements by Jan. 
2, 1991, or risk having the contract canceled.95 On 
Dec. 21, 1990, the contractor issued WARN notifi-
cations, and on Jan. 7, 1991, the secretary of defense 
canceled the contract effective immediately.96 This 
sudden cancellation, which resulted in the layoff of 
thousands of employees, prevented the contractor 
from providing 60-day advance notifications as nor-
mally required under the WARN Act.97

Although there was “no doubt that the evidence 
showed [the contractor] knew of the possibility of 
contract cancellation and mass lay-offs as early as 
June 1990,” the court did not find that the cancel-
lation of the contract was “reasonably foreseeable.”98 
According to the Fifth Circuit, no one “could have 
concluded that contract cancellation was a foresee-
able probability until the last minute,” when the 
contractor received informal word that the secretary 
of defense had issued a show cause order.99 Up to 
that point, the court noted, the secretary of defense 
had supported the program as essential to national 
defense.100 As a result, the court held that the cancel-
lation was not “reasonably foreseeable” and did not 
become a “foreseeable probability” until the Govern-
ment’s issuance of the show cause order.101

Another case, Loehrer v. McDonnell Douglas 
Corp., 98 F.3d 1056 (8th Cir. 1996), also dealt with 
purported WARN Act notification failures arising 
out of the A-12 Avenger program.102 The facts and 
timeline were essentially the same as in Halkias, and 
the court emphasized the fact that the secretary of 
defense had expressed an interest in reducing the 
scope of the contract, which could have served as a 
warning sign to the contractor.103 Yet, as the Fifth 
Circuit held in Halkias, the Eighth Circuit held that 
the cancellation was not “reasonably foreseeable.”104 

In Loehrer, the court stated that “[t]he test for 
determining when business circumstances are not 
reasonably foreseeable focuses on an employer’s 
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business judgment. The employer must exercise 
such commercially reasonable business judgment as 
would a similarly situated employer in predicting 
the demands of its particular market.” The court 
went on to specify that the exception applies if “it 
may still fairly be said that the eventual plant clos-
ing or mass layoff is caused by a sudden, dramatic, 
and unexpected event outside the employer’s con-
trol.”105 Despite indications that the contract was 
in jeopardy, the cancellation was not “reasonably 
foreseeable” until the issuance of the show cause 
order.106

Like the cancellations in these two cases, any 
contract cancellations that result from sequestration 
would occur in the “unique, politically charged area 
of defense contracts.”107 Furthermore, they involve 
a situation in which cancellation is one of many 
possibilities, but is not certain. In both Halkias 
and Loehrer, the A-12 contracts could have been 
canceled or restructured, or the cost overruns sim-
ply could have been absorbed by the contractors.108 
Similarly, contracts affected by sequestration may 
not be canceled outright, but could be reduced in 
scope or put on temporary hold. This uncertainty 
of outcomes might reduce a contractor’s exposure 
through application of the unforeseeable business 
circumstances exception should it fail to issue all 
proper WARN Act notifications.109 

Moreover, another factor might “buttress[] [a 
contractor’s] optimism” that a given contract will not 
be canceled: the political factor, and namely, the fact 
that political leaders continually assure the public 
and the media that they will defuse the sequestra-
tion time bomb before the start of next year.110 Just 
as Congress had “expressed ongoing conditional 
support for the A-12,”111 current political leaders 
have stated their desire to prevent the drastic effects 
of sequestration from occurring.112 These assurances 
might create a situation in which a contract cancella-
tion is no longer “reasonably foreseeable,” but is one 
of many possibilities that may not trigger WARN 
Act obligations.

On the other hand, relying on the WARN Act’s 
unforeseeable business circumstances exception to 
the 60-day notice requirement in issuing layoff or 
employment termination notices shifts the burden 
to the Government contractor to prove that the 

exception applies, such as in the procedure followed 
in the Halkias and Loehrer cases. While Government 
contractors may attempt to rely on the DOL WARN 
Act guidance issued on July 30, 2012 in support of 
such an argument in a judicial enforcement proceed-
ing, there are additional pitfalls in such an approach. 
As set forth in DOL’s own regulations implementing 
the WARN Act, DOL has no legal standing in any 
WARN Act enforcement proceeding pursued in a 
judicial forum.113 Furthermore, DOL has no author-
ity to issue advisory opinions in specific cases.114 
Finally, DOL’s implementing regulations state that 
advance notice is “encouraged” even in “ambigu-
ous situations.”115 Accordingly, as the July 30, 2012 
DOL guidance is not an implementing regulation 
issued under statutory authority and somewhat 
contradicts DOL’s previously issued regulations, it 
may receive little deference or even no weight in a 
judicial enforcement proceeding filed by an employee 
terminated or laid off by a Government contractor 
without the 60-day advance notice required by the 
WARN Act. The DOL regulations sum up the point 
aptly as follows: “It is therefore prudent for employ-
ers to weigh the desirability of advance notice against 
the possibility of expensive and time-consuming 
litigation to resolve disputes where notice has not 
been given.”116

A Recent Judicial Decision Relating to 
Federal Budget Shortfalls

A recent U.S. Supreme Court decision, Salazar 
v. Ramah Navajo Chapter, 132 S.Ct. 2181 (2012), 
suggests that as long as Government contractors are 
paid out of a general appropriations pool, and the 
Government can pay any one contractor in full, the 
Government is obligated to pay all contractors draw-
ing from that pool in full.117 This may help to soften 
the blow of sequestration’s mandatory cuts. However, 
the Government could decide to shrink the value of 
contracts at the beginning of FY 2013 if it appears 
that the automatic sequestration will actually occur.

Nevertheless, the holding of Salazar reaffirms 
the Government’s obligation to pay contractors for 
work performed even if appropriations allocated 
for those contracts are exhausted.118 In Salazar, 
several tribes had contracted with the Department 
of the Interior to provide services in their com-
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munities.119 Under the Indian Self-Determination 
and Education Assistance Act (ISDA), 25 USCA 
§ 450 et seq., the tribes were entitled to the “full 
amount” of “contract support costs.”120 Although 
Interior had been allocated sufficient funds to pay 
any individual contract in full, it had not received 
enough money from Congress to satisfy all of its 
contractual obligations.121 Lacking sufficient funds 
to pay all contractors in full, the Government paid 
each contractor a pro rata share of the available 
funds.122 The Ramah Navajo Chapter brought suit 
pursuant to the Contract Disputes Act for the bal-
ance of the funds due under its contract.123

The court held that the rule of Cherokee Na-
tion of Okla. v. Leavitt, 125 S.Ct. 1172 (2005), 
applied: “When a Government contractor is one of 
several persons to be paid out of a larger appropria-
tion sufficient in itself to pay the contractor ... the 
Government is responsible to the contractor for the 
full amount ... even if the agency exhausts the ap-
propriation in service of other permissible ends.”124 
The court reasoned that if the contractor knows the 
Government has appropriated sufficient funds, it 
can trust that the Government will fulfill its obliga-
tions.125 A Government contractor should not have 
the responsibility of knowing “how much of that 
appropriation remains available for it at any given 
time.”126

The Government’s contractual obligation per-
sisted despite (1) language in ISDA that made pay-
ment “subject to the availability of appropriations,” 
(2) congressional appropriations language that said 
funds available for contract support costs were “not 
to exceed” a certain amount, and (3) a proviso in 
ISDA that relieved the secretary of the interior of any 
obligation to reduce funds serving a tribe to make 
those funds available to another tribe.127 The court 
found that (a) funds were available because Congress 
had appropriated sufficient funds to pay any contrac-
tor in full, (b) the “not to exceed” language did not 
prevent the agency from allocating funds among 
multiple contractors, and (c) the secretary’s ability 
to make funding choices did not eliminate the Gov-
ernment’s contractual liability.128 Additionally, the 
court found that “ordinary principles of Government 
contracting law” dictated the result.129 Ultimately, 
as long as contractors are paid out of a lump sum 
appropriated by Congress meant to pay multiple 

contractors, the Government would be obligated to 
fulfill its contractual obligations to any contractor.130

Under the sequestration regime, even if a pro-
gram, project or activity is slashed by the uniform 
percentage, the aggregate amount of appropriated 
funds will likely be large enough to pay each con-
tract in full. Under Salazar, all those contractors 
who draw from the same appropriations pool would 
be able to recover the full value of their performed 
contract work despite any funding sequestration.

Conclusion

As the summer ends and the final run-up to the 
presidential election begins, the potential effects of 
sequestration remain unclear and are likely to be very 
disruptive. While the political stalemate continues, 
there are a host of questions left unanswered. How 
will the awkward timing of the mandatory cuts affect 
the flow of federal funds both before and after the 
sequestration is triggered? What will be the vulner-
ability of Government contractors? What will the size 
of the mandatory reduction percentage be? 

For now, one can see the broad outlines of how 
sequestration and the revision of discretionary 
spending caps will play out, but the details, absent 
guidance from OMB, remain lacking. Until the tick-
ing threat of the sequestration doomsday device is 
defused by Congress and the president, Government 
contractors should prepare for months of uncertainty 
and reductions in the value, scope and number of 
their Government contracts, by either sequestra-
tion or other congressional budget actions to avoid 
sequestration.
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