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U.S. INTERNATIONAL TRADE STRATEGY

MONDAY, JULY 28, 1980

U.S. SENATE,
COMMITTEE ON FINANCE,

SUBCOMMITTEE ON INTERNATIONAL TRADE,
Washington, D.C.

The subcommittee met, pursuant to notice, at 2:34 p.m. in room
2221, Dirksen Senate Office Building, Hon. Bill Bradley, presiding.

Present: Senators Bradley, Roth, Dole, Heinz, Danforth, and
Chafee.

[The press releases announcing these hearings follow:]
[Press release of Thursday, July 3, 1980]

FINANCE SUBCOMMMEE ON INTERNATIONAL TRADE ANNOUNCES HEARING ON U.S.
INTERNATIONAL TRADE STRATEGY

The Honorable Abraham Ribicoff (D., Ct.), Chairman of the Subcommittee on
International Trade of the Senate Committee on Finance, announced today that the
Honorable Bill Bradley (D., N.J.) will chair the hearings in July, August, and
September on the trade and economic issues confronting the United States and on
an international trade strategy for the United States.

The hearings are designed to develop information on the international economic
and trade challenges facing the United- States and on the trade policies of other
countries, and to serve as a basis for Congress developing an international trade
strategy for the United States. Senator Bradley said in connection with the an-
nouncement of these hearings that he expects further hearings would be held in
1981 on formulating such an international trade strategy.

Senator Bradley also said: "Powerful changes in the world economy now chal-
lenge the United States. Unless American business, labor and government quickly
join to respond to the increased competitiveness of overseas industries and to
recurring energy and monetary shocks, the United States will suffer serious eco-
nomic decline, lose influence in international economic events, and find its ability to
protect its vital security interests abroad dangerously weakened. Americans can
meet the international challenges by creating a modern trade strategy. To be
effective, this strategy must grow out of a more competitive economy and a better
capacity to integrate American domestic and foreign economic policies. My purpose
in chairing these hearings is to develop a framework and an agenda for successfully
responding to international challenges in the coming years."

The hearings in July, August and September will be divided into two parts. The
first part would consist of examining the economic and-political structure of the
world trading system and trends therein. Particular attention would be focused in
this phase on the trade and economic impact of the energy crisis and of developing
countries' economies, as well as pressures on the international monetary system and
its institutions.

The second part of the hearings would elicit testimony on the trade policies of
major U.S. trading partners. Here the Subcommittee's interest is to gather informa-
tion on the policies of successful Western countries, such as Japan and Germany, as
well as to identify the impact of the policies of other countries and groups of
countries on the United States, such as the European Communities and developing
countries.

Exact dates and topics for each of the hearings will be announced shortly.

(1)



2
[Press release of Friday, July 18, 1980]

FINANCE SUBCOMMITTEE ON INTERNATIONAL TRADE ANNOUNCES INITIAL HEARING
ON U.S. INTERNATIONAL- TRADE STRATEGY

The Honorable Abraham Ribicoff (D., Ct.), Chairman of the Subcommittee on
International Trade of the Senate Committee on Finance, announced today that the
Honorable Bill Bradley (D., N.J.) will chair the first of a series of hearings on the
trade and economic issues confronting the United States and on an international
trade strategy for the United States. The series of hearings was described in Fi-
nance Committee Press Release No. H-35 of July 3, 1980. The initial hearing will be
held on Monday, July 28, 1980, in Room 2221 of the Dirksen Senate Office Building
beginning at 2:30 p.m.

This hearing will focus on changes which have occurred in the structure of
international trade and investment and their implications for the United States.
Senator Bradley indicated that the hearing will explore:

(1) Sources of the change in the structure of international trade and investment,
including the political and economic factors which affect the distribution and com-
position of trade and investment, growth levels, and productivity gains in the world
economy;

(2) Sources of the change in the position of the United States in international
trade and investment and key determinants of the future composition and perform-
ance of U.S. trade, including determinants of the general competitiveness of U.S.
industries;

(3) The prospects for escalation in the number and severity of trade disputes in
the coming years and the prospects for the positive management of international
economic interdependence; and

(4) Implications of these changes and prospects for U.S. economic welfare and for
world political conditions, particularly the impact of a redistribution of global
economic power on U.S. political leadership and national security.

The witnesses who will testify at the hearing include:
(1) The Honorable Robert D. Hormats, Deputy U.S. Trade Representative, Office

of the U.S. Trade Representative, Executive Office of the President;'.-
(2) Mr. Harold B. Malmgren, President, Malmgren, Inc. (Former Deputy Special

Trade Representative, 1972-75);
(3) Mr. Howard D. Samuels, President, Industrial Union Department, AFL-CIO;
(4) Professor Robert G. Gilpin, Jr., Eisenhower Professor of International Affairs,

Woodrow Wilson School of Public and International Affairs, Princeton University;
and

(5) Professor William H. Branson, Professor of Economics and International Af-
fairs, Woodrow Wilson School of Public and International Affairs, Princeton Univer-
sity.

Written statements.-Persons who desire to present their views to the Subcommit-
tee are urged to prepare a written statement for submission and inclusion in the
printed record of the hearing. These written statements should be submitted to
Michael Stern, Staff Director, Committee on Finance, Room 2227, Dirksen Senate
Office Building, Washington, D.C. 20510 not later than Monday, September 8, 1980.

[Press release of Monday, July 28, 1980]

FINANCE SUICOMMI'rI'EE ON INTERNATIONAL TRADE ANNOUNCES SECOND HEARING
ON U.S. INTERNATIONAL TRADE STRATEGY

The Honorable Abraham Ribicoff (D., Ct.), Chairman of the Subcommittee on
International Trade of the Senate Committee on Finance, announced today that the
Honorable Bill Bradley (D., N.J.) will chair the second in a series of hearings on the
trade and economic issues confronting the United States and on an international
trade strategy for the United States. The series of hearings was described in Fi-
nance Committee Press Release No. H-35 of July 3, 1980. The second hearing will
be held on Friday, August 1, 1980, in Room 2221 of the Dirksen Senate Office
Building, beginning at 10 a.m.

This hearing will focus on the impact of energy price increases and disruptions in
energy supplies on international trade and finance, as well as the present and
future circumstances of the international monetary system and international finan-
cial institutions. Senator Bradley indicated that some of the matters that the
hearing will explore include:
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(1) The effect of, and responses to, escalating energy costs and supply disruptions
on growth in developed and developing countries, investment, the terms of interna-
tional trade and trade patterns, and balances of payments.

(2) The role of private banks and the multilateral financial institutions and other
mechanisms in the past and future in dealing with payments imbalances and their
effects arising from the movement of financial resources from oil-deficit countries to
oil-surplus countries.

(3) The role of the U.S. dollar as a reserve currency and its effects on U.S. trade
and domestic policies, as well as the role and impact of Eurocurrencies.

The- witness who will testify at the hearing is: Mr. Roger M. Kubarych, Vice
President and Assistant Director of Research, Federal Reserve Bank of New York.

Written statements.-Persons who desire to present their views to the Subcommit-
tee are urged to prepare a written statement for submission and inclusion in the
printed record of the hearing. These written statements should be submitted to
Michael Stern, Staff Director, Committee on Finance, Room 2227 of the Dirksen
Senate Office Building, Washington, D.C., not later than Friday, September 12, 1980.

Senator BRADLEY. The subcommittee will come to order.
Today's hearing is the first in a series that will focus on U.S.

international trade strategy and U.S. competitiveness. I think that
we have some outstanding witnesses today.

The first witnesses will testify on a panel, and Ambassador
Robert Hormats, who is the Deputy U.S. Trade Representative, will
follow them. For protocol purposes it should be explained that he is
testifying today not as an administration official but as an expert
in the field to help us focus on these very critical issues.

I might say at the outset that I believe Senator Roth-and most
members of the Senate Finance Committee think that we are at a
time of real choice in this country. We were at a time of real choice
after the Second World War. We made the right choices then, and
we enjoyed an unparalleled period of prosperity.

Today we are at another period of choice. American domestic
economic objectives are intertwined with our foreign objectives. In
this context we have to consider the rate of growth of productivity,
our research and development expenditures, our nonresidential
fixed business investment, how they have declined over the years,
and how, indeed, they can be improved.

The message, the figures, give us cause for grave concern. But we
need to know more about the dynamics behind the decline in
productivity, research and development and fixed business invest-
ment: What are the sources of change in productivity and research
and development and investment; how do the figures-vary by sector
and why; what is their relationship to the competitiveness and
composition of U.S. exports; and we need to know answers to a
whole series of other questions. We hope that this hearing and
those that follow will give us an opportunity to address them. I ask
that the full text of my opening remarks be placed in the record.

At this time I would like to call the first panel and ask each of
you to summarize your statements. I have read your statements in
detail. I find them excellent. However, if you read them in full
there would be no opportunity for questions, and I know we would
like to ask questions.

So can we have the panel of Mr. Harald Malmgren, trade consul-
tant and former Deputy Special Trade Representative from 1972 to
1975; Mr. Howard Samuel, president of the industrial union depart-
ment of the AFL-CO; and Prof. William H. Branson, professor of
economics and international affairs at Princeton University.Would you please come forward and take your positions?



4

[The prepared opening remarks of Senator Bradley and Senator
Heinz follow:]

[Press release of Monday, July 28, 1980)

WASPINOTON.-With Sen. Bill Bradley, D-N.J., serving as chairman, the Senate
Finance subcommittee on international trade began a series of hearings today to
analyze changing world economic conditions and develop a new strategy for improv-
ingAmerica's ability to compete.

The text of Bradley's opening statement follows:
During the 1930's the loose system of rules that had guided nations in their

trade, monetary and financial conduct collapsed under the pressure of escalating
national efforts to gain short-term advantages. The devastation spread widely and
the reverberations of economic collapse fractured the fragile political order a short
time after.

The Western leadership that came to power after World War II recognized the
necessity of carefully managing economic interdependence among nations. Accord-
ingly, they conceived a new, more formal system to moderate and contain conflict in
the economic arena. There was a basic principle underlying these new rules and it
was reflected in the GAIT arrangement governing trade, in the Bretton Woods
arrangement governing monetary interactions, and even in the aid operations of the
new International Bank for Reconstruction and Development. That principle was
that the rules governing the economic conduct of nations must balance self-interest
with self-restraint.

The task of reconstructing a shattered world made the post-war period a time of
historic choices for the United States. Our country emerged from the war not only
victorious, but with the only strong economy in the free world. Fortunately, Ameri-
can leaders had the wisdom to use America's immediate advantage to speed the
recovery of nations that subsequently became our partners in trade and defense. By
making farsighted choices, they served America's long-term national interests by
paving the way for a generation of economic peace. Through the Marshall Plan, the
Point Four program, the IBRD and the GATT/Bretton Woods frameworks, the
United Stated provided the defeated powers and the disabled democracies of the
West alike with the material resources to create a stable economic order.

The flow of capital and technology from the United States to these countries
opened markets or American products and fostered American economic power in
the long term. But such efforts entailed, and were widely perceived to entail,
sacrifices for Americans in the short term. We were willing to make these sacrifices
because the disorder of the preceding 15 years made clear to us the possible
consequences of refusing to make them. Americans thereby made a critical choice,
and established an impressive precedent of deliberation and strategic thinking in
U.S. foreign economic policy.

Once again, this nation and the world are at a major crossroads of choice. The
world is not as bleak as it was 35 years ago, and this is largely owing to the
farsighted choices made then. But the system created as a result of these choices
could not last forever. Indeed, the system intended to create precisely the economic
dynamism in Europe and Japan which in recent years has upset the balance of
economic power upon which the original system rested. The changed configuration
of power has made parts of the system unworkable, and thereby made its function-
ing unreliable. The fact that the system lasted so long and performed so well should
create satisfaction rather than dispair. The lesson is not that we failed in maintain-
i . the system, but that reconstruction was a condition of continuing prosperity for

We must take care not to lock ourselves into crisis-born solutions. Crisis manage-
ment is not adequate for achieving the enduring stabilization of the world economic
order.

We must have a trade strategy that grows out of a more competitive economy and
a better capacity to integrate American domestic and foreign economic policies."

The shocks and setbacks to the world economy which Americans have experi-
enced personally as job dislocation, explosive prices, tight credit, and long gas lines
are indeed urgent warnings. But they do not her-d the imminent 'collapse of
international economic order, nor the fall of the United States from economic
preeminence.

The United States has not been overcome or reduced to a second-rate economic
power. The United States still has the strongest, most dynamic, economy in the
world. What has happened is that profound, complex changes are taking place in
international economic affairs and powerful rivals are increasingly challenging our
long-standing preeminence-in automotives, steel, textiles, electronics and numer-
ous other indltrieS. Our future .properity and security will depend ii large part on
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how well we respond to the competition at home and overseas. The challenges
facing us are serious and must be confronted. But the implications go far beyond the
immediate impact of today's news headlines. We cannot afford to panic. This is a
time for clear-headed, critical and informed analysis of the situation and the options
available. These hearings will provide an opportunity to do that and formulate an
appropriate strategy.

Formulating a strategy entails reasoned choice. If we do not have a strategy by
which we choose deliberately, change will impose adjustment upon us. Instead, we
should take the initiative, set our own terms of adjustment and thereby shape,
rather than react to, the future. --. I '

In making our choices, complacency is an option only if wd agree to become a
victim of powerful world events. Isolation can be chosen only at great expense to
our future prosperity and opportunity. Virtually all sectors Of the U.S. economy rely
heavily on international transactions, either for production inptits, profits, services,
financing, technology or investment. Interdependence has become a condition of
U.S. growth.

The wise, fasighted choice for the United States' at this time of great challenge is
tq strengthen the international competitiveness of our industries at the same time,
that we strengthen our commitment to leadership in maintaining harmony, stabil-
ity and equity in international economic affairs. The requirements for strengthening
our domestic economy and strengthening our commitment to international econom-
ic leadership are compatible. Both ends require that American business, labor and
government join in measures to increase real growth in the U.S. economy. This is
necessary to restore the confidence of Americans in our proven ability to make
economic progress at home and second to defend the collective interest in a sound
international economic order, even when that defense entails short-term material
sacrifice.

American domestic economic objectives are intertwined with our foreign economic
objectives. In this context, we should consider the course of action available to
resume a healthy rate of productivity growth in our industries. The troubling
statistics are now well known. Productivity growth has slipped from an average of
3.2 percent during most of the 1950s and 1960s to about 1 percent during the 1970s,
and became negative last year at minus 2 percent. Research and development
spending has dropped from 3 percent of Gross National Product in 1964 to just over
2 percent in 1977, and the U.S. share of world R. & D. spending has dropped from
about 50 percent in the early 1950s to about 23 percent in the last four years. Our
nonresidential, fixed investment to GNP ratio has averaged only 10 percent in the
last few years-less than any major industrial nation.

The message the figures deliver is cause for grave concern. But we need to know
more about the dynamics behind them. What are the sources of change in produc-
tivity, R. & D. and investment? How do the figures vary sector by sector, and why?
What is their relationship to the competitiveness and composition of U.S. exports?
Are there income-producing positive developments in som sectors that compensate
for loss in others? What are the choices available to Americans in their efforts to
improve competitiveness in the short-term, and to set the basis for a strongly
competitive, economy in the future? What are the social consequences of choosing to
emphasize capital formation over consumption, of choosing tax reduction over social
spending? What are the political consequences of undertaking industrial planning,
or of taking a sectoral approach to government regulation, taxation and provision of
servi? How do social and political consequences weigh against the economic
benefits?

These are the urgent questions of the day and they are questions critical to both
our domestic and foreign economic policy, to both our national welfare and our
national security.

There are many ways of making choices, many ways of trying to achieve our
broader objectives. The different choices have different interim consequences for
different Americans, even though we all ultimately share the benefits of a more
dynamic economy and a stable world. A democracy differs from other systems of
government in its commitment to try to distribute fairly the benefits and burdens of
achieving national objectives. Democracy is in essence a system. that takes pains to
weigh the consequences of competing choices. Meeting that democratic commitment
in'a complex world is perhaps the greatest challenge posed by international econom-
ic events to our political system.

The changes in the international economy, particularly during this past decade,
have been widespread and profound. They include:

The economic resurgence of the European Community and Japan, entailing a
redistribution of economic power in the world.
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Shifting'struetures of international trade, particularly concerning trade between

the developed and developing world. - r. , A
Widespread balanceof 'payments diseq4ilibria.
Destabilizing press urm on the worl4's central currency.
The demonetization of goad followed by partially floating, partially mpmaged

exchange rates.
Shocks in the price of a compiodity-oil-that literally fuels the world's industry,

which, were delivered by an unp recedented cartel Of oil-blessed countries.
The.attekdant accumulation 9f petro-dollar-res'erves by these countries, many. of'

whom could not spend them, matched by the draining of Tesourzes for development'
and growth from other countries, particularly develop'g ones.

Thp unprecedented phenomenon of worldwide station.
Increa g interdependence among national economies at the sane 'time 'that

there, have teen inceasing popular demands that require government to exercise
control over key factors afecting national economic performance.

In addition, new actors have entered th6 system, bringing with them different
world views and. modes of conduct. New, proudly independent nations found their
voice; 4nd when OPEC'caught the developed world's attention by holding its energy
supplies hostage, the new nations used the opportunity to loudly dissent from many
of the existing economic norms. Principles of reciprocity and open birders meant
little to nations whose economies did not have the overseas reach to profit from
reciprocity or to penetrate open borders. Principles bf redistribution and strong
national control over transnational forces meant more to them. As the ability of,
many of these nations to penetrate Western markets improves, and the developed
world's appreciation of the use of national controls consequently deepens, there may
be ~a Opportunity 'to reconcile views on- such principles.

In thinking about U.S. trade relations with the developing world, we should
remember interdependence means that market growth is a stimulant to exports in
both directions. Some of these countries have made great strides in penetrating U.S.
markets, but it's worth also noting that U.S. industrial exports to Third World
countries have grown to more than a third of total industrial exports-more than to
the European Community and Japan combined.

The architects of the' post-war economic system tries to anticipate the entry Of
these newly independent nations. What they grappled with, but never fully came to
grips with, was the entry of a second class of actors into that system-the Commu-
nist countries. Yet that revolutionary development has now come about, bringing
with it the risks and opportunities, and raising fundamental questions about secu-
rity, peace and equity that will take great foresight to resolve.

Finally, a third class of new actors anticipated by very few post-war thinkers has
enteiled the system, and indeed has become intrinsic 'to it. These are the non-
government actors, commonly referred to as "transnational" because their realm of
activity transcends national jurisdictions. The best known transnational actor, of
course, is the multinational corporation. But the class includes others such as
multinational financial institutions, stock and commodity dealers, international
labor organizations, and international groups with a range of purposes from science
and culture to religion and ecology. I _

Although there is little doubt transnational activities can transmit benefits across.
borders, for example, by bringing financial resources to a nation suffering a pay-
ments deficit, by 'bringing investment to a country seeking development, or by

taking from a country exjprts that help correct the depreciation of a nation s
currency, transnational activities often elude national controls.

Activities subjected to new taxation in one jurisdiction can elude them by moving
to a jurisdiction abroad, perhaps to a tax-free haven. Export sanctions can lose
effect through the substitution of overseas sales. Capital controls or monetary
austerity is avoided by recourse to Euromarkets.

The elusiveness of private transnational activities creates a general sense that
governments have lost control. This weakens the confidence of the -people in govern-
ment and in the workings of the markets. Also, rapid transnational transactions can
produce volatility in economic indicators, which in turn erodes confidence in long-
term business investment. Diminished investment reduces prospects for real growth,
higher productivity and raising living standards.

Shifts in economic power, shocks to international markets, pressure on interna-
tional institutions, volatility in exchange rates and the entry of new actors-these
are all powerful changes which have tested and altered the GATT-Bretton Woods
system. But the system has not yet adjusted to these powerful changes, nor have the
policies of the system's members.

My guess is that effective adjustment requires more than tinkering and more
than one or two simple remedies for our economy. We need a comprehensive

. '.1 1
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strategy to prepare the way for adjustment that is effective, brings greater prosper-
ity and preserves economic peace.

For the United States and its major allies, the risk of economic war may be more
imminent than that of military battle. Forces are developing which could fragment
the international economic order. Alternatively, they can be turned to the task of
establishing new, more secure bindings on it. Which way they go depends in large
part on our ability,, and that of our economic partners, to control them. --

Control will be very difficult. At minimum, it will require understanding the
sources of change in the international economy and the forces that spring from
them; knowing our purpose, as we try to shape these forces; and having a strategy
to achieve that purpose.

The hearings today and in the coming weeks provide an important opportunity to
build our understanding, crystallize our purpose and evolve a positive strategy. I
thank our witnesses today for making their expertise available to us in this effort.

OPENING STATEMENT OF SENATOR JOHN HEINZ

Mr. Chairman, the first thing I want to do is to express my appreciation to you
for developing and arranging these hearings. It is all too infrequent that Members
of Congress have a chance to engage in some real dialog with experts-and between
themselves-on broad policy issues rather than the specific crises bf the week.
Congress is notoriously poor at both regular oversight and policy planning. Mem-
bers and staff seem to focus only on those issues that are imminent, and they
always seem to fill all the available time.

I have also found, somewhat to my frustration, that on trade issues in particular,
it is often impossible to consider a policy question outside the context of a specific
case or a specific industry's concern. Every issue has its affected group, and every
witness has his-.client. Getting "uninvolved" advice on trade policy issues has
proven very difficult.

That is why I welcome this series of hearings-they provide a chance to-step back
a bit and examine trade policy issues outside the context of specific interests affd
cases.

These hearings are timely for another reason-the serious and continuing erosion
in our economic position in the world. Today or tomorrow the Commerce Depart-
ment will announce the 50th consecutive monthly trade deficit. Last week the
Government said publicly what most of us have known for some time-this year's
trade deficit will liely be even larger than last year's. y

Thii decline in the strength of the American position has created a number of
new issues and questions which I hope these hearings will examine:

(1) In studying the causes of these changes, we should discuss the extent to which
they are due to other countries changing the "rules of the game" and embarking on
what one might call neo-mercantilist "beggar-thy-neighbor" policies at our expense,
rather than classic free trade policies.

Bad economic times always encourage protectionism: And it is popular, though a
gross oversimplification, to blame all our trade problems on dumping andsubsidiza-
tion by others. Only yesterday, Robert Samuelson had devoted his column in the
Washington Post to this subject. While we must not simply accept that easy expla-
nation as the whole story, as Samuelson cautions against, neither should we reject it
as totally irrelevant. There have been and will continue to be efforts to take
economic advantage of our policies, and we should not hesitate to examine that part
of the overall' problem, understand how it contributes to the larger picture, and as a
matter of policy aggressively insist on our rights internationally.

(2) We should also consider changes in the world that make irrelevant the tradi-
tional post-war division of the world into advanced industrialized countries, the
Communist Bloc, and the Underdeveloped Third World. We are now beginning to
take note of the complexity of the economic and political world and the multiplicity
of stages of development that make generalizations much more difficult-and inac-
curate-than before. In particular we should study the so-called newly industrializ-
ing countries (NICe), and discuss how they fit into a complex world economic
structure and how they can assume both the benefits and obligations of their new
status.

(3) We should also remember that a relevant trade policy is one which recognizes
and attempts to cope with change. Change inevitably means bad news for some
industries, and bad news means adjustment to new competitive conditions. Histori-
cally, our Government has been very poor at pursuing intelligent adjustment poli-
cies, a fact which has not deterred us from pursuing trade policies which create new
victitns in need of adjustment. These hearings should examine the problem of
adjustment and the difficulty of developing coherent programs to provide for it.
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(4) Of particular interest to me, as many of you may know, is the. problem of
development of expanded trade relations with non-market economies, primarily
Communist Nations. I support such trade expansion in principle but recognize that
it brings with it some problems that are unique to non-market economies and which
we are ill-prepared to deal with in a free-market context. This is particularly true of
how we respond to allegations that a non-market economy has engaged in' unfair
trade practices according to our laws. Senator Roth and I have introduced legisla.
tion on that subject for discussion purposes, and I would welcome the witnesses'
comments on the problems of trade with non-market economies.

(5) Finally, in terms of solutions, we should also look at export policy-this year's
bright idea. Obviously, increasing exports will help our trade deficit. The question is
whether any of the proposals currently circulating in the Congress would achieve
the intended result, or whether export expansion, as some believe, is more a captive
of larger economic movements than responsive to specific incentives. This is prob-
ably a question which can only be finally settled empirically. We shall simply have
to enact some suggested incentives and see what happens. At the same time
however, it would be useful to examine this question and gain a better understand-
in of the economic forces contributing to our overall trade problems.

Mr. Chairman, these are some of the personal priorities and interests that I have
in the trade field. I am looking forward to hearing today's witnesses and those
scheduled to appear in the future, and I hope that some of our dialog during these
meetings will touch on the concerns I have raised.

Thank you.

Senator ROTH. Mr. Chairman, I notice we hav6 a vote.
Senator BRADLEY. Why don't you go, and then when you cone

back, I will go.
I might tell the witnesses that is one of the disadvantages of

afternoon hearings, but we will make the best of it.
I would like the three witnesses to testify as a panel.
So could we have Harald Malmgren, Howard Samuel, and Wil-

liam Branson?
Why don't we go down the line? Mr. Branson?

STATEMENT OF PROF. WILLIAM H. BRANSON, PROFESSOR OF
ECONOMICS AND INTERNATIONAL AFFAIRS, WOODROW
WILSON SCHOOL OF PUBLIC AND INTERNATIONAL AFFAIRS,
PRINCETON UNIVERSITY
Mr. BRANSON. It is a pleasure to be here, to be able to discuss

with you developments in U.S. trade and investment. I sent a
paper, which is a working paper from the National Bureau of

onomic Research, to your staff, and what I will do is discuss
some of the-data and findings that are in that longer paper.

I think the message that I got out of studying the trade and
investment data over the period since World War II was that at
the end of World War II, the United States was clearly a doimihant
industrial power in the world, and what we have seen since then
could be interpreted as the natural growth of industrial competi-
tors, first the recovery of Europe in the 1950's, the emergence of
Japan in the 1960's, and the growth of manufacturing capacity in
the developing countries in the 1970's. This could be, I think,
interpreted as a natural development in which manufacturing ca-
pacity grew around the world, new competition appeared for the
United States, and the U.S. share of manufacturing output and
trade declined.

The result, I think, was that a devaluation of the dollar was
needed to stabilize the U.S. share of manufacturing and trade, and
that more or less brings us to the position We are at now.

I have distributed a few of these tables that are in the paper
which I will summarize.
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The first one that you have shows an index of output per man-
hour in manufacturing for a number of important countries over
the period 1950 to 1978. What we see there is that the growth rate
of manufacturing productivity in the United States has been below
that of the other major industrial countries. The only other coun-
try in that little table that has as slow a productivity growth
record is the United Kingdom.

In looking at the table, you can focus on the year 1967, to which
all the time series are indexed, and then you can see that since
1967-equals 100, U.S. productivity grew to 128.9 by 1978 where the
other numbers are numbers like 162 for Canada, 215 for Japan, et
cetera.

The next table shows average annual growth rates. It summa-
rizes the first table, and you see there the United States is gener-
ally at the bottom of that league.

The consequence of that is shown on the next table which shows
the shares of total manufacturing output in ten major industrial
countries from 1950 to 1977, and there you see that in 1950, the
United States was producing 62 percent of this group's total output
in manufacturing. By 1977 that number was down to 44 percent.
That simply reflects the fact that the others were growing a lot
faster than the United States.

The next table shows an index of relative unit labor costs, the
United States versus its major competitors, and the numbers there
are an index of the ratio of U.S. unit labor costs to the other
countries' unit labor costs. What you see there is from 1961 to 1969
things stayed about even; in other words, U.S. price developments,
and unit labor cost developments were about the same as the
average of these other countries. Since 1970 with the dollar devalu-
ation, foreign costs have risen significantly relative to U.S. costs. In
other words, the index has gone down.

Basically what that is saying is that the devaluation of the dollar
has improved the U.S. competitive position a lot.

The next table shows distribution of exports of manufactures
across countries. The numbers in the table are each country or
each area's-share, percentage of world total manufactures, and
there again you see in 1953 the United States had 29.4 percent of
total world exports of manufactures. That share of world exports of
manufactures shrank to 1971 where it was 13.4 percent, and it
stabilized around 13 percent through the 1970's.

Senator BRADLEY. Which table is this?
Mr. BRANSON. This is the table that says table 13 at the top.

There you see in the middle of the- table, opposite the United
States, you see the number 29.4 in 1953, which says that the
United States was exporting 30 percent of total world exports of
manufactures in 1953. That number runs down to 13 percent by
1971 and then stays there. The way I would interpret that is that
with output growing in the other parts of the world, the U.S. share
of exports was shrinking for given comparative price behavior, and
it took the devaluation of the 1970's to stabilize that share at 13
percent.

Let me pass on to the changing distribution of U.S. exports. ' will
skip a couple of pages and go to the page that is numbered 49 at
the top which shows a time series of U.S. exports and imports of
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chemicals, and the next page which shows a time series of U.S.
exports and imports of capital goods.

There you see the two categories of manufactured goods in which
the U.S. trade position is, strongest. There has been a large and
rising trade surplus in both chemicals and capital goods.

If you turn the page to page 51, which says table 20 on the top,
you see a little table that shows where the growth in capital goods
exports was in the 1970's, and what we see is that a major market
for U.S. capital goods that developed in the 1970's was the develop-
ing countries, Latin America, and the other category Asia and
Africa, where we had a significant increase in sales of capital
goods.

The next chart, which is on page 53, shows the category in which
the United States has had the biggest trade deficit. That is consum--
er goods, and you can see a rising trade deficit in that category.
That has been a traditional position in the United States. One of
the things that we see when we take a long look at trade data is
that the United States has generally been a net importer of con-
sumer goods. Before World War II it was, and it is just during a
short period after World War II when we were a net exporter of
consumer goods.

The next chart on page 54 shows trade in automotive products.
There you see the United States was a net exporter of, automotive
products up to around 196----. (

Senator BRADLEY. Mr. Branson, would you excuse me? I thought
Senator Roth would be back. I have 4 minutes to vote. If we
break for 5 minutes, I will be back and we can continue.

Mr. BRANSON. OK.
[A brief recess was taken.]
Senator ROTH [presiding]. Gentlemen, it appears as if we may

have more than one vote, although your guess is as good as mine.
But I think in the interest of moving forward, we will proceed with
the testimony.
-_Mr. BRANSON. Well, I was discussing the changing composition of
U.S. trade, and we see that in one of the figures that I have handed
out that there has been a very rapid growth in the U.S. trade
surplus in capital goods, a very rapid growth in the U.S. trade
deficit in goods such as consumer goods and automotive products,
and of course in fuels with the price of oil moving.

To summarize the picture of the current trade situation, it is
that the United States has moved from being the dominant manu-
facturing producer in the world to being one of a number of fairly
competitive centers, and the composition of U.S. trade has moved
very rapidly toward concentration on capital goods and chemicals,
importing consumer goods and automotive products. I would inter-
pret that as a movement in the direction of specialization in areas
of comparative advantage. It makes the economy more open, in a
sense, and more vulnerable to external disturbances. At the same
time, it gives us the gains we get from specializing along lines of
comparative advantage.

I think that the problem now for U.S. trade is to maintain a
competitive position in-this kind of multipolar trading world, and
that means that we have to be concerned essentially about produc-
tivity growth in order to maintain our competitiveness, especially
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in the areas of our comparative advantage, which are the produc-
tion of capital goods and other products that use skilled labor
intensively in production.

I will stop there and turn the floor over to the next panelist.
Senator ROTH. All right, Mr. Malmgren.

STATEMENT OF HARALD B. MALMGREN, PRESIDENT, MALM-
GREN, INC., AND FORMER DEPUTY SPECIAL TRADE REPRE-
SENTATIVE, 1972-75
Mr. MALMGREN. Senator, I have made a long statement in writ-

ing which I have made-available for the record, and I won't read
that. The reason it is a little bit long is that I was asked by the
staff on behalf of the committee to try to paint a backdrop for this
series of hearings.

Senator RoTH. Could you speak into the microphone? It is a little
bit hard to hear you.

Mr. MALMGREN. As I said, the long statement is there as a
backdrop to some of the hearings that you will be having not only
today but in the future.

What I start with here really is a point of departure with which
you are familiar, and that is the crisis of confidence and competi-
tiveness in the American economy. What I am pointing out to start
with is that at a time when global forces, which I will describe,
require faster adjustment of our economy than in the past, we are
in fact adjusting more slowly than at any time since World War II,
that we have talked ourselves into slow growth and slow capital
formation. Yet, to deal with the forces that we have to cope with in
this coming decade, we should be doing rather the opposite. It is
inevitable in the present circumstances that our productivity per-
formance is weakening; that there are inflationary consequences of
utilizing an increasingly inefficient industrial base that is not
being modernized; and that we are having serious troubles in basic
industries, so basic as autos and steel, which we would never would
have foreseen in, let's say, the autos case 10 years ago.

Now, there are a series of reasons, that we have to take into
account that caused this problem, the first of which is the growing
interdependence of the U.S. economy with the rest of the world.

Now, our automobile drivers, all of us, when we had to wait in
line a couple of times, realized we are interdependent as regards
fuel, and there have been cases where our farmers have been
awakening to the fact that international markets determine the
well-being of their own farms and farm incomes at home. But apart
from that, we really don't recognize in policy very much the tre-
mendous interaction.

I give some figures in this testimony relating trade not to GNP,
which is so popular, but rather to something else. In our economy
we have a lot of services, dentists, lawyers-of course, many law-
yers-and doctors and people who drive buses, and these people in
the service sector are not dealing with tradable goods. They are
dealing with things that are kept at home essentially. So trade
should really be compared with what do we produce that is trada-
ble, that is food and industrial production-

The Commerce Department offers a couple of series for that, but
I use the upper figures to compare them with other countries. But
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in any event, looking at trade as a percentage of our production of
goods, exports are a little short of 23 percent and imports about 29
percent. These are big numbers and they explain why when we
have an exchange rate adjustment or trade problem it passes right
through into the economy, much faster than- it did 10 years ago.
Indeed, these ratios are more than double what they were in 1970.
That curve is going up. I believe that 10 years from now that
interdependence will be greater.

Now, the comparable ratios for other countries are much higher,
although Japan is not as high as most people think. The highest
country is Canada, and then next highest is the United Kingdom.
The United Kingdom, about 75 percent of its industrial production
and food production is trade.

Now, that is one area. The second area is the interaction of our
monetary system at home with the international monetary system,
to such an extent that it is no longer possible for us to separate out
the management of the money supply and the interest rate at
home without taking into account the international circumstances
and vice versa. We saw this recently with having to drive up the
interest rate a couple of times in the last 2 years in order to defend
the dollar in world markets.

Related to this is the enormous increase in what some people
talk about as the Eurocurrency market, but which I would general-
ly describe as a pool of dollars and other assets somewhat detached
from national market behavior and available for international
lending.

There are disagreements about the scale of that. I give some
figures that are much larger than the typical press accounts. In
any event, it is my view that the scale of this pool is so large as to
create all by itself a source of potential volatility for the dollar and
other hard currencies.

Now, in addition to this, because of the volatility of asset hold-
ings throughout the world, people are more concerned with their
expectations about what is happening in each-economy than they
are about the current economy or the current figures, the current
statistics. And those expectations have to do not only with the
trade account of a country but also its political behavior, its stabil-
ity, its order, whether its econo-mic policy seems coherent 6r not.
These factors do affect the judgment about where you want to park
your assets.

And that creates yet again a source, of instability because you
may today want them in D marks and tomorrow in sterling, and
the dollar looks relatively not as attractive as it once did.

This means. that currencies can move around quite a bit in short
periods of time without necessarily a connection with the trade
account, as is happening with sterling right now, which is way too
high relatively to its.trade account, It has a terrible trade account.

Now, this puts the United States in a quandary. Do you relate
the dollar to domestic considerations or to these international con-
siderations? If the dollar does decline th- has two effects right
away at home because of this interdependence. One, you get infla-
tion at home from that dollar exchange rate effect; and second, It
encourages the OPEC producers to either raise prices or slow down



13

the supply of oil. So you can't just write it off and say, well, let the
dollar run. It is not possible.

In addition to these factors, we are facing new sources of compe-
tition in the world marketplace. Not only the traditional competi-
tors, Japan, a few other countries, but newly emerging countries
are coming onstream very fast, and Korea, for example, is one of
the examples I would use. Korea now is world class competition in
steel, shipbuilding, engineering in the Middle East against our
companies, and in electronics.

The Japanese were a problem for us in certain sectors, and are
now moving up the ladder, and we see them converging with us in
competition in the areas of computers, office machines, automated
machine tools, areas where we thought we were more or less ahead
10 years ago and would stay so.

But the new competitors, the developing countries that are grow-
ing very fast, are also being chased by centrally planned economies
of Eastern Europe. These two groups have to pay their debts. They
have enormous debts, and so therefore they must export as fast as
possible. And they are tending to export more or less the same
products, so that intensity of competition, not only to the United
States but to the world market, is going to grow in the 1980's.

Now, traditional markets for the United States, in my view, will
be cha-nging. Our European orientation will gradually phase down
and the Asian Pacific will gradually phase up. Developing coun-
tries will probably become more important for the simple reason
that they grow faster than the'average industrial country. So they
are growth markets. It is pretty inevitable.

The United States, however, is going to be in a bind in this
category of countries because to sell to countries that-have debt
problems, you have to finance. And in my view-I have gone
through this-there are some problems for the United States. First
of all-you can look at the numbers later-American banks in the
1980's will also be in a declining competitive position. I think this
is absolutely inevitable unless we change the capital structure,
which we are not likely to do, of our banks, change our regulatory
policies. Banks of other countries will be able to take smaller
spreads, and therefore they can go out and hustle more trade
business than we can.

It is now-I didn't mention it in my statement-the case that a
number of our banks are financing trade out of European sources
rather than financing them from here because they can cut a
better deal. They can also get cooperation with governments ofthe
other countries on better terms.

The regulatory environment and country risk considerations are
factors also, but they are not the only ones. I mentioned that the
way in which We handled the Iranian asset seizure has also had a
very bad effect on the syndication market.

Throughout the western world, because of this financing prob-
lem---and, that is where.the trade is-governments have been in-
creasingly involving themselves in not only export finance but
guarantees, local cost financing, inflation and exchange risk insur-
ance, and even use of AID funds. I believe this process will grow. It
is inevitable because countries that want to export and have the

68-425 0'80-2



14

capability to pull together their private and public funds and guar-
antees will do so.

Now, on the developing country side, for those countries that
have some leverage, they will be also bargaining harder. An exam-
ple was Mexico in the last 2 months asking, in exchange for oil, for
comprehensive assistance in building ports, transportation facili-
ties, basic industries, and finance, and aid, all as a sort of a pack-
age. We are going to see more of that in the 1980's. The interaction
of private and public effort, in that regard, will be easier for
France, Germany, and Japan and difficult for the United States
because we are not used to thinking in terms of public-private
cooperation in that way.

Another fact of life which we face is that there is excess capacity
and heavy Government intervention in a number of other coun-
tries in some of our basic industries such as steel, chemicals, petro-
chemicals, nonferrous metals, so that the world market is condi-
tioned very much by heavy Government intervention, particularly
in Europe and the developing countries, but not so much in Japan
as is thought.

We do have, though, in some of these key industries, world
overcapacity in the 1980's. So when you say let's do something
about steel alone in the United States, it is very difficult to see
that except in a world context because there is just too much
capacity there.

We have some problems of adjustment in the 1980's that may be
shocking to our economic system. Energy you know about, except
that I would add that the Persian Gulf is, in my view, highly
unstable politically so that we could have additional shocks we are
not anticipating at this time. In my opinion in the 1980's we will
have a tight fit in food supplies. Any back-to-back 2-year period of
tight markets or tight supply will be quite disruptive. This year we
will have a so-so production picture globally. If we have another
one back-to-back with it, we would have big trouble.

There will be a tight fit for raw materials in the 1980's because
there has beer very slow investment in minerals and mining for at
least 15 years. If we stepped up to a little bit higher rate of growth,
we would get bottlenecks by 1985.

Now, another factor is that all of the markets are becoming-and
economists have difficulty with this-are becoming interactive, so
that the commodities, and as you know, the silver market and the
exchange markets, and markets for anyplace where you can put
your money and protect it from inflation are all becoming one
fungible market. Portfolio analysts can handle that as a thought
process, but economists tend to like to keep these markets
sep arated.But what that means is that even the Federal Reserve has trou-

ble controlling the handling of funds and the movement of capital
in the economy, and the short-term and long-term forms of assets.
It was clear that in the latest credit crunch, the Fed had to ask for
restraint in the speculative area in order to get control of the
money supply in general, and the asset positions of people.
• These interactions make a lot of our economics obsolete. The

possibility for lurches from one market to another is greater than
ever. People are, let's say, staying more liquid than they were 10
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years ago when they were willing to invest long term, but now
staying much mqre short term, make the stability of the overall
system very difficult to assess, but it is volatile.

Other countries have been investing slowly also, but they have
been doing better, let's say, in terms of keeping their productivity
up ,and investifig in the industrial sector's,' in the job creating
sectors.

R. & D. has slowed down. Other countries have done better in
that area.

So we then face some fundamental issues. How do we catch Up
and then get up to speed once again to be a leader? I cover some of
the issues, but my theme in the concluding part of the statement is.
that quick fixes aren't going to work. We have to' think this
through in a more methodical way, and we have to try to relate all
these fields and understand 'what it is that trade has to do with our
domestic growth and capital formation and vice versa, and that you
can't separate these pieces out and deal with them one at a time,
We need to rethink the interaction of our international and domes-
tic policies. We need to rethink our troubled industries.

In this area, I have spent a lot of years, as you know, in handling
trade disputes and trade problems at home in this country-in the
Government, and I have thought a lot about what happens when a
company or a group of companies comes in for help. Do you just
give the help and walk away from the problem and hope that
something happens during 5 or 7 years, or do you somehow oversee
that change? What is the quid pro quo for the public sector, to
defend the. workers, the consumers, the broader range of interests,
the suppliers, the buyers, so that you know that something hap-
pens while you give the help. What is that critical bridge between
public and private interests when somebody comes into the Govern-
ment for relief?

I try in my statement to touch on this in a number of ways.
Boiled down I suggest that Rohatyn's idea about a reconstruction
finance corporation is another porkbarrel. But I think something
intermediate between bankruptcy and telling people to rely on
their own devices, some conditional situation intermediate is what
we need to define. We need to think through how we deal with
that, what kind of overseeing we want to have, and whether it
should be private or public.

In my own opinion, probably the oversight should be on the
financial community side in the private sector because they can do
it better than Government. My own- view of Government is that
Government can carry out official policies reasonably well, with its
many good people, but in terms of watching over company behav-
ior, Government people are not very experienced in that and usual-
ly make a hash of it.

This area is related, of course, to the issues of industrial policy
that are so faddish right now, and I mentioned that in public
debate this is not well thought through as to what we are talking
about.

I conclude with comments both on the international and the
domestic institutions, pointing out that each has problems of bu-
reaucratic turf and compartmentalization, that this is part of our
problem, and that we need somehow to create means by which they
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can interrelate the different areas of policy, so that for example
the capital formati6n work that the World Bank does and the
monetary management work that the Fund does and the trade
work is somehow thought through in a coherent way, and that
within our Government we begin to pull together these issues of
trade, trade finance recycling, aid, and the domestic adjustment
process that goes with it.

This is not easy to do. The recent executive branch trade reorga-
nization was, in my view, a turning of the wheel a few more
notches of the ratchet, but it is a wheel that was started turning by
this committee and the Ways and Means Committee in 1962, and I
think it has some way to go further.

If you take, in summary, all of the points that I made in my
prepared statement, and walk through some of the numbers, you
might walk away with the impression that it is pretty gloomy for
the 1980's for the United States, and I-think it is, unless we get
hold of these issues and think about them.

But I also believe that if we were to really get a handle on the
issues, we have the capacity, we have the people, we have a Gov-
ernment big enough to think through, we have people that you can
bring here to this committee from around the country with enough
brainpower. It isn't as though we are short of ideas. It is just that
we are having trouble pulling them together, and we are showing
no vision, in my view, in the public policy area about the 1980's as
a whole, more or less dealing with the problems as they arise as we
are in autos and steel, problems that have to be dealt with, but
problems that should have been anticipated, and problems that
cannot be solved in a year or two.

Thank you.
Senator BRADLEY [presiding]. Thank you very much, Mr. Maim-

gren.
Mr. Samuel, before we begin, perhaps we should pause. There

are five bells up there, I will go to the floor to vote, and then we
will be right back to continue this process and hope that we will
get to questions sooner or later.

[A brief recess was taken.]
Senator ROm [presiding]. Again, I would like to apologize to

those of you who are good enough to come before us this afternoon,
but it appears that it is going to be one of those afternoons in
which we have to run back and forth.

I am not sure where we left off, but I would ask that we proceed.

STATEMENT OF HOWARD D. SAMUEL, PRESIDENT, INDUSTRIAL
UNION DEPARTMENT, AFL-CIO

Mr. SAMUEL. Senator, I am Howard Samuel, and I am here as
your third witness of this first panel.

Senator RoTH. Thank you, and welcome.
Mr. SAMUEL. I am very pleased to have been called to testify

before this committee. I do want to make it clear that my com-
ments emerge from my own experience and judgment and should
not be construed to represent the-policy of the AFL-CIO in some of
these matters.
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Like the others, I have submitted testimony for the record and I
am going to cut through it fairly rapidly, omitting as much as I
actually give.

The issue which was raised with me as one which would be of
most interest to the committee, is the effect of the decline of
American productivity on our international competitiveness, par-
ticularly, of course, dealing with the American worker. I think that
question has been answered to a large extent by the figures that
have been presented by Professor Branson. He points out that
although obviously productivity in the United States has not been
increasing, and in, the last year has actually been going down. Yet
in terms of international competitiveness, the U.S. productivity
rate is only half the story. The other half is the growth of wage
costs, and as Professor Branson's figures pointed out, the fact is
that the modesty of our wage gains more than offset our relatively
poor productivity performance. The result has been a very strong
U.S. position over the years in respect to relative costs.I I have submitted some supporting material, but what it comes
down to is that unit costs, measured in dollars, have increased only
half as much in the United States as in other industrialized coun-
tries in the last 13 years. For example, U.S. unit labor costs were
up 79 percent from 1967 to 1978. In the United Kingdom the costs
were up 149 percent; West Germany costs were up 259 percent; and
Japanese 309 percent. Again, let me repeat, the United States has
only gone up 79 percent..
,So the decline in U.S. trade competitiveness has to be laid. to

other causes than slowed productivity growth or American labor
pricing itself out of the market.

Let me suggest a couple of other problems affecting our trade
position-which in our eyes are more significant.

One of the causes is imports which worm their way into our
market on the basis of irregular pricing or special privilege be-
stowed by their home governments, and the closing of other mar.
kets to our exports through the use of various tricks of trade
practiced by the same governments. Sueh trade practices are based
not on ancient principles of comparative advantage but on viola-
tion of comparative advantage. In effect, these governments have
given up on it and instead are resorting to cheating on it.

There is good reason to fear that unfair trade practices, the new
GATT codes notwithstanding, will be on the rise during the decade
ahead. Tariffs are no longer the major barrier to trade they once
were. Successive tariff reductions since the Smoot-Hawley rates of
1930 have largely accomplished their intended goal. Nontariff prac-
tices, less visible and more difficult to circumvent, have become the
weapons of choice for governments and firms seeking to beggar
their neighbors by observing neither the spirit nor the letter of the
law of comparative advantage.

The expanding use of dumping and subsidies can take place
because of increasing government involvement in industry- in
almost every industrialized nation other than the United States.
While a Chrysler loan guarantee is very much the exception on the
American scene, even more profound government involvement in
industry is the rule in Japan, Germany and our other key trading
partners, especially the developing countries. In many countries, at
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all stages of development, government ownership of firms in the
private-sector has become the customary final stage in any rescue
effort. Meanwhile the frequency of dumping violations is rising.
Although carried out by private firms, the chronic dumping appar-
ent in industries like steel is indicative of government support, that
is, either direct or indirect subsidies.

The economic impact 9f dumped or subsidized imports on the
U.S. economy and U.S. productivity growth are unfortunately
clear. Highly productive American producers can be undermined
by dumped imports whose price advantage results only from illegal
pricing practices. While some consumers may draw a temporary
gain from dumping, disruption of profitability, output, employment
and investment in competing domestic firms will not help. improve
our national productivity track record.

A new species of unfair trade practices has recently emerged
with enormous potential for damaging U.S. investment and-produc-
tivity growth. Performance requirements imposed on international
investors have an almost unlimited potential to pull investment
and jobs and new productivity growth from the United States
because of the absence of any international rules limiting such
government intervention. These trade-distorting performance re-
quirements are becoming a major factor in international commerce
generally, particularly from countries like Brazil, Australia, New
Zealand, Canada, and Mexico.

Performance requirements which distort trade are a matter of
great concern because of their negative economic effects. They
result in a direct transfer of jobs and production to the country
which imposes them. The international changes in employment,
production and trade which they cause are not a response to
market forces. These changes are the result of government fiat.
The purpose is to increase the imposing country's economic welfare
directly at the expense of other countries. Such government-direct-
ed economic decisions not only injure other countries, they also
result in the misallocation of resources internationally, with pre-
dictable consequences for efficiency and inflation.

Performance requirements which artificially expand exports
threaten to grow into the most important distortions of global
investment, production and trade because they are not disciplined
by any present international agreements.

Because the United States is the source for approximately 50
percent of international direct investment, a large share of the
trade effects of these measures will be experienced in the U.S.
economy. This distortion of economic resource allocation will ap-
propriate U.S. jobs and production and push down productivity
growth.

The other aspect of trade which deserves your attention is the
fact that some proportion of products crossing national boundaries
is made under exploitive labor conditions. I think-I have already
made it clear I am not advocating-repeal of the law of comparative
advantage. We know that there will be differences in wages and
conditions between developing and .developed countries, even in
comparable industries making the same products with the same
capital. But comparative advantage should not serve as camouflage
to hide aggravated exploitation such as child labor- in factories,



forced labor, or the uncontrolled ise in the workplace of toxic
substances or- dangerous. conditions. The. standards pf. humanity
accepted by all of civilization do not bestow a license on anyone co
damage young children or kill adult workers,. even those working
in the least developed of nations. Products which are desi ned for
sale to other nations should be* required' to have -been mad under
minimally i'easonable standards.,

It Would to be difficult logically to 'protest against the imposftion
of minimum labor standards for international trade. After all, a.
principal rationale for increasing international trade is that it is
supposed to enhance the living and working' conditions of'all pai-
ties for -both those who sell and those who "buy. -But when a
building supply manufacturer in a developed country moves his
asbestos plant to an LDC in ordek to avoid health regulations,
neither, the workers in his old plant who, have -lost their. jobs, nor
the workers in his new plant who are doomed to lung cancer, can
boast of any particular benefit from the 'resulting floiv of' trade.'

There are other issues. related to international trade which con-
cern America's workers. We are dissatisfied, for example, with both
the policy and practice of adjustment programs. We question the
Government's so-called neutrality toward outward investment. We
are dismayed by the mad competition among nations to finance the
export of capital goods, even when no economic purpose'is served, a
competition which ensnares our own Export-Import Bank with all
the rest. We are not- optimistic about the implementation of the
new MTN codes, particularly when we examine the very first
subsidy agreement signed with Pakistan..

The list could be lengthened, but your time is limited. Let me
sum up simply by assuring you that by and large, as I see it,
American labor, of any, segment of the country, is the least bur-
dened with doctrine, whether free trade or protectionist. We view
the problem in' most pragmatic terms. We know we cannot repeal
the law of comparative advantage. We are convinced that what is
needed, in fact, is more of it, not less. But comparative advantage
should not be diluted by unfair trade practices or exploitation of
labor or special deals for special trading partners. And we know
that given a climate 'of fair trade, the American worker can com-
pete with anyone on Earth and win. '

Thank you.
[The prepared statements of the preceding panel follow:]
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TIRDS IN U.S. INTERNATIONAL TRADE A2.P INVzSTHE SINCE VW It

I. Introduction and Summary

At the end of World War I the U.S. was by far the dominant industrial

economy in the Vorld. With Industrial capacity largely destroyed.in Europe

and Japan. the U.S. produced more than 60 percent of the world'g output of

manufactures in the late i9Os. - As a result, the U.S. was a net'.exporter

of manufactured goods of all kinds- historically, the U.S. was a net importer

of consumer goods, but in 1947 there wes a net export uurplus of $1 billion

in that category. Thus in the Immediate post-var years, the pattern of 7.S.

trade was distorted by a relative strength in manufacturing that was transi-

tory. The recovery of the European and Japanese economies In the 1950s and

1960s, and the growth of manufacturing capacity in the developing countries

in the 1960s and 1970s inevitably reduced the U.S. share of world output,

and of world exports. The evolution of U.S. trade patterns since World

War It has been strongly influenced by these initial post-var conditions.

By the 1970s, trade patterns reflecting underlying comparative advantage

had been restored, and the U.S. was once again an importer of consumer goods.

The U.S. international investment position just after World War II was

miniscule. In 1950, U.S. private long-term assets abroad totalled $17.5

billion; foreign investment In the U.S. was $8 billion. Thus while the U.S.

was very open to trade at that point, there was little International owner-

ship of assets. The U.S. long-term foreign asset and liability positions

have both grown steadily at about 10 percent per year since 1950. This has

resulted In an internationalization of investLent over the sane period in

which the U.S. lost its dominant position in trade.

In this paper we lay out and analyze the data on the trends in U.S.

International trade and investment since World War It. We see the shrinking
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U.S. fraction of manufacturing output and exports, a return to and strengthen-

Ing of lines of comparative advantage, and balanced and rapid growth in long-

term investment. We also see increasing volatility of trade and long-term

investment in the 1970s, along vith a real depreciation of 25 percent in the

weighted U.S. exchange rate.

The outline of the paper Is as follows. In section 11 we set the frame-

work by studying trends In the U.S. position in the world economy since 1950.

The U.S. trend real growth rate has been the lowest In the Industrial world,

as the European and Japanese economies recovered. The U.S. share of manu-

facturing output shrank from 1950 to the 1970s, while the share of manufac-

tured exports has stabilized at about 13 percent since 1970. U.S. costs

have risen at a rate that is about average for the Industrial countries,

and the dollar devaluation of the 1970s has resulted in a significant real

depreciazion.

In section III we study the trends in U.S. trade and comparative advan-

tage since World War It against the background of data going back to 1925.

The post-war export bulge was eliminated by the uid-1950s, and a stable pat-

'tern of trade emerged. It shows export surpluses in capital goods, chemicals,

and agriculture and deficits In consumer goods and non-agricultural Industrial

inputs. Trade In automotive products switched from surplus to deficit in

.1968, and of course energy imports have soared in the 1970s. At the four-

digit end-use code level one can also discern patterns of trade that are con-

@stent with the internationalization of Investment and production.

Trends In long-term investment position are summkrized in section IV.

There we see a picture of remarkably steady and balanced growth, with inter-

national assets and liabilities both growing at 10 percent or so a year.

The data on direct investment are disaggregated by country and industry-
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There we see that U.S. investment abroad has been increasingly directed

toward Europe, whose share of total U.S..direct investment rose from

15 percent In 1950 to over 40 percent in 1977. To a large extent, direct

investment has gone to the industrial economies, rather than to the

developing countries. Foreign investment in the U.S. has been mainly

European throughout, with a share of 66 percent in the 1950s and the 1970s.

Developments in the balance of payments, reserves, and exchange rates

- are discussed in section V. There we see the trend from surplus to deficit

in the U.S. basic balance (current account plus long-term capital), and the

marked increase in the volatility of the basic balance (as measured by time

series variance) from the 1960s to the 1970s. This increase in volatility

has raised significahtly the size of variation in reserves that would be

needed to fix exchange rates. The result has been morelmovement in reserves

with "floating" rates in the 1970s than with "fixed" rates in the 1960s.

It is difficult to sumuarize briefly the impression created by this In-

tensive review of the data, but perhaps it Is worth a try. At the end of

World War It the U.S. dominated an industrial world that was tied together'

economically mainly by trade. This was clearly a temporary position, at

least in hindsight. Gradually, over 35 years, the other industrial coun-

tries have caught up with the U.S., restoring a kind of economic balance

to the world picture. At the same time, international investment has thick-

ened the connections of the U.S! to the world economy. My impression is

that from a position of dominance, the U.S. has become much more one of

several roughly equal centers, with increasingly tight economic Intercon-

nections among the*.
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T'ablk 7: Averate'Annual Crowth Rat of Output per Hour In-Hanufacturins

COUNTRY 1950-55 1955-60 1960-65 1965-70 1970-75 1975-78

U.S. 2.62 2.26 4.40 1.22 .2.46 2.89

Canada 4.12 3.39 4.43 4.04 3.01 4.42

Japan 10.31 7.58 8.16 12.33 3.51 7.05

France 4.21 4.74 5.06 6.29 4.36 5.96

Cersany 5.86 6.09 5.82 4.94 5.30 4.91

Italy 6.65 4.53 7.38 6.37 4.56 4.06

U.K. 1.36 2.81 3.67 3.25 2.65 1.16
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Table 8: Shares of Total Hanufacturing Output in Ten Indvstrial Countries,

1950-77

Share of Total, %

COUNTRIES 1950 1955 1960 1965 1970 1975 1977

U.S. 61.9 58.1 50.5 50.1 43.6 42.5 44.0

Canada 3.5 3.4 3.3 3.5 3.4 3.7 3.6

Japan 2.1 3.5 6.3 8.0 13.1 13;2 13.4

Denmark 0.7 0.5 0.6 0.6 0.7 0.7 0.7

France 7.6 7.1 8.1 8.1 8.9 9.8 9.6

Germany 10.1 14.1 17.2 16.7 17.2 16.5 16.0

Italy 2.2 2.5 3.1 3.1 3.7 4.3 4.3_

Wetherlands 1.8 1.9 2.2 2.1 2.3 2.3 2.2

Sweden 2.0 1.7 1.9 1.9 1.9 2.0 1.6

U.K. 8.2 7.2 6.9 5.9 5.3 4.9 4.5

SOURCE: Department of Labor
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Table 12: Index of U.S. Weighted Relative

Unit Labor Cost. 1975-100

RELATIVE COST
INDEX

1961 152.6

1962 151.8

1963 151.0

1964 151.2

1965 148.1

1966 147.5

1967 148.1

-1968 151.4

1969 151.2

1970 144.8

1971 137.0

1972 123.9

1973 110.1

1974 105.8

1975 100.0

1976 105.1
1977 104.2.

1978 96.5

SOURCE:* International Monetary Fund
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Table 13
Distribution of Exoort

of' manufactures (SITV S-8)
19 156 15 1912 1965 " 1968 1971 1974 1976

( millionn $ 37 , 738  $1,72 1 61,400 79,330 109,730 1150,070 226,670 1483,070 585,260

Country Z of Total

Developed 83.0 83.5 82.1 81.6 82.0 83.1 83.9 83.7 83.1

LDC.a' 7.0 6.6 5.3 5.3 5.8 5.8 5.5 7.8 8.0

CpjE31 5.0 9.9 12.6 13.1 12.1 11.0 10.4 8.4 8.9
Developed

W.Europe 49.0 50.1 53.7 54.4 54.7 53.0 54.7 54.9 54.0

EEC - - 31.9 33.5 34.4 34.4 35.8 i44.9 44.0

EFTA - - 20.3 19.2 18.4 17.2 17.2 * 8.2 8.0

Germany 9.7 12.2 15.6 14.8 15.4 14.8 15.4 16.3 15.5

IJ.S. 29.4 23.0 18.7 17.6 15.8 -15.8 13.4 13.2 13.2

Canada 5.0 4.3 3.9 3.5 3.7 4.9 1-.6 3.4 1.5.

Japan 2.8 4.2 4.9 5.5 7.1 8.1 10.0 10.9 10.9

Other 1.9 2.0 1.2 0.6 0.8 1.4 1.3 1.4 1.5

LDC

Africa 4/ 1.6 1.4 1.3 1.2 1.3 1.3 0.9 0.9 0.6

Lat.Amer. 1.6 1.6 1.2 1.1 .1.2 1.6 1.4 1.9 1.6

M.East " 0.3 0.4 0.4 0.3 0.4 0.2 0.2 0.5 0.4

A &a-/ 3.5 3.2 2.4 2.6 2.8 I .7 2.9 4.5 5.4
NCA, 0.9 0.9 0.8 0.9 1.2 1.5 1.8 2.4 3.0

!/Developed Market Economies: U.S., Canada, Japan,

South AfricaAll countries excluding Developed 6 CPEs

West Europe, Australia, N. Zealand,

/ East Europe, U.S.S.R., PRC, Mongolia, N. Korea, N. Vietnam

-/Excludes S. Africa & Rhodesia

-Excludes Developed countries & CPEs

/Republic of Korea, Hong Kong, Singapore (Data for Taivan vas riot available for the entire
period)
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Table 18: U.S. Effective Exchange Rates, 1961-78.

1975 & 100

(1) (2) (3)

Effective U.S. WPI Exchange Rate
YEAR Exchange Relative Adjusted for

Rate.! to Competitors Relative WI
(3)-,(1)4(2)xlOO

1961 85.0 102.6 82.9

1962 84.3- 101.7 82.9

1963 84.2 99.7 84.4

1964 84.2 98.2 85.7

1965 84.2 98.0 • 85.9

1966 84.2 98.4 85.6

1967 84.0 98.7 85.1

1968 82.6 99.0 83.5

1969 82.4 99.3 83.0

1970 83.2 98.4 84.5

1971 85.5 98.3 86.9

1972 92.3 98.4 93.8

1973 100.3 98.3 102.0

1974 98.1 97.9 100.2

1975 100.0 100.0 100.0

1976 94.4 97.3 97.0

1977 95.6 96.4 99.2

1978 105.3 98.9 106.4

- This is the inverse of an index of
exchange prices of the U.S. dollar.

SOURCE: International Monetary Fund

the weigthed average of the foreign
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Tsble 20: Change in Capital Goods Exports, 1972-75
($ billion)

Area Increase in Exports

Western Europe 44.9

Eastern Europe - 0.7

Canada 2.7

Japan 0.5

Latin America 3.6

Aus.tralia, N.Z., S.A. 1.1

Other Asia and Africa 5.5

TOTAL
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U.S. Long-term Assets and Liablities,

1950-77 (6 billion)

U.S. Private U.S: covot. U.S. Long-Term Balance

YEAR Long-Term Long-Term Liabilities
Assets Credits

1)(2) (3) (1)+(2)- (3)

1950 17.5 10.8 8.0 20.3

1955 26.8 . 12.4 1:3.4 25.8

1960 44.4 14.1 18.4 40.1

1965 71.0 20.3 26.4 64.9

1970 105.0 29.6 44.7 89.9

1975 174.4 39.8 80.7 133.1

1977 216.6 47.8 93.9 170.5
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Table. 26: U.S. Private Long-Teru Foreign Assets

C$ billion)

Total Direct Foreign Foreign Other
bonds Stocks

. 1950 17.5 11.8 3.2 1.2 1.4

1955 26.7 19.4 3.0 2.4 1.9

1960 44.4 31.9 5.5 4.0 3.1

1965 71.0 49.5 10.2 5.0 6.4

1970 105.0 78.2 13.2 6.4 7.2

1971 114.5 83.0 15.9 7.6 8.1
"1972 127.8 90.5 17.1 10.5 9.7

1973 139.8- 101.3 17.4 10.0 11.1

1974 151.0 110.1 19.2 9.0 12.7
1975 174.4 124.0 25.3 9.6 15.4

1976 198.3 136.4 34.7 9.5 17.8

1977 216.6 148.8 39.2 10.1 18.5
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Table 28s U.S. Long-Term Liabilities

C* billion)

to Foreigners

TEAR Total Direct D0o0a Corporate Other
Stock

1950 8.0 3.4 0.2 2.9 1.5

1955 13.4 3.1 0.3 6.6 1.5

1960 18,4 6.9 0.6 9.3 1.6

1965 26.4 8.8 0.9 .14.6 2.1

1970 44.8 13.3 6.9 16.7 5.9

1971' 50.1 1.9 8.6 1.4 6.1

1972 60.8 14.9 10.9 27.8 7.1

1973 74.3 20.6 - 12.6 33.5 7.7

1974 67.6 25.1 10.7 24.2 7.6

1975 80.7 27.7 10.0 35.3 7.7

1976 92.6 30.8 12.0 42.9 7.0

1977 93.9 34.1 13.4 39.7 6.7

Survey of Current IusinessSOUIU:Ej
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STATEMENT BY HARALD B. HALGREN

BEFORE THE SUBCOMMITTEE ON INTERNATIONAL TRADE,

COMMITTEE ON FINANCE, U.S. SENATE

July 28, 1980

THE GLOBAL CHALLENGE OF THE 1980'S

At the beginning of the 1980's in this nation we find

ourselves at a time of pervasive loss of confidence. Growth and

capital spending for the future have fallen off. Building for

tomorrow has given way to consolidation and cost-cutting today.

Commitments of our economic resources to long-term modernization

and development of new products and new sources of supply are

being made at an historically slow rate. Inflation seems to

have become chronic, a universal corrosive. Even economic

downturns do not offer much hope of squeezing out inflation.

Research and development expenditures are falling off. Existing

plant and equipment have not only been aging and becoming

obsolete according to underlying trends, with which we do have

experience, but also as a result of erratic shocks in the world
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market structure, particularly the enormous leap in the price of

energy. These shocks have had the effect of making inefficient

all at once vast amounts of our existing capacity.

Our markets seem to our businesses and workers to be

buffeted by international forces beyond our control, causing

domestic adjustment difficulties which had not been anticipated

a decade ago: gyrations of exchange rates, surges in imports,

unexpected rise in the number and quality of international

competitors as the developing countries emerge'in world markets,

interest rates which seem driven externally rather than by home

monetary conditions, energy constraints, to name a few.

Domestically, too, our national economy is subject to almost

universal complaints about inflation, unemployment, problems of

structural adjustment, poor productivity, quality of life,

social injustices, and unfairness to particular sectors or

interest groups.

Calls for government action, to put the situation right,

have resulted in more and more public, official efforts to

manipulate particular elements of the economic environment, but

swollen budgets have been one result. Expanded, costly

regulation of the private sector has been another consequence,

government has increasingly sought to meet its objectives by

off-budget actions. Fiscal policies have become less flexible,

owing to the political need to maintain programs, once they have
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started, and monetary policies are now leaned on more and more.

But the monetary side of our economy has become so complex

domestically and so internationally interactLvathat we cannot

even measure what it is we are trying to control, we cannot

readily channel the flows of capital because of the explosion of

alternative financing techniques, and we cannot avoid exchange

rate implications of interest rate adjustments.

In the face of awesome problems, we increasingly call for

new leadership, blaming-our predicament on the quality of our

present leadership. Yet potential new leaders offer no magic or

convincing alternatives, and the lesson gradually being learned

is that government may not be capable of gaining command of the

present forces of change.

What has happened to our confidence and our

competitiveness? What are the challenges facing the United

States, and how are we dealing with them? What are the

implications for our relative global economic power, and our

capacity to influence other nations and the workings of the

international economic system?

We are in a serious predicament. At a time when global

forces require even faster adjustment of our economy tharr in the

Dast. we are adluatina more slowly than at any time since World
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War It. We talked ourselves into slow growth. We lost

confidence in our economic future, and slowed down the pace of

our long-term capital commitments. Yet, to deal with the forces

of change we should be growing raster and spending more on

rebuilding our capital structure then ever before. Without

rapid adjustment, it is inevitable that our productivity

performance would weaken. It is inevitable that we would suffer

inflationary consequences of utilizing an increasingly

inefficient Industrial base. It is inevitable that we would

have serious troubles in such basic industries as autos and

steel.

What are the forces.we as a nation have to reckon with in

the 1980's?

First, we have to deal with growing interdependence of our

economy with that of the rest or the world.

Our economy has become far more interactive with the

economies or other nations than most Americans realize. Our

farmers do know that half our total grain production goes into

world trade, and that world markets are therefore a major

determinant of domestic farm prices and farmer incomes. As

drivers and home owners, we all have recognized our

extraordinary dependence on foreign oil producers for generating

our gasoline supplies and fuel oil. dut beyond a few such
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dramatically obvious examples our recognition of global

interdependence is minimal.

Yet the interaction of our economy with that of the world

has ben growing markedly in recent years. For example, we

usually think of trade as a relatively small part of our

economy, by comparing our trade with our GNP. In 1970, U.S.

exports and U.S. imports each accounted for about 4.3 percent of

GNP. In 1979, exports were about 7.5 percent of GNP, and

imports about 9.2 percent. The impact had more than doubled in

the 1970's. Yet this does not tell the whole story. The

balance of our economy is increasingly shifting towards a

greater share for services, and a declining share for industrial

activity. Much of our services are not traded -- dry cleaning,

dentists, most of our lawyering, local transportation, etc. A

true comparison would be trade in relation to the domestic

production of goods -- food and manufacturing production -- of

goods which are tradable. The Commerce Department has developed

such- a series. In 1970, exports represented 14.4 percent of the

U.S. production of goods, and imports 14.3 percent. In 1978,

the export ratio was 22.4 percent and the import figure 29

percent.

If that seems surprisingly high, the comparable ratios for

France and Germany are around 50 percent for the UK, 70 percent

for exports and about 80 percent for imports -- and Canada is
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even higher, in the 80 percent range.

In recent years, the ease of transportation, the speed of

communication, the spread of capital and technology, the

mobility of multinational enterprises, the relentless growth of

trade at a rate faster then national GNP growth of most nations,

have all led to greater end greater interweaving of national -

econ-omies.

Even the mansaement of our domestic monetary system is

greatly affected by International considerations, with our

interest policy periodically driven by external considerations.
0

In the financial area, the intertwining of our capital

markets with rest of the world has grown increasingly intricate.

Banks not only lend globally, they also source funds throughout

the international capital markets. The range of financing

options to a corporation are now so wide that the Federal

Reserve felt it had to ask non-U.S. banks, and their respective

national monetary authorities, to discourage lending to U.S.

enterprises outside the guidelines imposed on U.S. banks in the

recent squeeze. The monetary authorities of other nations did

not agree, and the problem would no doubt have become serious

had the U.S, credit squeeze continued.

The Eurocurrency market has given rise to considerable

68-425 0-80-4
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controversy and worry, not Just because of its relatively

unregulated character, but also because of its scale. According

to the BIS statistics on this market, it has by the end of last

year grown to about one~illion dollars gross or about 650

million dollars net of interbank deposits. While it is popular

to rely on the net figure, one should remember that a lending

institution is driven by its gross deposits, and not by some

statistician's abstraction described as net. However, there are

now new figures emerging in the work of the IHF and in recent

research by an American banker, Jay F. Sterling, Jr.,

which suggest that the real gross figure at the end of the

1970's may have approached 1.8illion dollars. This pool,

primarily dollars, is sufficiently large and liquid that its

potential volatility and cross-border flow threatens national

monetary management, and has a direct effect on the level of

exchange rates. Large holders of various kinds of dollar

positions throughout the world must increasingly concern

themselves with the potential volatility of the dollar, and

other currencies as well.

It used to be easier, theorizing about exchange rate

determination. One could focus on the current account of a

nation and draw conclusions about the transactions demand for

that currency. Then one might make allowances for capital

flows. When capital outflows or inflows became large relative

to trade balances, some economists found their theories about
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purchasing power and comparative advantage slipping a little,

but still the transaction motives for currency exchange seemed

to be most prominent. Now, at the beginning of the 1980's, at

a time of persistent high inflation, the dollar holders, and

other asset holders, are concerned as well with preserving and

enhancing their assets at a time when inflation corrodes asset

value.

The asset motivations may often overwhelm the transactions

motivations, in which case the primary determinants of exchange

rates are expectations about future values and yields. These

expectations may be partially based on recent current account

experience of a nation, but they will also reflect expectations

about inflation, productivity, political safety, national

politics and economic policies, and especially monetary

(interest rate) policy. As with equity markets, expectations

are also conditioned by what you think other buyers and sellers

expect.

Under these circumstances, it is quite possible for a

currency to rise to undesired heights, as is the case for

sterling, or to illogical depths, as happened to the yen a few

months ago, on the basis of many factors other than the current

account outlook. The recent high British interest rates and the

existence of a sophisticated banking center in London have

helped sterling up much more than North Sea oil, to which the
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press has given great credit. The British trade account not

only is not the driving force; but now the British trade account

and the process of industrial adjustment are suffering extreme

pains of a high exchange rate.

Consequently, with asset managers in the U.S. and

throughout the world ever alert to the changes in tides of

expectations, strong currencies can move great distances in

relatively short periods, as we have seen for the DM, yen, Swiss

franc, Canadian dollar, and U.S. dollar. My own judgment is

that the volatility may become greater in the 1980's, as

domestic asset managers increasingly learn that they too can

manage their portfolios on an international scale, and

as the markets become even more interlinked by technological

advances in communications and information processing.

It has been estimated that 150 to 200 billion dollars of

foreign exchange transactions go through the New York clearing

banks each business day. The scale of the activity is awesome.

The potential scale of dollar diversification, out of dollars,

or out of more liquid positions to more fixed positions (equity,

bonds, property) is also awesome.

Let me note here that it has been conventional wisdom that

the dollar's role or share in international finance has remained

steady in recent years, especially in national reserves. The
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gross figures have however masked a reduction of relative dollar

positions by many countries, while the Germans, 3apanese, Swiss,

French, and British intervened heavily to purchase dollars in

defense of their own currencies. Now the more basic trends are

becoming visible. Hany countries have cut the proportion of

dollars in their reserves, and even the absolute amounts in some

cases. While the overall average share of dollars in total

national reserves of currencies has been about 80 percent in the

1970'., it seems now to be receding. If we set aside the five

reserve currencies I have listed, the share has fallen under

two-thirds, and is probably continuing to fall back.

The dollar still represents a relatively politically safe

position, compared with other currencies. But even this safety

factor was recently diminished, psychologically at least, by the

methods employed by the U.S. in seizing Iranian assets. The

dollar still stands on strong economic foundation, the U.S.

economy. But world trade patterns are changing. Debt and

recycling needs are shifting. Alternatives do exist to dollar

positions. The dollar is therefore becoming acutely sensitive

%to interest rate differentials and inflation differentials. The

recent weakening of the dollar is directly related to the rapid

decline in U.S. interest rates.

In such a world, even a mighty country like the U.S. is

caught in a quandary -- whether to focus monetary policy on



50

11

domestic economic conditions or on defense of the dollar. It is

not an easy choice, for if the dollar declines much, there is a

strong inflationiry effect within the U.S., and the OPEC

producers ere encouraged to raise oil prices even faster, or

else reduce supplies, which in turn ats loose new inflationary

forces.

The interdependence of markets of which I have been

speaking is quite vital to the effectiveness of national

economic policies, both sectors end general._ The competitive

rise in interest rates around the world in" recent months, and

subsequent collapse of the U.S. credit restraints brought many

forces to work -- in great swings in exchange rates, in

gyrations of commodities, in altered export competitiveness

positions among traditional trading partners.

We are facing new, additional sources of competition in the

world marketplace, as well as at home. Where once we worried

about high labor-intensity imports from Japan, like textiles,

today we face new competitors from among the developing

countries. The number of countries capable of exporting

manufactured goods is growing fast -- and these are not simply

textiles, apparel, and footwear. Korea is already a global

competitor in electronics, steel, shipbuilding, and even

big-ticket engineering and construction projects. Brazil is

already exporting several types of aircraft, including executive
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Jets. World car concepts will enable many countries to be pert

of the automotive workshop that produces our vehicles. As for

3epang we no longer worry about imports of textiles and

labor-intensive products. Now we worry about 3apanese

computers, office machines, and sophisticated, automated machine

tool and we worry about the high quality of Japanese consumer

products generated from capital-intensive production systems

which minimize the scope for human error.

The newly emerging industrial competitors must export more

to service their debts, and pay for imported food, oil, and

capital equipment. These newly emerging competitors are being

chased by other nations who also have growing need to export.

In particular, the centrally planned economies in Eastern Europe

have an urgent need to service their growing debt and to pay for

food and oil purchases on the world market. They too will be

intensifying their export efforts.

Iraditlonel marketa may in the 1980's have a relatively

less important role in U.S. trade than the OPEC countries, the

non-oil develooino countrLe, and the oentrally planned

economies. The EC will be digesting a broadened membership.

Greece will soon be a full member. Spain, Portugal, and

possibly Turkey will-have gradually more intimate arrangements

with the EC, w4th Spain likely to become a member reasonably
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soon. These countries can supply labor-intensive products, as -

well as labor, for the EC. They, and the associated countries,

especially in Africa, can supply many raw materials as well.

The EC will have all it can do to assimilate the growing

economic role of these countries in the Community, and will be

reluctant to involve itself in further global liberalization.

3apan and Canada will remain big buyers, but their markets will

not grow fast for U.S. products. OPEC countries, in the Middle

East especially, can sustain high purchases of capital goods,

food, luxury goods, an weapons but even they are becoming

conscious of rising construction costs and the political dangers

of too much weaponry or conspicuous consumption. They will not

be buying on the scale that they did in the 1975-79 period. The

developing countries and the centrally planned economies thus

turn out to be very important markets for the U.S. The non-oil

producing LDC's now take about one quarter of U.S. total

exports. These countries have been growing about half again as

fast as the rich, Western industrialized countries, and as such

they are the true growth markets for the 80's. But they can

only buy imports where financing of the imports is available.

Commercial bank lending, official export credits and guarantees,

and aid transfers are essential in selling to these nations.

The U.S. is likely to slin behind In this area of financing

exports. for several reasons. One problem, and this is not

widely recognized, is that U.S. commercial banks are losing
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ground in global banking competition. In global international

lending to non-banks, i.e., to corporations and governments, the

American bank market share dropped from 1976 to 1978, from 33

percent to under 7 percent. It is highly unlikely that the

American bank's share will rebound to the share held in the

1960's and 1970's, in the 25 to 40 percent range at that time.

Most American banks experienced net repayments on Eurocurrency

loans in 1978, and in 1979 preliminary data suggest that this

falling back is continuing. Among the reason is a structural

problem: The capital-assets ratio for U.S. banks requires a

pre-tax spread of 100 basis points (one percentage point) or

more on lending, in order to obtain a satisfactory rate of

return on capital. A French bank can accept a pre-tax spread of

about 45 basis points, a German bank 55 basis points, a Swiss

bank 60 basis points, and a Japanese bank about 65 basis points.

Moreover, a German bank can fatten its return by buying into a

deal (taking a-position in the project) and drawing dividends

and fees, since involvement of banks in operating enterprises is

not proscribed by German law or regulations. The regulatory

environment and the capital structure of U.S. banks means that

the profit dynamics of the 1980's work against U.S. banks in

global competition. On top of this, U.S. banks already have

high exposure in many countries, and are cautious about

exceeding their country lending limits. Our regulators are also

sensitive on this point. The international loan syndication

market has also been made more uncertain by recent shocks --
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notably the U.S. seizure of Iranian assets and the subsequent

scramble of U.S. banks to cover themselves by essentially

unilateral actions. Our regional banks are falling out of the

international market, and risk diversification is becoming more

difficult within the U.S. context.

The international commercial lending climate is now also

less bright for banks of other nations, even though they can

accept smaller spreads and ritill make satisfactory profits on

their capital. Therefore. increasinQ attention is being Qiven

throughout the Western world to official help to exporters and

to banks -- to clinch deals in countries where financing is

crucial and the borrowing capacity limited. The array of aids

-- official export finance, guarantees, local cost financing,

inflation and exchange risk insurance, and even use of aid funds

-- is growing. Governments and banks and sellers of big-ticket

projects are working more and more closely.

The U.S. has not had great success in halting this official

competition in export finance. While the Venice Summiteers did

declare their intention to find by December 1 this year a new

formula for containing this type of competition, I doubt whether

the negotiations will succeed. And even if they do, the

orientation and objectives of the U.S. negotiating approaches

are too narrow to stop this explosion of government aids. In

addition, development assistance money is becoming harder to
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obtain from Congress and other Parliamentary bodies at a time of

budget austerity. Aid money is much easier to justify if it can

be viewed as trade promotion money. The use of official export

credits and aid funds to assist poor nations to buy one's own

goods seems to be an attractive solution. This tendency can

only grow.

Moreover as far as the buying countries are concerned, if

they are in a fast developing phase they are in most cases

borrowing heavily on world capital markets to sustain their

purchases of food, oil, steel, chemicals, and industrial

equipment. Many of them are increasingly looking for complex

deals by which they can move beyond simple financing of imports.

To develop their resources, they are increasingly asking not

only for soft lending terms but for comprehensive project

assistance -- building projects, supplying technology, providing

management services, developing local supplies, improving local

ports and transportation facilities, an'd even guaranteeing world

sales of the output of these projects. Mexico's recent

discussions with Japan, Germany, France, Sweden, and Canada

exemplify the new push. If there is oil to dangle as an

incentive, as Hexico can do, then the bargaining position is

strong indeed.

Needless to say, complex deals involving private capital,

aid, official credits, construction services, and capital goods
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in exchange for resources would seem to require close

government-private cooperation in making the deals. This trend

is likely to enhance the government role in relative

competitiveness. France, Germany, and Japan will find this

easier than, say, the U.S. The temptation will be great for

some governments to secure export deals and assured supplies of

resources in exchange for official financial help, especially

during a period of weak domestic economic activity. Development

of bilateralism, based on such package deals, would be all too

plausible and even attractive.

Another fact of life which affects the outlook for U.S.

basic industries in the 1980's is excess capacity and heavy

government intervention in a number of other nations. The

industrial problems of Europe have generated excess capacity and

heavy government intervention in European-industry. Key

industries such as iron and steel, shipbuilding, non-ferrous

metals, chemicals, and others have all turned to European

governments for help, and those governments have responded not

only by various forms of financial support but also by keeping

open obsolete facilities. When European iron and steel capacity

should have been cut back in the 1970's, European Community

capacity actually expanded. Japan's capacity is so efficient

that it can only be run at low levels of capacity utilization.

In addition, developing countries are building their own steel

mills, hoping to reduce their imports and even perhaps begin



57

18

exporting. Consequently, throughout the 1980's we face

worldwide overcapacity in steel. Such basic industry problems

on a world scale make the job of domestic adjustment and

modernization very difficult -- especially in a context where

governments are heavily involved in many other nations. The

slowdown in world growth is a major contributing factor to the

present overcapacity. The problems of the 1980's for U.S. basic

industries extend through iron and steel, nonferrous metals,

petrochemicals, and chemicals -- all of which are

capital-intensive and major energy users. To respond, our own

capital needs are-commensurately large -- but it is difficult to

generate capital when profits are low, imports high, and the

market prospects for new capacity poor.

On the other hand, where governments are prepared to

participate, in Europe, Canada to some extent, and very much in

the LDC's, the outlook is different. However inefficient, basic

industries in those countries are better placed to compete at

home and abroad.

Looking at the 1980's. there are numerous possibilities for

disruptive shocks and greater tension. We obviously face a

vital problem of energy adjustment. We have as a nation been

adjusting since 1974. At that time, a one percent rise in GNP

required a one percent rise in energy consumption. Today, a one

percent rise in our GNP rcquires only about one-half of one
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percent increase in energy use. But the easy solutions, like

turning down heat and slowing driving speed, are coming to an

end. Now we have to make massive changes in our automotive

industry, and we have to restructure our basic industries to use

different processes of production. We have to convert old

facilities, and build new ones to use new types of energy.

In the 1980's. the world faces a tight fit in global enerov

supplies, and this means that any unhappy political developments

in oil-supolying nations can dramatically damage the U.S.

domestic adjustment process as well as that of a number of other

industrialized countries. The Persian Gulf region cannot be

considered stable, for planning purposes.

In the 1980's we face a tight fit in global food supplies

also. This may be good for U.S. farmers, and even good for U.S..

exports, but it could be bad for our own inflationary pressures.

With bad weather in Northern Europe, including Eastern Europe,

as well as bad weather in the U.S. and Canada, this year's crop

will be so-so, while world demand is rising fast. World stocks

will probably be drawn down and prices will rise, perhaps by 15

percent in the 1980-81 crop year. But then what happens in

1982, 83, 84 and afterwards? With low stocks globally, just a

little bad luck could lead to escalating food prices. World

developments could dramatically alter our domestic economic

perspective, and give rise to new wage-push pressures. Some of
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the developing countries that buy our exports may also have to

cut their imports of manufactures from us sharply in order to

enable them to acquire vitally needed food and oil.

And then there is the tiQht fit for raw materials. In the

basic resources, we are a well endowed country, but there is

much we must import from the rest of the world, and world prices

determine our domestic prices. Global investment in basic

resources, especially mining, has slowed to a trickle in the

1970's, so if we do manage to get the Western world on a faster

growth, faster adjustment path, we and other nations are likely

to find great bottlenecks in raw materials in the mid-1980's.

We shall also discover that the main sources or many raw

materials are in politically volatile areas, such as Southern

Africa, or in the hands of the Soviet Union. This cannot be

quickly corrected. Lead times for new mining and processing

facilities run 5 to 7 years. This is another source of

potential shock in the 80's.

Another set of forces which can prove very disruptive, and

which we have not yet recognized in our policy thinking, is the

interaction among financial markets, commodity markets, property

markets; bond and equity markets, and other asset markets.

The 1972-75 global commodity boom was typical of the new

forces at work, which even experienced observers could not
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readily explain at that time. Coinciding with an acceleration

of inflation, this boom saw a doubling of overall commodity

price indices, with a quintupling of some individual commodities

such as sugar and urea. Some analysts saw the upward leap as

the beginning signs of the limits to growth, but as matters

turned out, the commodity markets dropped nearly as fast and as

far as they had risen. What had happened was that parties

interested in capital gains joined in frantic speculative

competition with commodity producers, users, and traders, as

other forms of assets were turned towards the commodity markets.

We have again vividly seen this crossover in recent months, to

an extent that the U.S. Federal Reserve, as part of its recent

credit squeeze, made explicit admonitions about credit granted

to support speculative activity. The silver market crunch was

but a symptom.

Now, we have to view the commodity markets and the

financial and currency markets as inextri-cably intertwined.

Given the inadequate world sugar supply conditions for the next

two or three years, for example, an asset manager could not help

notice in recent months that sugar would be on a rising tide,

and indeed the tide is still rising. Non-sugar related funds

must inevitably flow into the market, driving the price up

further. National authorities have valiantly tried to control

the gyrations of some of the precious metals recently, but it

was a credit squeeze more than anything else which brought order
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back into the markets. The lessons having been learned, and the

squeeze behind us, the speculation will inevitably resume --

perhaps in a more orderly way, but who can say?

These interactions are making many of our economic theories

and concepts obsolete. Much of economics is built around an

approach which considers a specific change in one market sector

while all other conditions are assumed to hold steady. We

analyze supply and demand for copper, or for sugar, or for

bonds, as if they were separate. Financial portfolio theorists

in recent years have widened their perspective to look at the

greater interaction among different financial markets, but this

thinking is not well integrated into the mainstream of academic

economics. In the meantime, an-asset manager in the real world

must try to protect his assets from the corrosion of inflation

as well as try to find a place, however temporary, to put the

assets which might provide an overall positive yield. With

tremendous variations in inflation rates and interest rates

among currencies, with varying degrees of political safety, with

variations in the near-term outlook and marketability of various

forms of assets, and with growing risks as one looks further and

further into the future, it is no wonder that asset managers are

reluctant to commit long-term and instead prefer to stay

relatively liquid. *It is also no wonder that a wider range of

asset holdings is being considered for parking capital.

68-425 0-80-6
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In such a volatile environment in the 1980's. lurches from

one asset or market to another can be expected. The --

possibilities for great swings and disruptions are pervasive.

It is not at all surprising in this climate that OPEC countries

are looking for new ways to protect their assets and

re-examining the tradeoffs of holding the oil in the ground.

The potential for a global swing into the dollar, and into

the U.S., is great, in the next year or so; but the potential

for a massive swing out of the dollar, towards wider global

asset diversification, is also great.

Very much at the heart of our present predicament is slow

economic growth and slow capital formation. We were not alone

in this slowdown, of course. Host of the industrialized free

world economies had the same experience.

How did our principal competitors fare? Improvements in

manufacturing productivity fell in the 1970's everywhere,

compared with the 1960's. However, over the past two decades,

U.S. manufacturing productivity growth has been only one-third

to one-half that of Japan and Germany. The U.S. hae invested in

manufacturing industry at a far lower rate than its principal

competitors. Even the UK, which is a very sick economy indeed,

did better. Not surprisingly then, our annual growth in

manufacturing productivity has been lower than most of our
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competitors, and our competitive position has been slipping.

Can we rectify this serious problem? Stepping up capital

spending and R&D expenditures will not be easy. First of all,

we have a fundamental bias in our economy towards consumption,

and borrowing for consumption, and against savings and

investment, during a period of rapid inflation.

Second, even if we shift our tax incentives somewhat, the

expected rates of return on new investments will not necessarily

be then sufficient to start a capital boom in our troubled

sectors. Indeed capital spending for long lead time projects

may still be approached cautiously, oecause-of a pervasive loss

of confidence in the workings of our economy, end especially in

the management of the economy by the government. The present

array of conflictiorj policies that determine the methods of

production, the product composition, and the market behavior of

private companies are sufficient by themselves to slow down, or

put the brakes to any wishful surge in capital spending plans --

at least domestically. The unwillingness of the government at

all levels to bring together and make coherent the range of

policies and administrative processes that affect each sector

will not be easily corrected.

Third, the growing number of new competitors

internationally can well lead to sourcing from a wider range of
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marketplaces, further intensifying our domestic adJustment

problems, and reducing our willingness to invest at home.

To catch up, and stay competitive, we need to build on what

we can do well. Our broad educational base and advanced

technological capabilities have to be at the center of what we

do. This is true whether we talk about agriculture, natural

resources, or industrial production -- it Epplies to methods of

production, to products, and even increasingly to management

itself as the interaction of sophisticated memories, improved

communications, and managers grows.

Existing Lechnology will have to be transferred if we are

to participate in sales to the newly emerging or fast growth

markets. If we don't, others will. But that is not at all

self-destructive if we continue to innovate ourselves, and stay

ahead of the pack. What is required to stay ahead is (1)

stepped up technological development and innovation in

production methods and in products alike: and (2) greatly

accelerated capital spending to apply the technological

breakthroughs in our production processes as well as in our

products.

What else can be done?

In policymaking, we must try to get away from our
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piecemeal, ad hoc, quick-fix approach to our economic shocks.

We need to look at the U.S. in a global market context.

Economic forces give only a little recognition to borders. In

the international area, trade, public and private trade finance,

aid, oil dollar recycling, the relative role of the dollar,

adjustment policies of the IMF, the new structural adjustment

themes of the World Bank, the workings of commodity markets, and

so on, all need to be looked at from one, comprehensive

perspective. We can no longer afford the high degree of

compartmentalization and competition over bureaucratic turf

which dominates our present policymaking process.

But we also have to think about the direct interaction of

our domestic with our international economic policies. Our

domestic concentration policies, for example, desperately

require re-thinking. In the 1980's and 1990's we may need to

consolidate some of our industries, but this should not give

rise to fears of inadequate competition. It is obvious to

anyone with open eyes that international competition and its

role in the U.S. economy have become fierce -- indeed, many of

our workers and leading industrialists are complaining they

cannot deal with the intensity of this external competition.

We need to re-think what we should do about our troubled

industries. As you well know, there is a rapidly growing debate

in this country about the possible need for an "industrial
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policy," or a "re-industrialization policy." There-is no clear

consensus in this public discussion. Some people focus on

helping sick industries, especially those adversely affected by

impojSts. Others focus on helping the newly emerging industries.

Some people worry about providing retraining of workers and

reorientation of our educational objectives; others worry about

how to decide what to train peopti for. In sick industries,

some firms are always stronger than others, so there is a

problem over who to help. Do you give public assistance to

those in difficulty, or to those perceptibly adjusting to the

changing marketplace and gearing to the future?

Alternatively, some people argue full reliance on the

marketplace. But then we knoA that capital for modernization

and diversification will go to the most profitable firms, and

will flow away from the poor performers. To dramatize, there is

little doubt in my mind that GH will survive the early 1980's

and undertake adequate capital spending between now and 1985

(more than 40 billion dollars) to meet global competition. GM

will be able to raise the necessary capital. But Ford,

Chrysler, and AMC all have serious problems. Their prospects

for generating capital internally are very poor, and their

standing in the capital market is weakening fast. Their

collective needs approximate another 40 to 60 billion dollars.

Do we let Gl emerge as the single U.S. firm, or do we try to

keep the other U.S. firms in place, and if so, how?
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When a sick industry comes to government for help, what

should be the conditions? When they ask for trade restrictions,

or financial assistance, or regulatory relief, we shall have to

learn to ask what will be done by those enterprises during-the

period of help.

If we do not try to look at the plans for future

adaptation, there is no assurance that special help will do

anything except shore up badly managed companies. In such

cases, the troubles are prolonged, and the taxpayers and

consumers pay the price.

In the past, -our ad hoc responses have often done just

that. We have had adjustment resistance policies, not

adjustment assistance policies. In essence, we have treated the

symptoms of competitive difficulty with various remedies to ease

the pain, but without much attention to the underlying --

ailments. -

In the case of Chrysler, we created the Chrysler Loan

Board. But that has not proven to be an adequate overseer. It

has threatened and cajoled Chrysler's creditors, and it has

asked for some changes in Chrysler's management, but that cannot

be enough to protect the wider interests of consumers and

taxpayers, if the government is to involve itself at all.
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Something more is needed.

In times of trouble, the companies in greatest difficulties

need new capital most -- but the companies that are most

profitable will get the capital instead, if the market operates

correctly. If we decide that we want the troubled firms to

survive, or at least the jobs to be preserved, we have to focus

on that problem. In Japan, contrary to popular mythology, the

government does not routinely bail out companies in trouble.

Rather, the banks are called upon to assist,._but also to

supervise the transition, if any aids are brought to bear. The

lead bank will be expected to bring in to management some of its

own people; it will be expected to guide the transition in all

aspects of management and capital budgeting. Given the close

interaction of government an the banks in Japan, this is a

feasible approach.

Our system is different. Recently, Felix Rohatyn suggested

in an article in the Washington Post that the U.S. needed to

rebuild the old Reconstruction Finance Corporation and have it

stand ready to deal with the Chryslers and the New York Cities.

That may be one way to go.

That in my view would however lead to assistance on the

basis of political pressure, making even more political and
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bureaucratically sensitive the industrial adjustment

predicament. It would tend to become a new pork barrel.

We need to find some other solution, and we need it to be

an American solution. We do not have a 3apanese economy, nor do

we have a European tradition of government directly

participating in equity ownership. We cannot rely on

bureaucrats with little experience ih fin ance or business to

oversee industrial change.

But we also must recognize that troubled firms are those

that did not foresee their troubles. They did a poor .ob of

anticipating market forces, and that is how they gotrinto

trouble. Their strategic planning and capital budgeting were

not geared to the international forces of change. They were

surprised by technological developments, by commodity and

exchange rate gyrations, by newly emerging competitors abroad or

by global over-capacity. If such firms are helped, how can we

insure that management changes its ways, and adapts to the

future? How do we promote or facilitate adjustment, rather than

prevent it, or discourage it?

Bankruptcy in our system is one method of forcing

consolidation, restructuring, new management, development of new

plans and capital budgets. We are seeking something short of

that in the case of helping troubled enterprises or industries.
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To me, we need gradually to find a new legal framework which

might classify a firm or industry as in trouble, if the

petitioning firm or firms qualify, and then, if federal help is

given, the quid pro quo would be a program of action on the side

of the troubled firms. That program of action would involve the

strategic plans and the capital budgeting process of the firms.

Since government bureaucrats are ill-equipped to evaluate such

plans and processes, we should take a page from experience

abroad and ask our investment bankers and perhaps the commercial

banks to involve themselves in this process, and to report

periodically on what the aided companies are doing, and how well

they are adjusting.

. In other words, to rebuild private sector confidence, to

protect the public interest, and to get the capital to where the

trouble is and correct the problems, we must devise new public

and private procedures, especially when government is called

upon to act with trade restrictions, subsidies, or regulatory

relief.

On the government side, we must find some drastically

different way to address the collective difficulties of an

industry -- all the problems have to be looked at together, the

trade problems, the regulatory problems, the capital borrowing

problems, the tax problems. Other countries may refer to this

kind of comprehensive approach as industrial policy. We don't
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have such policies, but if government is to play a role then we

must learn to think in those terms.

Now let me turn briefly to some other institutional

questions. Senators Ribicoff and Roth of this Committee have

for a number of years focused on the need for change in our

national decision-making structure. The Finance Committee

itself has played a major role in redesigning the trade policy

and trade negotiating institutions of our government. It has

also taken considerable interest in the international rules and

institutional structure.

As far as our international economic institutions are

concerned, it is increasingly apparent to me that new approaches

to the maladjustments and malfunctions of the world economy are

needed. Here, too, new ideas are surfacing and old concepts are

being modified -- but the orientation in each case tends to be

selective, to take a specific set of problems and treat them

separately. The World Bank is now focusing on so-called

structural adjustment issues in the developing world with a view

to improving the industrialization and trade prospects of these

countries. Yet one can assume that before long industrialists

in the advanced countries will be complaining about the

artificial aids given to intensify competition in world markets.

The IMF is moving to ease its conditionality requirements, as it

should, to cope with the massive and lengthy adjustment
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requirements of many of the developing countries, but financial

experts in other parts of the world are now worrying about the

inflationary consequences of relaxed conditionality. It seems

most difficult to establish a sense of common destiny and common

purpose, either nationally or internationally.

What we do have in Rand to maintain a reasonable degree of

order, and a reasonable restraint on special interests and

ever-changing political pressures, is a fragile international

system of rules and procedures for managing economic affairs

among governments. We do at least have the GATT, IMF, BIS, OECD

and other managerial bodies, with rights and obligations, and

agreed procedures for consultation. These institutions have

performed surprisingly well in recent years -- especially at a

time when other aspects of international political relations

have often been strained.

However, these institutions do reflect artifical

separations, of trade from finance, of banking from industrial

development, of international economic policy coordination from

domestic economic policies focused on specific sectors. They

too need an integrative perspective.

Our best experts and our ministers alike found the present

framework of cooperation insufficient in the latter 1970's, in

the face of traumatic shocks to the world economy, and a variety
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of experimental, new institutions were tried. Among these, a

new quasi-institutional process evolved at the

head-of-government level. These economic summits among Western

leaders now seem to be a regular event, superimposed upon the

existing system of diplomacy and international institutions.

Heads of government are uniquely qualified to cut across

bureaucratic jurisdictions and to develop out of the many Views

within a nation an overall national perspective. In

conversations with other leaders, they can also give recognition

to mutual interests on the international level. Potentially,

therefore, the summit process could provide the much-needed

integrated perspective. The summit process was indeed perceived

by the participants as an anti-bureaucratic process, and the

summiteers made it clear that they did not want to be in the

hands of the technocrats, nor in the hands of the bureaucrats in

the international institutions. This adversarial posture can be

demoralizing to participants in other forums of international

cooperation, and therefore holds its own dangers. But in

practice the summit leaders have not stretched far beyond the

conventional, segmented proposals developed by the bureaucracies

they were trying to overcome. The summit declarations one after

another sound like shopping lists of the preoccupations of the

technical experts. Where the experts and negotiators have

failed to reach agreement, they have passed the issues up to the

political leaders, in hopes that these men could force
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resolution upon their reluctant ministers and bureaucrats. The

summiteers have then at times found themselves in unseemly

quarrels about technical questions like oil conservation

targets, as happened in Tokyo last year.

The record of the economic summits since 1975 can be-viewed

with some cynicism. Much of what the leaders said they were

doing, or would do, has not been done. Their credibility has

been eroded, and this is most unfortunate at a time when we all

suffer a crisis of confidence in leadership and in governance.

The existing international institutions therefore need

rethinking. We in the U.S. also need to put greater, not less,

effort into making them work, because we have global interests,

and any system which helps provide global order helps us in

Drotecting our global interests. Indeed, we are one of the very

few countries with totally global interests, and we must

remember that when dealing with countries whose interests are

more regional, and whose stake in global order is far less than

ours.

In this regard, I would hope that the new framework of

codes and procedures which were worked ouL in the GATT

framework, in the Multilateral Trade Negotiations, and which

were reinforced by the Trade Act of 1979, on which this

Committee made such a great effort, would now be used actively

by the U.S.
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However, changes in international institutions can-only

come slowly, and only if great effort is put into such changes.

We cannot wait for problems to blow up, and then respond. The

process is too slow for that. There is a very long lead time

between the moment when there is recognition of a problem and

the subsequent conclusion and implementation of an

internationally agreed solution. The lead time for

international financial innovations is about three years. In

the trade field recent experience has suggested even longer

lags. The Kennedy Round took about six years from the idea

stage to signing of an agreement. The Multilateral Trade

Negotiations completed in Geneva in 1979 took even longer --

from ideas generated in a Ministerial meeting which started a

new GATT Work Programme in November, 1967, to a Ministerial

meeting in Tokyo in 1973, to a final deal in the early part of

1979, for a total of twelve years.

There is consequently a serious risk that the slow process

of national and international consensus-building, which we call

negotiation, addresses problems perceived at one moment in time.

but long since overtaken by new events. The same can be said

for much of our conventional economic methodology and theory.

But governments rarely act except in moments of crisis, and

heads of government rarely have the time or the political
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strength to allow contemplation of potential future crises. We

are caught in a dilemma, and it is becoming more serious as we

contemplate the--problems ahead. For example, the non-oil

producing developing nations can probably handle their balance

of payments adjustment problems for the next year or so within

the present facilities they have (IMF, World Bank, bilateral aid

and credits, commercial loans, and national reserves). But if

the oil-related balance of payments deficits continue

persistently year in, year out for the next few years, then

present facilities are obviously inadequate. If we wait for

trouble before we devise new facilities, we shall have a

prolonged period of trouble before such new facilities can be

put in place. This will affect our own exports, as well as the

health of our banks.

If we look ahead at the potential for currency and

commodity turbulence as a result of dollar diversification, it

would seem impe ative to devise a system for minimizing t-he

downside risks. Ideas are indeed moving around i-volving the

SDR and the substitution account and other instruments for

meeting the potential dangers, but a collective sense of urgency

is not visible. U.S. officials seem, for example, to be so

optimistic about the U.S. current account outlook that they feel

no urgency. Yet reliance an the current account and balance of

payments statistics to put the market right is to hope that the

traditional theoretical economic framework for balance of
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payments adjustment and foreign exchange determination will work

as expected. Will it?

We also need to avoid oversimplifications in policy, and we

need to revise our analytical approach-es to reflect the

intensity and speed of global market interdependence in all its

aspects. Purely unilateral, national solutions, whether or not

based on protectionism or mercantilist policies, simply cannot

work, without collapse of international cooperation, with

negative effects on all our national economies. In saying this,

I am not precluding trade restrictive action in some cases.

What I am saying is that we need to follow the rules, and

develop internationally acceptable solutions. Our ec-nomic

theories and concepts have to be rethought, particularly those

which provide the framework, if not always the exact

prescription, of economic policy. In this connection, our ideas

about the role of trade and current accounts, in the

determination of exchange rates need rethinking; the growing

interaction or convergence of various types of markets --

domestic and international money markets, commodity markets,

markets for goods and services, and other markets -- needs to be

reflected in our fiscal, monetary, and general economic

thinking; the forces of global interdependence have to be worked

into our national economic discussion.

We desperately need in this connection to improve public

68-425 0-80-5
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articulation to ourselves about what our problems really are,

and try to develop national and international consensus on

objectives. We did manage in the Western world in recent years

to talk ourselves into slow growth. A combination of loss of

confidence in the future, and wistful dreaming that quality of

life would be better if we redistributed our present resources

without driving so hard toward economic objectives, has left us

without adequate resources to renew our economic engine and

improve it for the next decade and the next. If we could talk

ourselves into our present predicament, we can surely talk

ourselves out of it too. The "now generation" has already found

that quality of life objectives and slow growth are not

costless. There is a rethinking taking place throughout our

society. It is time for economists, politicians, and the press

to reassess and redefine priorities, and especially to focus on

the need for committing resources to long-term rebuilding of our

economies. Especially, we have to rebuild confidence in the

future, so that private as well as public long-term investment

will take place.

While it will look tempting from time to time to settle

problems bilaterally, sometimes employing coercion and other

times official financial bribes, that general approach cannot be

practiced by many nations without generating conflict. Rather,

we have to increase reliance on the international system of

rules, based on rights and obligations, and commitments in
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principle. If selective actions are to be taken to ease the

pains of structural adjustment in a particular sector, let it be

done within the international institutional system, and not in

informal side-arrangements based on coercion or threats of

retribution. What one nation does teaches lessons to the

others, and such lessons spread quickly.

Another pressing need, in light of our growing economic

interdependence, is that we have to improve to-e methods by which

we concert internationally our economic policies, or at least

avoid conflicts among them. This requires far more intensive

efforts to reconcile both instruments of policy and policy

.objectives on the international level. This cannot readily be

done by heads of government at annual summits. It requires far

greater effort on the part of ministers and senior officials.

Moreover, it requires greater international attention to the

specific elements of policy -- including interest rates and

industries policies. The summiteers may be able to bless such

detailed efforts, but they cannot replace them.

At home, the reorganization of our trade decision-making

system last year was half-hearted. 7 he Executive Branch

resisted more fundamental changes. I view that reorganization

as a turning of the wheel by a few more ratchet notches, a wheel

which has been turning since Congress raised this issue in the

Trade Expansion Act of 1962. We must do more. The USTR now has
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enormous policy responsibilities, with a staff so small that

Uhese responsibilities cannot be carried out effectively. The

Commerce Department has major new or broadened roles in certain

areas, but has tended to live with the approaches and procedures

of the past. The USTR can in theory take an integrative

approach in all aspects of trade policy, but-in practice many

parts of poicy are still distributed elsewhere. The Commerce

Department can now think through domestic and international

interactions affecting our major industrial enterprises, but in

practice the responsibilities are dispersed. The automotive

tripartite program is over in the Department of Transportation,

which makos only a little sense, inasmuch as what is being

looked at is regulatory policy, fiscal policy, environmental

policy, and trade policy -- with little attention to fundamental

transportation policy.

For the time-being, we are talking about band-aids and

baling wire for the steel and automotive sectors, without a

clear conception of where theii industries are going in the

mid-1980's', how they look in a global market context, and what

are their real capital nee s. Surely we can do better. A new

trade policy is not enough for these sectors, even though it may

help.

You may feel that I have pointed a gloomy picture of the

decade ahead of us. It could in fact become very unpleasant for
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our country. Our present industrial adjustment problems and our

job market difficulties could become much worse. The turbulence-

ahead could prove destabilizing, and our responses to it could

potentially give us even greater problems.

But I am optimistic about our ability to deal with the

1980's if we put our minds to it, if we rethink our policies,

and if we develop some new strategies that recognize the

intertwining of our own economy with the rest of the world.

Some of our fundamental ideas may need a new look -- even in

such fields as antitrust and competition policy, in the relative

roles of merchant banks an commercial banks in relation to

industry, in our fundamental economic policy biases against

capital spending and savings for the future in favor of

consumption now.

The global marketplace will be a turbulent, rough and

tumble place in the 1980's. The problems of the 1970's are but

precursors of the 1980's. If we don't rethink, we will not

adjust, and we will lose further ground to our competitors

abroad. If we do open our minds, and re-examine our theories

and our policies, and if we modernize our institutional

decision-making system, then I believe this country cannot only

cope, but it can regain its proper role as the leader of the

Western, democratic free market system. Our very way of life,

our security, depends on it.
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It is gratifying to have been invited to discuss before this committee some

of the International trade Issues of most pressing Importance to workers. It should

be clear that my comments emerge from my own experience and judgment, and

should not be construed to represent the policy of the AFL-CIO or any of its

components.

I would like to touch on several subjects today, but let me start with the

Issue which was suggested would most Interest this committee-the effect of

the decline In American productivity on our International competitiveness.

First, a word about productivity. We start with the given, that productivity

* growth in America, after decades of smooth sailing and regular Increases, started

turning slightly sour In the late sixties, and headed downward starting in 1974

through 1979-with the productivity level actually declining during the past year.

What were the reasons? A number of experts have studied the situation,

a larger number of experts have Issued judgments, but no consensus has emerged.

Let me call your attention particularly to the study by Edward F. Denison, produced

by the Brookings Institution. Summarizing his conclusion, Professor Denison

examined 17 possible causes of the decline In U.S. productivity, with the following

result-.I/

I rejected a few suggestions, expressed skepticism about sone, had
no opinion about others, and characterized the rest as probably correct
but Individually able to explain only a small part of the slowdown. No
single hypothesis seems to provide a probable explanation of the sharp
change after 1973.

It Is also clear that the drop In our productivity rate 1i not unique to the

United States. The same drop also occurred In six other major Industrialized

countries; only In West Germany was It smaller. It was about the same In Canada,

France and the U.K. It was much larger In Japan and Italy.

I/ Edward F. Denison, Accounting for Slower Growth: The United States
In thel1970s, The Brookings Instution, Washington, D.C.

I
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In terms of our international competitiveness, the U.S. productivity rate

is only half the story. The other half is the growth of wage costs. During the

- 1970s and 19601, the extreme modesty of our wage gains more than offset our

relatively poor productivity performance. The result has been a very strong U.S.

position over the years In respect to relative costs. More extensive figures are

in the attached supporting material. In summary: while U.S. hourly compensation

went up 130 percent from 1967 to 1978, German hourly compensation was rising

216 percent (in marks); British, 353 percent (in pounds); and Japanese, 400 percent

(In yen). As a result, unit costs, measured In dollars, have increased only half

as much In the U.S. as In other industrialized countries since 1967. While U.S.

unit labor costs were up 79 percent from .1967 to 1978, U.K. costs were up 149

percent; German costs were up 259 percent and Japanese costs up 309 percent.

The facts show that far from undermining 'U.S. competitiveness, U.S. labor

has contributed tremendously to American trade competitiveness through relative

restraint In wage gains.

The decline in U.S. trade competitiveness, then, has to be laid to other

causes than slow productivity growth or American labor pricing itself out of the

market.

Let me suggest a couple of other problems affecting our trade position

which are In our eyes more significant.

One of the causes is imports which worm their way into our market on the

basis of Irregular pricing or special privilege bestowed by their home governments,

and the closing of other markets to our exports through the use of various tricks

of trade practiced by the same governments. Such trade practices are based

not on the ancent principles of comparative advantage, but In violation of comparative

advantage. In effect, these governments have given up on comparative advantage

and instead are resorting to cheating on It.

(
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- rhere Is good reason to fear that unfair trade practices-the new GATT

codes notwithstandlng-wiUI be on the rise during the 1990s. Tariffs are no longer

the major barrier to trade they once were, -- Iuk" f. r sin,;ustrsl I.e.-ped

"€Ois; successive tariff reductions since the Smoot-Hawley rates of 1930 have

largely accomplished their intended goal. Non-tariff practices, less visible and

more difficult to circumvent, have become the weapons of choice for governments

and firms seeking to beggar their neighbors by observing neither the spirit nor

the letter of the law of comparative advantage.

The expanding use of dumping and subsidies can take place because of Increasing

government Involvement In Industry In almost every Industrialized nation-other

than the U.S. While a Chrysler loan guarantee Is very much the exception on

the American scene, even more profound government Involvement In Industry

is the rule In Japan, Germany, and our other key trading partners-especially

the developing countries. In many countries, at all stages of development, government

ownership of firms In the private sector has become the customary final stage

In any rescue effort.t+ freency of dumping violations Is rising. Although

carried out by private firms, the chronic dumping apparent in industries like steel

is indicative of government support-I.e., direct or indirect subsidies. Syg e rn .ment

t-allow f persistenty

The economic Impact of dumped or subsidized Imports on the U.S. economy

and U.S. productivity growth are unfortunately clear. Highly productive American

producers can be undermined by dumped imports whose price advantage results

only from illegal pricing practices. (DLs mrlg a~d , titr. gu-dumplng,

eWhile some consumers may draw a temporary gain

from dumping, disruption of profItability, output, employment, and Investment

In ompetlng domestic firms will not help Improve our national productivity track

record.
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A new species of unfair trade practices has recently emerged with enormous

potential for damaging U.S. Investment and productivity growth. "Performance

requirements" imposed on International investors have an almost unlimited potential

to pull Investment and jobs-and new productivity growth-from the United States

because of the absence of any international rules limiting such government Intervention.

These trade-distorting performance requirements are becoming a major factor

In international commerce generally, particularly from countries like Brazil,

Australia, New Zealand, Canada, and Mexico.

Investment performance requirements ar easures that governments impose

either as a condition of entry for Inc direct Dnvestment or as a condition

of continued operation for alr established Investors. Performance requirements

can be explicitly stated requirements, like those set forth In the Mexican

automotive dec: , or they can depend on administrative procedures and be negotiated

on a case- -case basis, as happens with the Canadian Foreign Investment Review

A cy

Performance requirements which distort trade are a matter of great concern

because of their negative economic effects. They result n a direct transfer

of jobs and production to the country which Imposes them. The international

changes In ehiployment, production and trade which they cause are not a response

to market forces. These changes are the result of government flat. The purpose

is to Increase the Imposing country's economic welfare directly at the expense

of other countries. Such government-directed economic decisions not only injure

other countries, they also result In the misalocation of resources internationally,

with predictable consequences ;or efficiency and Inflation.

Performance requirements which artificially expand exports threaten to

grow Into the most important distortions of global, investment, production- and

trade because they are not disciplined by any present international agreements.
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The recently pieted Multilateral Trade Ne ta s ed the issues

of subsidies, count g, dumping unfair trade practices. Investment

performance requIrenhen airly force export expansion were not addressed.
aThis gap m t governments who epd their exports will Increase

t of these measures because other m are Ifectvely closed off.

-7 Because the United States Is the source for approximately 50 percent of international

direct investment, a large share of the trade effects of these measures will be

experienced in the U.S. economy. Mexico and Brazil, two developing countries

whch use these measures most extensively, are also the major host countries

for U.S. direct Investment.in the developing world, as is Canada among developed

countries. This distortion of economic resource allocation will appropriate U.S.

jobs and production and puth down productivity growth. ( )
The other aspect of trade which deserves your attention is the fact that

some proportion of products crossing national boundaries Is made under exploitive

labor conditions. I think I have already .made It clear that I am not advocating

repeal of the law of comparative advantage. We know that there will be differences

In wages and conditions between developing and developed countries, even In

comparable Industries making the same product with the same capital. But

comparative advantage should not serve as camouflage to hide aggravated exploitation,

such as child labor in factories, forced labor, or the uncontrolled use In the workplace

of toxic substances or dangerous conditions. The standards of humanity accepted

by all of civilization do not bestow a license on anyone to damage young children

or kill adult workers, even those working in the least developed of nations. Products

which are designed for sale to other nations should be required to have been made

under minimally reasonable standards.

Some -commentators, hose pr Improvement of the

International trading system, reject such int t :standards on the basis
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that they would be used to disguise a new kind of lonlsm. But, the

standards would have to be acc ted by a mult eral organ, such as GATT, and

Implementation would presumably view of all. It might be possible

to twist labor standards Into otecti pretzel, but the process would be

neither silent nor I le, and could Ith the same steps that the community

of nations tak granted restrictions of trade wherever they occur.

f".. .aMI t would appear to be difficult logically to protest against

the Imposition of minimum labor standards for International trade. After all,

a principal rationale for Increasing international trade Is that It is supposed to

enhance the living and working conditions of all parties, for both those who sell

and those who buy. But when a building supply manufacturer in a develolid country

moves his asbestos plant to an LDC, in order to avoid health regulations, neither

the workers In his old plant-who have lost their jobs--nor the workers In his new

plant-who are doomed to lung cancer -can boast of any particular benefit from

the resulting flow of trade.

The question is raised, Inflict on International tr e obligation

to assure minimum labor standards? hy not leave It he International Labor

Organization? The answer Is simple: B e t LO cannot do the job. Like

other elements In the United Nations' syste , t ILO depends on voluntary cooperation

for implementation of its conventions. e ILO is pro of Its record over the

years, but it Is a record which has ded on exhortation, example, and education.

There is no means of effective orcement. Abused worke suffering exploitation

In uncounted shops and fac Les throu out the world deserve tter, a more

muscular system of Impl entati w remove the profit from intolerable

conditions by making it Im le to peddle their fruits on the world market.

I
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.,There are other issues related to International trade which concern America's

workers; we are dissatisfied, for example, with both the policy and practice-of

adjustment programs; we question the government's so-called neutrality toward

outward investment; we are dismayed by the mad competition among nations to

finance the export of capital gobds, even when no economic purpose is served,

a competition which ensnares our own Export Import Bank with all the rest; we

are not optimistic about the Implementation of the new MTN codes, particularly

when we examine the very first subsidy agreement signed with Pakistan.

The list could be lengthened, but your time Is limited. Let me sum up simply

by assuring you that by and large, as I see It, American labor has a most enlightened

view toward our international economic relationships. We are the least burdened

with doctrine, whether "free trade" or "protectionist;" we view the problem In

most pragmatic terms. We know we cannot repeal the law of comparative advantage;

we are convinced that what Is needed, In fact, Is more comparative advantage,

-not less. But comparative advantage should not be diluted by unfair trade practices

or exploitation of labor or special deals for special trading partners. And we

know that given a climate of fair trade, the American worker can compete with

anyone on earth-and wn.'
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Productivity, Labor Costs,

And International Competitiveness

Lower productivity growth affects U.S. international

competitiveness diiictly by raising our costs relative to

production costs in competing countries.

U.S. productivity growth, however, is only half the story

of relative costs. The other half is- the growth of wage costs,

and very low American wage' ains have more than offset our

poor productivity record to yield a very strong U.S. position

in relative costs.

. The, economic facts and figures show that America's slow

productivity growth is wrongly blazed for our declining competitive

position in international trade and for the falling value

of the dollar. It is important to understand why this increasingly

coon belief is untrue, because its proponents often blame

the bogey-man of "labor" for both our productivity and trade

problems. Our productivity track records have been much lower

than in the other advanced western economies (see chart --

.I). In manufacturing, which is most important for trade and

where productivity can be most accurately measured, U.S. annual

productivity gains ave*aed only 2.2 percent during the 1970s.

Japan's productivity growth averaged 5.8 percent annually

and Geranmy's S.9 percent annually during the same deciea.

t
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Only the beleaguered United Kingdom had a productivity track

record comparable to our oam and they were still ahead of

use

During the 1970s as during the 1960s, the extra. modesty

of U.S. wage gains (chart 1-2) more than offset our relatively

poor productivity performance. The result: a dramatic strengthening

of U.S. industry in relative costs of production (char r-.

3).. While U.S. hourly compensation went up 130 percent from

1967 to 1978, German hourly compensation was rising 216 percent

(in.zarts); British, 3S3 percent (in pounds); and Japanese,.

400 percent (in yen).

The declining value of the dollar against most other

-currencies further strengthens the American advantage in relative

-costs (chart 1-4).

As a result, unit costs (measured in dollars) have increased

only half as much in the U.S. as in other industrialized countries-

since 1967. While U.S. unit labor costs were up 79 percent

from 1967 to 1978, UK costs were up 149 percent, German costs
were up 3S8 percent and Japanese costs were up 309 percent.

These International comparisons suggest we have to rethink
many common misapprehensions about the impact of slow U.S.

productivity growth on U.S. trade. Far from undermining U.S.

competivieness, U.S. labor has. contributed tremendously to

American trade competitiveness through relative restraint

in wage gains.



92

Chart 1-1

* ... 4.....u...... .. ... . ... : . ... .

ma- R# iis.o

~e m~ ? * ~*175.1

16 - N

140 t~mlnmw~ uc . +
piilllll~rllU~llI.~l~t~ tm +orlm :+, + . ,30.,5

Samm. US,..,,~A A;. ....

SOURCE: Bur*au of Labor Statistics



93

art • ,.2

420 ; .WAGZvcREmHAvzw ."

i €; f "2•.. -_ +.
SR Bu reau oLa borStt--

2 ". . , +-- +.+ ,-... .",.
1 W e ,l + . . . . + . _ . . . . :" . i

18 .10r---- - - - m { .' ." -. + .I j

SOUCE: Buea of" Labor Statistics

68-4 0-80 -- ?



94.

-' 12 -

CHART 1-3

2W0

200 .
... ............

10

100

4M-10
Soumc: GLI

SOURCE: Bureau of Labor StAtistics



95

' U- 134

31 CAe=OS4ANGERATAN1DTHEPALLI - -

lot'IT10NLVAJNTHALAVMMr
300 --- -

250 u ~ -

. .I Ll- nwj 1,,.

200" GERMANY

150 n ~ if1. -. -,." '- -'-

100

U.

SOURCE: Bureau of Labor Statistics



96

Senator BRADLEY [presiding]. Before we get to the questions, I
think that what we might do to facilitate this is have Ambassador
Hormats come up and give his presentation. Then we will have all
four at the table for questions. After that we will have Professor
Gilpin testify on geopolitical implications.

Is that acceptable to my colleagues?

STATEMENT OF HON. ROBERT D. HORMATS, DEPUTY U.S.
TRADE REPRESENTATIVE, OFFICE OF THE U.S. TRADE REP-
RESENTATIVE, EXECUTIVE OFFICE OF THE PRESIDENT
Ambassador HORMATS. Thank you, Senator.

- First I would like to commend this subcommittee for holding
these hearings. It is particularly useful at this time to take a look
at the decade ahead-to go beyond the day-to-day considerations of
trade policy and develop a strategy for the 1980's. It is going to be
a particularly complex period. Trade policy is going to differ in the
1980's from that of the 1970's in that it will have to be more closely
interlinked with domestic policy, with financial policy, investment
policy, energy policy, environmental policy, and a whole range of
other policy considerations. It is useful to take a careful look at
trade policy and integrate it with a number of other international
domestic considerations.

Let me discuss briefly some of the trends of the 1970's and then
move on to some of the specific trade problems that we will have to

K confront during the period of the 1980 s.
The first major trend in trade-over the last decade has been the

enormous increase in the share of trade in U.S. GNP and the share
of trade in total production in the United States. Hal Malmgren
mentioned these figures, and they are quite striking. There has
been a virtual doubling of exports as a component of U.S. GNP and
as a total of U.S. production.

Directly related to this is the fact that trade has become more
integrated with overall investment and production decisions. For
instance, we are moving toward a world car. Many U.S. auto com-
panies are competitive today-because they import components from
abroad. The so-called European airbus is one-third American. And
virtually every major item you can mention is constructed with
components which are imported. This is true in the United States,
it is true in most other countries of the world, particularly western
Europe. And as a result, you have a more integrated production
infrastructure in the world. We are moving toward increasing inte-
gration in the area of production and sourcing.

As a result of both of these phenomena, trade policy has become
an integral part of domestic economic policy. Disruption in interna-
tional trade disrupts domestic economies, both in the United
States, as we have seen with respect to oil, to food and other
materials, and in other countries who are even more dependent on
trade than is the United States.

Looking at the American economy, there are two sectors in
particular which have demonstrated their ability to compete over
the last 10 years. One is high technology. Two-thirds of U.S. manu-
factured exports today fall within the high technology area, in that
they are R. & D. intensive. The other is agriculture, where, in 1979,
the United States had an $18 billion surplus. This is also, in part,
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the result of high technology, because agriculture has been an
increasingly important focal point for new technologies, for new
scientific innovations.

There are, of course, a number of sectors in this economy which
have not demonstrated the same degree of competitiveness. In my
written testimony I go into these. Shoes, some parts of the textile
industry, steel, and autos have seen their international competi-
tiveness decline over recent years. Partly the cause of this is that
they have had difficulty adjusting to the energy situation. A
number of sectors of the American economy, and indeed, in other
economies throughout the world, have faced major problems in
coping with higher energy prices, either, as in the case of autos,
because the product they produce consumes a great deal of energy
and therefore is less competitive with cars which consume less
energy, or because the equipment that they have bought over the
last several years is less energy efficient.

And in this respect~as I will touch on later, the developing
countries have a certain advantage because countries that came
into the production process later have tended to buy more modern
equipment. If they have purchased the equipment after 1973, they
have done so with a mind to energy efficiency. And this has given
them a certain comparative advantage in a number of areas.

Another interesting trend that has been touched on earlier re-
lates to the developing countries, which are -much more dynamic in
two ways. They are dynamic in terms of being competitors for the
United States. Some produce not only traditional labor intensive
goods, but also capital intensive goods. They are able to compete
with the United States in construction and in high technology
goods. The Koreas and the Brazils and the Mexicos and countries
of Southeast Asia have done extremely well in competing across in
international trade and services. And I think this is going to be an
important phenomenon in the 1980's as well.

The other element to this, however, is that these countries are
also extremely important markets for the United States. And while
we are concerned about their competitiveness in our market, we
should also be extremely pleased by the fact that their growth has
helped to buoy the world market for a number of very important
products for the United States-airplanes, agricultural products,
construction equipment, and other goods.

One last general point is that we are going to be confronting
increasing competitive problems over the next decade, in part be-
cause countries want to push exports in order to offset the increas-
ing energy bills that they face. This will continue to mean major
problems for all of us. Obviously we can't all export enough to
overcome our oil-related deficits, in part because the OPEC coun-
tries absorbtive capacity is plateauing out. As a result, we are
going to be faced with rather large OPEC surpluses, and the con-
verse, rather large, non-OPEC trade deficits. And it is impossible
for all the countries in the world to export enough to offset their
oil deficits. To the extent they try, they heighten competition and
lead to increasing amounts of trade friction. This is true between
developed and developing countries, and also among developed
countries.
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The 1970's also saw some major innovations and improvements
in trade policy. The multilateral trade negotiations provide a very
useful framework for dealing with the trade problems of the 1980's.
In particular, they will help us in our efforts to continue to be
competitive in high technology goods. The Government Procure-
ment Code, the Countervailing Duty Subsidies Code, the Standards
Codes, all, if properly enforced, should enable the United States to
continue to have vigorous exports in high technology goods.

In the area of agriculture we didn't make as much progress as
we would have liked, but there have been some improvements.
There has also been a framework agreed to for more intensive
cooperation in the development of domestic policy, which is a plus.
But we are going to need to work hard in order to avoid from time
to time countries imposing impediments to our agricultural
exports.

We have also made progress in the MTN in bringing the develop-
ing countries into the system. This seems to me a critical objective
for the 1980's. The developing countries Will be more important. To
have a two-tiered trade system, with the developed countries play-
ing by one set of rules, the developing countries playing by another
is simply unsatisfactory from the point of view of both; it will lead
inevitably to fractions in the trading system.

We are making an effort now to bring the developing countries
into those codes negotiated in Geneva. We need to do more.

Also, the GATT has been strengthened as a forum for resolving
trade differences, and our hope is that countries will use it instead
of going around it as they traditionally did.

One problem that was not faced up to as squarely as it might
have been was the need for an international safeguards-agreement.
This is the critical lack in the MTN, and it is one of the major
unfinished items on the agenda. I will discuss it later very briefly.

Looking to the environment for the eighties, there are a number
of points that I have touched on which I will just go over very
briefly.

The developing countries will become more competitive than
they are now, and the competition for shares of developed country
markets Will intensify.

Second, there will be more competition among developed coun-
tries, particularly for exports at the high technology end of the
spectrum. As developing countries become more competitive in
labor-intensive goods and in some goods in the high technology
area, products such as airplanes, computers and other high tech-
nology goods will be a source of more intensive competition among
developed countries, and indeed, there will be efforts by some
developed countries' governments to intervene in order to boost
that competitiveness. We are already seeing in Europe a move
toward a European telematics industry. We see Japanese support
for R. & D. in high technology areas such as integrated circuits and
microchips, and this is something that is going to be an important
phenomenon.

Energy is going to present us with even more problems in the
trade area in the eighties than it did in the seventies, in large
measure because there is going to be a continued tightening in the
energy market, and this is likely to lead, as Hal pointed out, to
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efforts by governments to develop bilateral agreements. We already
see signs of countries trying to lock up sources of energy through
bilateral deals. The pressure is going to intensify because energy
exporters are going to realize they have a great deal of leverage
and can make these deals, can extract these deals from energy
importing countries. Energy importing countries may well, if the
situation tightens up, become somewhat more desperate and go out
and try to make investment deals or preferential trade deals in
order to corner a certain portion of the energy market.

There will be other problems,-too, facing the world economy. The
recently issued report entitled the "Global 2000" has indicated
major problems in the developing countries-population problems,
pressures on arable land, pressures on forests, pressures with re-
spect to energy resources, and other types of resources. There will
be a major problem. As the developing countries' situation deterio-
rates, these countries are going to become even more desperate to
create employment and obtain resources through exports.

The last point I -would make about the environment for the
eighties relates to the U.S. economy. While I have not focused on it
in my testimony, I think it is fair to say that whatever we do in
trade policy, we will not succeed unless the United States can deal
with its problems of inflation and productivity more effectively
than it has over the last decade.

And it seems to me that the effective management of the U.S.
economy in terms of generating more investment over the next
decade, generating more R. & D. and providing the right sort of
competitive environment, will be critical to our ability to succeed
in the international trading arena.

Turning to the specific trade problems of the eighties, I won't go
through them all in detail, but let me just tick them off very
briefly.

One is the area of continuing to be vigilant about import restric-
tions imposed by other countries on U.S. high technology exports.
This is going to be the single most important area for U.S. exports
over the eighties. It will also be an area in which other countries
will be trying to establish their competitiveness. It is extremely
important that we use such things as the Government Procure-
ment Code and the Subsidies Code to insist that countries keep
their markets open so that we can succeed in our major area of
comparative advantage.

There may also be some possibilities for negotiating specific sec-
toral agreements to liberalize trade in an individual sector. The
aircraft agreement was negotiated in the MTN, and that might
well serve as a prototype for liberalization in other key sectors.

The area of food and feed grains is going to be a major problem. I
think there will be a tightening of the market in food over the next
decade. Certainly there will be periods in which there will be very
tight food markets. It is important that we try to make the world
food system more efficient. And that means trying to encourage
certain countries which have market distortions as a result of
government intervention to reduce those distortions. It requires us
to be vigilant about GATT illegal protective acts. It requires us also
to establish a much more effective method of coordinating the
development of domestic policies which have such a major effect on
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trade. It also means that we will have to do considerably more to
help the developing countries to increase food production, because
it is simply untenable in a world where we have the technology to
help increase food production, for developing countries in many
instances to face either starvation or major food deficits.

And finally, we need to negotiate what we were unable to negoti-
ate in the 1970's, a system of international food reserves. If there is
going to be m6re food volatility, one of the major methods of
dealing with that will be to negotiate a food reserve scheme.

With respect to trade in services, some discussions took place in
the MTN, but we need to do a considerable amount more. The
United States does very well in the export of services-data proc-
essing equipment, software, construction, et cetera. We do very
well in these various areas. Yet there are a whole host of restric-
tions imposed by other countries. It is difficult for American banks
to establish themselves in certain places. American insurance com-
panies are constantly faced with discriminatory treatment. Because
this is an important area for U.S. exports, it behooves us to make
much greater effort internationally to remove or reduce restric-
tions. This is going to be more important over the next decade
because services are a larger and larger part of our domestic econo-
my and will become increasingly important in international trade.

In the area of energy, as I mentioned, trade problems are going
to become more intense in the eighties. There will be a great deal
more bilateralism as countries try to lock up trade through prefer-
ential and investment agreements.

We have now the- International Energy Agency, the OECD, and
the GATT. All of these, I believe, are going to have to- address
themselves much more specifically to the potential distortions in
international trade and investment which could take place if
energy exporters, particularly oil exporters, try to use their lever-
age to extract certain concessions from energy importing countries.

Nothing could be more detrimental to the trading system or to
political-and security cooperation than countries falling all over
one another to make these bilateral deals.

Structural adjustment is going to be another problem which we
are going to have to address more directly. We have, as I said, not
reached agreement on a safeguards code. This is a high priority for
the eighties because without it countries can make their own little
bilateral safeguard arrangements, and that, too, is corrosive to the
trading system.

We have developed over the last several years the OECD Steel
Committee which may well be a prototype for more intensive ex-
change of information on adjustment by countries and by national
industries to structural problems. This is a committee which
doesn't negotiate, but it permits individual countries to identify the
particular policies pursued by other countries, and to determine
whether those policies are facilitating structural adjustment or
standing in the way of structural adjustment. So it is a useful way
of exchanging information and putting some pressure on countries
not to pursue policies which inhibit necessary structural
adjustment.

I think it is also important for us to continue work within the
OECD on what has come to be known as positive adjustment.
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Positive adjustment is a set of principles by which countries ap-
proach industries which are facing difficulties. It provides that
countries, in so doing, should only provide support for a temporary
period to help industries get on their feet rather than providing
prolonged subsidies or protection which in effect distort the alloca-
tion-of resources.

Further progress in incorporating the developing countries into
the international trading system is essential. Bringing them into
the codes, making them feel a greater part of the GATT is particu-
larly useful, because these countries, as they become more competi-
tive, also need to assume greater responsibility in the international
trading system, both by adhering to the codes themselves and
liberalizing further.

It is awfully difficult for us in this country to maintain and
argue for open markets for the developing countries if developing
countries which have achieved a high level of development are
restrictive in terms of their imports from the United States, or
engage in the sorts of things Howard was talking about in terms of
investment performance requirements.

The North American market is going to demand more attention
in the eighties than in the seventies. Congress has mandated that
we do a study of opportunities for improved trade in the eighties
with Mexico and with Canada. This is particularly important. Both
countries have a more nationalistic attitude toward their trade and
toward investment policy than does the United States. Their gov-
ernments intervene to a slightly greater degree in one case, to a
much greater degree in another case, and it seems to me that if we
don't begin to work out a modus vivendi with these countries, we
are going to be constantly subject to disruptions and to frictions in
our trade with the two. And because the trade relationship is so
intimate, it is particularly important that we move on this very
soon and try to work out these differences before they become
major points of contention in the eighties.

East-West trade was a very popular item in the early part of the
seventies. It has lost its-popularity for a number of reasons in the
latter part of the seventies, but nonetheless, the U.S.S.R. and
China and Eastern Europe are increasingly important actors in the
international trading system. We are going to have to figure out a
basis for our trade relations with the Soviets in the post-Afghani-
stan era. The Chinese are interested in broadening their trade
relations. They, however, export things which are somewhat sensi-
tive in the American economy, in the European economy. We are
going to have to figure out a basis for trading with the Chinese. We
also have to figure out how to deal with a potential Chinese re-
quest to join the GATT. China, a very large Communist country,-
works on nonmarket principles. How do we deal with it? It is a
major issue, a major issue for the GATT, a major issue for us.

Competition policy is another item we are going to have to
address more than in the seventies. A number of questions have
been raised about U.S. antitrust enforcement, whether it is attuned
to the needs of the eighties, More and more competition comes not
internally, but from foreign products into the American economy.
Other countries have a different attitude toward antitrust. And
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American production has-become, in effect, multilateralized, which
enhances competition. So one has to look at it in broader terms.

The last point I would touch on is the relationship between trade
and investment policy, and here I think Howard's point is exactly
right. Trade distortions resulting from investment may well, in
many cases, be more serious than trade distortions relating from
tariff or nontariff barriers. And there are a few countries who are,
shall we say, in the vanguard of the effort to impose performance
requirements in order to enhance exports or to enhance local com-
ponentry. And unless there is a major international effort to deal
with this problem, we can look forward to more and more trade
problems that relate to investment -performance requirements.
That may well undercut a lot of what was done in the multilateral
trade negotiations.* In conclusion, let me just underline a poiit I made in the begin-
ning. Increasingly we are going to have to look at trade policy as it
relates to other types of policy: Domestic, energy, aid, finance, and
a whole array of issues. It is particularly important that we start
out in 1980 to take a look at the decade ahead and figure out just
how trade policy does relate to all these other elements of policy.
In the final analysis I come away reasonably optimistic that we can
manage the difficulties before us, but we can only do so if we have
a sense of long-term purpose. We must not react only to day-to-day
pressures, but develop a long-term strategy. We need to pull togeth-
er the various elements of policy domestically and internationally,
and then I think we cannot only cope with these problems, but we
can develop a system which works even more effectively as-a result
of our efforts.

Senator BRADLEY. Thank you.
[The prepared statement of Mr. Hormats follows:]
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Mr. Chairman:

I am delighted to have been asked to appear before this

Subcommittee in its consideration of the major trade issues

that will be facing the United States during the decade of the

80's. I commend Senator Bradley and-this Subcommittee for holding

these hearings. The beginning of a new decade presents an

excellent opportunity to step back from day-to-day pressures and

to focus on longer-term priorities and problems.

The first Economic Summit of the 1980's was held in Venice

last month. While the problems of energy and inflation dominated

the discussions, the participants also recognized that the health

of their economies depends on strengthening the world trading

system and resisting protectionist pressures. We need to

understand where the pressures of the 1980's are likely to come

from and identify the elements of the trading system which most

need strengthening.

In order to better appreciate what is ahead of us in the

1980's, I should first like to review trade trends of the 1970's.

The most important of these was the dramatic growth in the

importance of trade relative to overall economic activity in

the United States. The share of exports in U.S. GNP grew from

4.3 percent in 1970 to 7.5 percent in 1979, and from 14 percent

to over 20 percent of domestic goods production. Production has
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become more integrated across borders. For example, we are

moving toward a world car. Large airplanes are produced with"

components from many countries (the "European" Airbus is roughly

one-third American), as are computers, televisions, and most

other major products. These trends suggest that in the coming

decade, policymakers will find it increasingly unrealistic to

classify economic issues as purely domestic or strictly

international. The international trade and other economic

implications of ostensibly domestic policy issues will command

growing attention, and developments in international commerce

will become matters of ever wider concern within the United

States. Put another way, successful management of the U.S.

economy will require successful collective management of the

global economy.

Much of the domestic attention to trade issues will be

directed at individual sectors or industries. It is important,

therefore, to appreciate the different experiences of trading

sectors during the past decade. The two most dynamic sectors

have been high technology and agriculture. During the 1970's,

the value of U.S. agricultural exports grew at an average annual

rate of approximately 19 percent, compared to an agricultural

import growth rate of 12.6 percent. The result has been a

substantial increase in the U.S. agricultural trade surplus,

from 1.5 billion dollars in 1970 to 18.3 billion dollars in 1979.
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The performance of high technology exports (i.e., products

relatively intensive in research and development) has been

equally dramatic. These sectors, which account for two-thirds

of U.S. export sales of manufactures, generated a U.S. trade

surplus in 1979 of more than 39 billion dollars. A major

objective of U.S. trade policy in the coming years must be to

ensure that these highly competitive industries enjoy improved

market access and encounter fair treatment by our trading partners.

Declining U.S. competitiveness has been evident in several

more traditional manufacturing categories, most notably steel,

automotive equipment, textile and metal-working machinery, rubber

manufactures and miscellaneous manufactures. These sectors, along

with historically sensitive textiles, apparel and footwear, have

experienced increasing competition from foreign producers and

have faced difficulties in adjusting to their new market situations.

In addition, many face the added challenge of adjusting to high-

priced energy--which has rendered some of their traditional

products and older equipment uneconomic. The challenge for

policymakers in the 80's will be to facilitate the necessary

trade-related and energy-related structural adjustments in

ways that preserve efficiency in the use of our human and capital

resources and reflect compassion for the situations of individuals

affected by those adjustments.
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A final point on recent trade trends is that there has

been an increase in the number of developing countries that

have become important participants in the world trading system.

The growth of these nations has been a major boost to our exports

and their exports provide us with a dynamic source of competition--

not just in traditional labor-intensive goods, but in capital-

intensive goods, high technology goods and services as well.

Many of these countries do not share our views on the appropriate

conduct of trade, and in particular, on what is justifiable in

terms of types and degree of state intervention in trade. These

countries will have a significant impact on the trade in the 80's.

The trade trends of the 1970's have affected the competitive

position of individual American industries and firms, and indeed

of industries and enterprises throughout the world. Two factors

just noted stand out in the recent intensification of global

competitiveness. First, the developing countries' expansion

of industrial capacity, including industrial export capacity

means that they are competing in new areas of trading activity

and thus challenge our own firms. Because they entered the

market later, their equipment tends to be more modern and,

because much of it was bought after the rise in energy prices,

more energy-efficient.
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Second, the sharply increased cost of energy has compelled

countries throughout the world to attempt to expand their

exports. They are doing so both to earn additional foreign

exchange to pay for imported oil and to stimulate their

economies in order to compensate for the deflationary effect of

transferring national income to the oil-exporting countries.

The oil exporters have not been capable of absorbing the rest

of the world's additional exports, and as a result, countries

have been feeling the effects of heightened global trading

pressures.

The challenge will be to adapt to these new trading forces

in ways that serve our own national interest which is based to

an ever increasing degree on prosperity and international

cooperation.

Trade Policies

It is also useful to recall the major trade policy

developments over the last several years. International trade

policymaking during the 1970's focused heavily on the Multilateral

Trade Negotiations (MTN), which were launched by the Tokyo

Declaration of September 1973 and completed in April 1979.

In addition to substantial cuts in tariff levels, the MTN
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produced a series of codes governing the use of non-tariff

measures in the regulation of trade. The completion of these

codes was an achievement that should significantly improve

the conduct of world trade during the 1980's. The increasing

inclination of governments to intervene directly in the

conduct of trade with a variety of non-tariff measures, and the

growing impingement of domestic social, environmental, and

health policies upon trade flows, required the international

trading system to develop "rules of the game" for situations

well beyond traditional trade actions, such as tariffs and

quotas. The MTN codes provide a basis for managing trade

relations in this more complicated trading environment.

The non-tariff codes negotiated in the Multilateral Trade

Negotiations are of particular importance to our exports of

high technology products, which tend to face a wide variety of

non-tariff barriers.

Each of the MTN Codes and Agreements should, for example,

support efforts in the 1980's to ensure that our rapidly growing

trade in high-technology products, which is of major importance

to the U.S. economy, is conducted in a fair and efficient manner.

implementation of the Codes and to negotiate an extension of

8426 0-80-8
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the Codes to areas not adequately covered by the current

agreements. Code provisions will not have much meaning unless

they can-be applied effectively to specific cases.

In agricultural trade, in addition to the exchange of-

bilateral concessions, the MTN reached agreements covering trade

in meat and dairy products. A start was also made on the

establishment of a framework for international cooperation

on agricultural issues.. s a large net exporter of agricultural

products, the United States has a keen interest in ensuring that

in their management of domestic agricultural programs governments

do not raise additional impediments to agricultural trade.

A significant first step was taken in the MTN to induce

fuller participation by the developing countries in the GATT

system. The issue is of particular importance to the United

States because of the increased importance of LDC's to U.S.

trade. In the decade of the 1970's, the share of U.S. imports

of manufactures from non-OPEC LDC's rose from under 14 percent

to over 22 percent. On the export side, LDC's increased their

share of total U.S. exports of manufactures from 30 percent to

38 percent, with most of the growth accounted for by OPEC.

Several of the more advanced LDC's have signed various

MTN Codes. The MTN also included the "Framework Agreement,"

which provides the legal basis for differential treatment of
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LDC's and includes recognition of the fact that countries should

undertake increasing trade obligations as they devel.op.

Developing country adherence to the MTN Codes has been a

major priority of USTR during the past year. It must and

will continue to receive substantial attention in the future.

The MTN also resulted in institutional reform of the GATT.

The non-tariff codes strengthen the GATT's authority to deal with

a broad range of trade actions and demonstrate the ability of the

institution to adapt its procedures to changes in the world trading

environment. The Understanding Regarding Dispute Settlement

bolsters the GATT's position as the appropriate place for countries

to take commercial disputes. The strengthening of the institution

that is made possible by these reforms, however, can be solidified

only if the participating members use the new facilities and invest

theA with genuine operational responsibility.

The major missing ingredient in the MTN was an international

agreement on safeguards. The pace and scope of international

competition evident in the past decade can be expected to continue

or accelerate during the coming decade. This will require further

adjustments in the economies of all trading countries. In order

to ensure a fair distribution of the adjustment burdens, it is

crucial that countries agree upon the rules to be followed

when domestic industries are injured by foreign competition.



112

-9-

For this reason, the United States continues to place high

priority on the negotiation of a new Safeguards Code.

Several issues that will be of increasing importance in the

1980's were not addressed directly in the MTN. The most

important of these are: (1) impediments to international trade

in services, (2) trade-related investment issues, (3) the

application of competition policy in the international economy,-

and (4) regional trade issues. I shall discuss these shortly.

The Overall Economic Environment of the 1980's

The way we deal with individual trade issues, depends on

the probable environment before us. Factors that contributed

to increased global competitiveness during the 70's--the

industrialization of the LDC's and the tightness in the world

energy market--will continue in the 80's. This situation leads

to several considerations which must be taken into account in

the formulation of our trade strategy. Specialization between

North and South within the manufacturing sector will proceed.

The LDC's are determined to develop their industrial bases.

They are acquiring the human and physical capital to compete

in many manufacturing lines, and they plan to rely heavily on

foreign markets. The developed countries will find it
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increasingly difficult to compete with LDC's in many areas.

In part because of this, one can expect competition among

developed countries to intensify in the high technology-,

capital-, and skill-intensive range of manufactures.

Undoubtedly, this competition will tempt governments to cushion

the impact of market forces on weaker industries that appear to

count heavily in every nation's perception of their economic

vitality, or to strengthen industries in which they believe,

with a little governmental assistance, will have a greater

competitive advantage.

In the agricultural sector, we face the continuing

inclination of governments to use trade barriers, particularly

non-tariff measures, to protect farm income. The degree of

government intervention in agriculture is matched by no other

sector, and there is no sign that such intervention will

abate in the near future. Agriculture--mainly for socio-political

reasons--has been largely exempt from the disciplines of GATT

since its inception. We now face the difficult task of

integrating the agricultural sector into the trading system and

of holding governments accountable for the trade restrictive

policies adopted to protect farmers.



114

- 11 -

The uncertainty that nations face in meeting their energy

needs could stimulate some to seek new commercial or commercial-

political arrangements which may not be compatible with the

open trading system we desire. For example, pressures could

grow for bilateral deals in which nations provide special

market access for processed products; such as petro-chemicals,

in-return for secure supplies of energy. The tighter the energy

market, the greater the pressures for bilateral, preferential

deals and the greater the potential leverage of energy exporters.

The divisive impact of such arrangements, and their corrosive

effects on the trading system, not to mention political and

security relationships, requires that energy receive high priority

both as a trade issue and as a global economic problem which, if

not resolved, will make successful domestic and international

economic management virtually impossible.

Beyond these are a number of other stresses involving global

resources, environment, and population. A report entitled Global

2000 prepared by the Department of State and the Council on

Environmental Quality, and released last week by the President,

notes that if present trends continue we can expect enormous

increases in global population, particularly in developing

countries, wider income disparities within and among nations,

greater volatility and cost in food production, major gaps

between the supply and demand for energy, and the rapid depletion
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of forests and arable land. The trading system will not be

immune to the effects of these problems. On the contrary,

the likely pressures which will result in the developing

countries, the instability in trade flows, the growing concerns

about supply security, and the attendant pressures to "lock up"

secure sources of energy, food and perhaps other scarce raw

materials will lead to new sources of trade frictions.

Having sketched a rather harsh global enviroment, and before

turning to specific trade issues, I would like to'turn to the

domestic climate for a moment. So much of our success in trade

policy depends upon the ability of the United States to attain

relative price stability and higher productivity. Failure to

do so risks loss of our competitive edge in our our most dynamic

sectors and reduces chances of reinvigorating lagging industries.

The principal need is to increase investment. Social goals will

need to be attained in ways that do not burden unduly the ability

of the economy to direct resources to their most efficient use.

Regulations for social and environmental objectives can improve

human welfare in ways that are not-acpressed by traditional

measures of GNP growth. Many such regulations, however,

inhibit economic adjustment because investment needed to

comply with them diverts investment from possible use in

increasing productive capacity or developing technology to

increase productivity.
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Trade Issues for the 1980's

Let me start the discussion of specific trade issues for

the 1980's with those relating to this nation's strengths.

The great competitiveness of the United States in the area

of high-technology exports compels us to place very high

priority on the avoidance and reduction of foreign barriers

to our exports of R&Dintensive goods and on expanding market

opportunities for such products. The implementation of the

MTN Code on Government Procurement and the extension of its

product coverage are important to supporting U.S. trade in

high technology goods. In the case of Japan, we continued

to pursue negotiations which are designed to remove such

trade restrictions in the area of telecommunications. The

Subsidies/Countervailing Measures Code will provide common

guidelines for limiting foreign government support for high-

technology goods. The Standards Code will similarly reduce

the ability of foreign governments to limit entry of high-

technology products.

We have succeeded, as I noted, in extending the MTN

Codes to encompass high technology trade. In the future, it

will be necessary to deal with types of government involvement in

high technology trade that were not addressed by the MTN or

that will become apparent only as new technologies emerge.

The MTN Aircraft Agreement offers an example of a major attempt
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to deal with the trade effects of government involvement in

technology and industrial innovation at the sectoral level.

This agreement could serve as a precedent for possible

future agreements in other important trade sectors. To aid

in the effort of extending the MTN Codes, we are expanding

our research on the problems of trade and technology, with

special attention to analyzing domestic and international

policies that affect, or are affected by, technological

change.

Although we anticipate strong foreign demand for U.S. food

and feedgrains over the next decade, we realize fully that

tariff and nontariff barriers to trade will continue to

limit expansion of U.S. agricultural export opportunities.

Governments through the world recognize the special economic,

social, and political characteristics of the farm sector

that justify government intervention in an effort to stabilize

farm prices and income. This intervention is manifest primarily

as nontariff barriers including production and export subsidy

mechanisms, discriminatory quality standards, and a variety

of barriers to imports such as quotas, variable levies,

import licensing schemes, and monopoly practices.
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We have established a two-track approach for dealing with

agricultural non-tariff barriers. On one hand, we intend to

use the newly improved codes of conduct negotiated during the

Tokyo Round to rectify those practices which are clearly illegal

under GATT. On the other hand, we are trying to build on the

results of the MTN to develop a framework for cooperation in

agriculture through bilateral and multilateral channels. We

are using the framework established during the Tokyo Round to

resolve specific bilateral trade problems. In addition, we are

pressing forward to develop the Multilateral Agricultural

Framework, an idea which was initially conceived during the

MTN as a forum for high-level agricultural policymakers to

consult regularly in order to develop a greater understanding

of national agricultural problems. We hope such an improved

understanding will deter the adoption of domestic agricultural

policies which are self-serving and ignore the interests of

other agricultural-producing nations.

We must confront as well the fundamental need to help

developing nations increase food production and reverse the

deterioration of crop land. We must address the long overdue

requirement for a global agreement on food reserves to help

offset volatility in supplies and prices.
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Trade in services will be of major importance in the 1980's.

During the 1970's, services played a growing role in our

economy. As this trend continues. There will be a need to

pay more attention to the interrelationships between trade in

goods and trade in services. As we export more advanced

technological equipment, such as sophisticated computers and

aircraft, we also will increase exports of services necessary

to utilize this equipment--training, management, and repair

services, for example. At the same time, as our exports of

design and-construction services expand, we anticipate expansion of

our exports of industrial equipment.

U.S. service industries have become increasingly interested

in improved government support for their commercial interests

abroad. They also have indicated an interest in developing an

international framework for trade in services which would permit

negotiation of some discipline for this trade, such as the

GATT has provided for trade in goods.

Thus, the primary focus for the 1980's in services will be

the development and implementation of multilateral agreements to

provide service industries with a body of international principles,
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rules, and procedures designed to promote the free flow of

service trade. In some cases, it may be most desirable to work

out comprehensive agreements for individual service sectors.

In other cases, it may be most desirable to negotiate codes

of conduct on certain types of problems. For example, it may be

possible to extend some of the codes negotiated in the MTN or

general rules of the GATT to include trade in services. A study

is currently underway in the OECD to determine the possible scope

and direction of future negotiations on this issue.

During the past decade we learned how vulnerable our

economy can be to shocks in world petroleum markets. However

costly we believe energy is today in relation to its historic

levels, energy will surely be much more expensive during the

80's. Access to, and prices of, energy resources will be a

major source of contention in international economic and

political affairs. While a major national and international

effort to increase production and use of alternatives to oil,

and to accelerate energy conservation, is a high priority

objective of many nations, our trade strategy for the 80's will

have to recognize that the United States and our more dependent

allies and friends will continue to import large amounts of

petroleum for years to come.
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Key questions will be: whether governments will attempt

to work out deals with other countries to "lock up" secure

energy supplies, whether their desire to do so will give added

leverage to energy exporters desirous of obtaining preferential

deals (e.g., major OPEC investment or special market access for,

say, petrochemicals), whether this will lead to a proliferation

of bilateral arrangements injurious to the trading system, and

whether it will also lead to more active interventionist roles

for governments in putting such deals together. If, as I suspect,

the answer to this set of questions is yes, the trading system,

and indeed international political cooperation, will be faced

with a whole new series of challenges.

Cooperative planning with oil exporters and importers will

be critical if we are to'void, or withstand the threat of, these

types of pressures. We have already created the International

Energy Agency. We will want to build on the work of the IEA, the

Venice Summit, the GATT, and the OECD to significantly strengthen

prospects for a constructive non-divisive response to these problems.

Structural adjustment issues will be extremely important as

agenda items for the 80's. There is a pressing need to

negotiate a comprehensive Safeguards Code to cover the

emergency actions taken by countries to protect domestic

industries that-are injured or threatened with injury by imports.
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During the MTN, progress was achieved in developing a Safeguards

Code, but no final agreement was reached. A GATT Committee on

Safeguards was established last November to continue negotiations

on this topic. The main U.S. objective in these discussions is

to concentrate on three key issues: selectivity (the main

European objective in the MTN), transparency, and broad coverage.

We are seeking a safeguards agreement covering both formal import

limits and informal export restraint arrangements. Many such

agreements, as they now operate, introduce a degree of

bilateralism into the adjustment process and thereby undermine

fair and equitable burden sharing. They contain the seeds of

increased cartelization of international commerce. Failure to

conclude a Safeguards Code in a timely manner will increase the

potential for protectionist actions, particularly if the major

industrialized countries continue to experience slow real

economic growth.

More broadly, there is the difficulty of developing fair

and economically sound responses to the global problems of major

industrial sectors, such as steel and automobiles. We must face

up to the issue of how to help domestic industries regain a

competitive standing without undermining the integrity of the

market mechanism for allocating resources among alternative uses.

The potential for dislocation of labor and capital in these

sectors is enormous. However, protection from foreign competition,
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or the introduction of domestic subsidies, would generate

inefficiency and inflation that would erode economic performance

in other sectors as well as in the protected sector. Moreover,

protection tends merely to export the adjustment burdens and

lead others to take actions which would adversely affect our

exports. It will be necessary, therefore, to coordinate with

other countries. Because most countries have rather different

views on appropriate industrial development policy, it makes

such coordination a complex task.

One potential prototype for such coordination is the OECD

Steel Committee. Its objective is not to negotiate or to promote

negotiations, but to permit the exchange of information on how

and the extent to which steel industries in OECD member nations

are adjusting, and to enable officials to identify elements of

national policies of other countries which unnecessarily prolong,

or inhibit, the adjustment process. This type of arrangement

might prove useful in monitoring or encouraging adjustment in

other sectors, particularly those in which there is global over-

capacity or in which-major adjustments are needed to deal with

dramatically changing energy costs.

To allow for the requisite domestic adjustment to changes

in international trade patterns, the United States has in the

past relied primarily on the mobility characteristics of our
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domestic economy, and secondarily on temporary import restraints

in a very limited number of situations. Due to the increased

speed and occasional unexpectedness with which imports of some

products penetrate our market, the need has arisen, in some

cases, for a more sector specific adjustment policy. Efforts

have been made to develop a coordinated government policy

response to the footwear, steel, auto, and textile sectors.

Focused efforts to address regulatory and financial problems

of such industries can facilitate their own efforts to improve

efficiency and competitiveness. In many cases, trade problems

are merely symptoms of more deeply rooted competitive problems

in an industry. To the extent these problems can be resolved

by other means, import restrictions---which impose a burden

on the overall economy--can be-minimized.

Effective sectoral adjustment policy at home will strengthen

our capacity to encourage sectofal adjustment on a global basis,

just as sectoral adjustment abroad can ease adjustment at home.

For these reasons, a key trade objective of the 1980's must

be to develop further the OECD work on "positive adjustment."

This work, which seeks to generate a common effort among

industrialized nations to avoid regulations and restrictions

which lead to the inefficient use of resources and to promote

adjustment consistent with market forces, can make a major

contribution to the trading system and to the efforts of national

economies to improve productivity and reduce inflation.
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The success of the advanced developing countries in using

trade as a stimulant to economic growth and diversification is

likely to lead to even more widespread use of trade-oriented

development strategies. This trend will require that increased

efforts and considerable creativity be applied to the task of

incorporating the LDCs more fully into the GATT system. It is

in the long-term interest of the industrialized countries that

the developing countries expand and diversify their trade.

In a like manner, our welfare and theirs require trade

liberalization as development proceeds. Indeed, our ability

to adjust to LDC imports-will in large part depend on our

ability to export to them more of the products in which we

are competitive.

We will need to convince developing countries that the

GATT system offers the most practical vehicle for expanding

trade in accordance with their respective comparative advantages.

Their assumption of the responsibilities of GATT and code

membership will strengthen their ability to assert their

rights under both. Serious thought and effort must be given

to the question of how to maintain a trading system that

allows developing countries to earn the foreign exchange

necessary to finance their external debt and the imports of

capital goods and raw materials needed for their development.

68-426 0-80-9
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Similar thought must be given to how to ensure adequate

foreign assistance and capital flows--which are essential

both on humanitarian grounds and because the growth they

help to generate in the LDCs will mean additional exports

from, and jobs in, developed nations. In short, there will

in the future be a growing relationship between trade and

financial issues--particularly in regard to LDCs.

The intimate trade ties on the North-American continent

always require close attention. Our economy is highly integrated

with the Canadian economy, especially in the areas along the

border. In trade alone, Canada accounts for roughly 18 percent

of both U.S. imports and exports. The United States, on the

other hand, takes 65 percent of Canada's total exports and

supplies 70 percent of Canada's total imports. Canada, as well

as being our major trading partner, is traditionally an important

source of energy and raw materials. Increasingly, however, the

Canadians are interested in processing their raw materials

themselves. There is also strengthened sentiment in some quarters

in Canada for a more nationalistic approach to foreign investment

--which could also have important trade effects.

Our trade relationship with Mexico also will undergo change

in the next decade. As with Canada, well over 70 percent of

Mexico's trade, both imports and exports, is with the United

States. For the United States, however, Mexico is a substantially
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smaller trading partner than Canada; between 5 and 6 percent of

U.S. trade is with Mexico. Mexico intends to use its oil

and gas wealth in an ambitious industrialization effort which

could alter the future composition of U.S-Mexican trade.

The energy wealth also gives Mexico a feeling of greater

relative strength in its negotiating posture vis-a-vis the

United States.

These developments in the trading sectors of our two

neighbors require us to examine carefully the premises of

our current trade strategy toward these countries. The

study of North American trade relations that was mandated by

Section 1104 of the Trade Agreements Act of 1979 is providing

the vehicle for identifying specific sectoral or functional

areas for further liberalization of trade (or investment

rules) which would be mutually beneficial. Areas of examination

include North American agricultural trade, energy trade,

petrochemical trade, broad areas of concern in U.S./Canada

trade relations, Mexican industrial development plans and

their impact on U.S./Mexican trade in the future, and investment-

related trade issues with Canada and Mexico. The report is

to be presented to Congress by July 1981.
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The global nature of the 1T exercise precluded substantial

attention to issues surrounding regional trade arrangements, but

these issues will command more attention in the future. We will

need to maintain a dialogue with nations in the Pacific Basin

as they explore possible regional cooperation arrangements.

On the Atlantic side, it will be necessary to work with the

European Community as it expands to include Greece, Spain

and Portugal to insure that U.S. producers are not adversely

affected.

- United States trade policy in the 1980's must also

focus on the development of East-West trade relations in the

post-Afghanistan period. Despite the political issues

currently overshadowing East-West trade relations, U.S. trade

policy must continue to address the problem of "normalizing"

trade between the United States and the centrally-planned

economies. To accomplish this, the problems that currently

accompany East-West trade--the growing hard currency debt of the

Communist countries, their increasing desire for countertrade

and the continued need to protect domestic industries from the

potentially disruptive effects of trade with centrally-planned

economies, to name a few--must be addressed in the context of

both bilateral and multilateral trade relations. The United

States and its trading partners must determine how best to

encourage these countries to assume greater responsibility

for the international trading system by accepting and relying



129

- 26 -

more upon the accepted rules and principles of international

trade. The U.S. in particular will have to reevaluate its

trading relations with the Soviets in order to determine the

basis upon which it will conduct such relations--and their

goals and objectives.

With respect to China, the picture is considerably

brighter. U.S.-China trade relations have improved greatly.

Only a relatively short time elapsed between the decision to

normalize relations between the United States and the People's

Republic of China in December 1978, and the entry into force

of the U.S.-China trade agreement providing for Most-Favored-

Nation treatment. The United States will need to develop

and implement a strategy for furthering its trade and invest-

ment relations with China, including a position on a possible

Chinese application to join the GATT.

The increasing prominence of trade in U.S. domestic

economic activity requires our taking more explicit account of

international factors in our approaches to domestic regulation.

A particularly important issue in this regard is competition

policy. Questions have been raised as to whether traditional

U.S. approaches to antitrust enforcement are sufficiently

attuned to the extent to which heightened internationalization

of U.S. business and the role of foreign products further

our own economic competitiveness. Similar questions are
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raised as to whether our firms' ability to compete is

unnecessarily encumbered by antitrust concerns or practices.

Many of our trading partners have sharply different views of

the proper role and procedures of antitrust enforcement, and

their practices may give them certain advantages over us.

The challenge for U.S. policy will be to develop an international

consensus on appropriate guidelines for the application of

competition policy in an expanding and increasingly diverse

international economy.

In the past decade, we came to recognize the close

relationship that can, and often does, exist bewteen trade

patterns and investment policy. In many cases, investment

policies have a greater effect on trade than tariffs or

non-tariff barriers. In this connection, we need to give

serious consideration to the trade-distorting effects of

certain investment policies and programs, particularly

investment incentives and performance requirements offered

to-or imposed upon foreign investors by host governments.

Many business and labor leaders have expressed growing

concern about the increased use of investment incentives and

trade-related performance requirements by both developed and

developing nations. These leaders support U.S. efforts to

reach a multi-lateral agreement limiting-the use of such
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measures. Until such an agreement is reached, however, they

urge the United States Government to take action against

them ifider existing trade statutes (such as Section 301 of

the Trade Act of 1974, as amended) and trade agreements

(such as the GATT and the Subsidies and Countervailing

Measures Agreement).

We anticipate that the 1980's will be marked by two

principal developments In this area. First, efforts will

continue--with the OECD, the UN, and other groups--to reach

an international agreement restricting the use of investment

incentives and trade-related performance requirements.

Secondly, given the unlikelihood of reaching a comprehensive

and legally binding international agreement at an early

date, governments as well as private actors may seek to rely

upon existing domestic legislation and international agree-

ments to obtain relief from the adverse effects of the use

of investment incentives and trade-related performance

requirements. Attempts to use trade law to resolve disputes

concerning trade-related investment practices would be

unprecedented, thereby requiring, as noted earlier, a re-

examination of the extent to which trade law is applicable

to investment activities. The development of a body of

case-law in this area would presumably significantly affect

the prospects for attaining an international agreement on

these matters.
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Conclusion

The 1980's will be a time of both challenge and opportunity

Major structural adjustments will be necessary to cope with

sharply higher energy prices and increasing developing

country competitiveness. Growing pressure on global resources

will likely encourage bilateralism, which-in turn will

increase trade frictions.

At the same time, exports are the most dynamic part of

the economies of aLl regions of the. United States. Those

countries which are rapidly increasing exports to us are

providing the fastest growing markets for our exports.

Our response to the challenges and opportunities must

begin at home. We have to reduce inflation and increase

productivity. But it will have a strong and growing inter-

national component. The growing importance of trade to our

economies puts a premium on international cooperation. The

improvements negotiated in the Tokyo Round have significantly

increased the capacity of the trading system to withstand

the stresses of the 1980's. But much work needs to be done

in such areas as safeguards, services, and the reduction of

barriers to agricultural trade.
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Trade strategy for the 1980s will differ from that of

past decades. It will need to be closely linked to domestic

economic policy considerations. It will need to be integrated

with aidinvestment, financial, energy and indeed even

environmental strategy. In short, it will be an integral

part of the management of domestic economies and the world

economy.

Based upon the successful cooperation of the 1970's, I

am confident that we can prevail over the difficulties of

the 1980's. But success will not come easily. And it will,

as this hearing underlines, require a strategy geared to U.S.

interests, the global environment, and the need for strengthened

international cooperation. I very much look forward to working

with this Committee on the development of such a strategy.

- 000 -
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Senator BRADLEY. If you haven't learned the system yet, the five
buzzers mean I have to go vote. When I come back we will begin
the questioning. I am sure that my colleagues will be back and will
want to pursue these issues.

[A brief recess was taken.]
Senator ROTH [presiding]. The chairman has asked that we pro-

ceed with the questions, which makes it a little difficult, not
having been here through all of the testimony.

But one of the first questions I would like to address is this
question of productivity. I agree with you, Mr. Samuel, that the
American worker, given the proper tools and equipment can, I
believe, compete with the best in the world. I don't think there is
any question about that.

My question is that with the Japanese replacing their plants, as I
understand it, approximately every 10 years, on an average, and
the United States, over a much longer period, something like 30
years-at least that figure has been given me-it is pretty imprac-
tical to expect the American worker to be able to compete with
that kind of a difference in facility.

I wonder if each of you gentlemen would list to me the two or
three most important steps you think can and should .be taken
with respect to this problem of productivity.

Does one of you want to start out with that?
Mr. SAMUEL. I seem to be the sacrificial victim, Senator.
I wish I could wave a magic wand, Senator, and tell you the

things we ought to do. In my opening remarks and in my testimo-
ny, which I didn't read, I pointed out that although it is true our
productivity has not been rising as we would like it to, there is no
real agreement on why that has occurred. Obviously it is the result
of a mix of a number of factors, including the change in the mix of
our industry versus agriculture over the last 15 or 20 years, and I
think until we really understand more clearly why it is our produc-
tivity did not rise or began to stop rising in 1973, as we were used
to, and then began to go down actually in 1979, it is hard to define
any remedy.

The one thing I would suggest is if it is a question of investment,
that we should approach it on a sectoral basis. There are clearly
some of our industries where productivity is very high, and gener-
ally speaking, in our manufacturing industries, productivity has
not had the same declining rate as it has had in the economy as a
whole. As you know, the productivity of our manufacturing indus-
tries is still rising quite well. That doesn't seem to be the problem.

So that if we are to change any of the circumstances of invest-
ment in our manufacturing industry, it seems to me -we should
take a very careful look at the individual industry and see, will
this really improve productivity? is productivity improvement
really called for? or will it, instead, simply end up as a windfall for
a particular industry?

Senator RomH. Could I ask you one further question? In your
testimony you pointed out that the increase in the cost of labor has
been substantially less than the other countries have experienced.
That is based on a percentage, I believe.
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In any event, is that true? Are there some industries that have
had a greater increase so that it has had an advers,3 effect onexports?Mr. SAMUEL. There are differences, of course, Senator, but in all

of them we are rising at a much slower rate, and have been rising
at a much slower rate since 1965, which is where I go back to-
actually, I think since 1960-than most of our foreign competitors,
particularly Japan. And I have some figures which I can leave for
the record. I won't take time now to go over individual sectors. But
all of those figures demonstrate that on an index basis or on an
absolute basis, comparing their increases with ours, we have gone
up considerably less.

Ambassador HORMATh. Let me--
Senator ROTH. Mr. Ambassador?
Ambassador HORMATS. Yes. Let me just touch on a few. As

Howard said, we are not quite sure of all the reasons for the
sluggish U.S. productivity. Productivity in U.S. statistics is meas-
ured as a residual, and therefore it is very hard to tell exactly
what the causes of it are.

But there are a few that are worth noting. One is the amount of
capital available per worker. In the United States it has gone up
roughly by 2 percent per year over the last decade. In Japan and
Korea it has gone up 10 percent per year. In Europe, even in some
of the sluggish economies of Europe, it has gone up-

Senator RO. The problem with using percentages as we are, is
that they depend, of course, on what the base is.

Ambassador HORMATS. No, obviously our base is much higher,
but when we talk about productivity, we are talking about in-
creases, and therefore you tend to correlate productivity increases
in part with increases in investment.

Surely our base is higher, and in many cases our productivity is
higher than many countries. It is just that the growth rate has
been more sluggish.

Second, R. & D. as a percentage of U.S. GNP has remained
relatively the same while it has increased in countries such as
Germany and Japan.

Third, we have had a lot of new workers coming into the U.S.
labor force over the last decade, and new workers tend to be less
experienced than older workers, and as these new workers gain
experience, then their rates of productivity will probably go up
substantially.

And the fourth is a point we were talking about earlier, and that
is service industries. Services today are over two-thirds of U.S.
GNP, and in many cases it is harder to get productivity increases
in service industries than it is in the manufacturing sector, and
with such a large percentage of our economy in services, we tend, I
think, to see a relatively slower growth in productivity in that
area.

Those are four reasons. There are others, I am sure.
Senator ROTH. Could I ask you this question? Do you think our

steel plants or automobile plants are as modern as the Japanese?
Ambassador HoRmATs. No, they are decidedly not as modern as

Japanese plants.
Senator Romu. How about our other basic industries?
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Ambassador HORMATS. Well, some certainly are. I mean, in the
airplane industry and high technology industries, computers--

Senator ROTH. The basic rubber--
Ambassador HORMATS. Rubber we are not.
Senator RoTS. Copper,
Ambassador HORMATS. Well, copper is a differentiated industry.

Some are competitive, some aren't. But in the very basic industries,
as a result of relatively sluggish investment over the last decade or
so, we are not nearly as competitive as some Japanese plants, or in
the area of autos, we are not as competitive in the United States as
some American-built plants in Europe. And this is one of the
interesting phenomena, that a number of auto plants in the United
States built ky American companies are simply less modern than
their counterparts abroad. It just really depends on the industry.

Mr. SAMUEL. Could I add just a comment to that, Senator, that in
two industries which have been most affected by international
trade, apparel and shoes, generally speaking, our U.S. industry is
at a very high level of technology. This has not been the problem
in respect to import impact in those industries.

Senator ROTH. Thank you.
Professor?
Mr. BRANSON. Yes, sir.
I think that I would agree with what has just been said about the

fact that we do not understand all the sources of the productivity
slowdown. I think that it is clear, though, that the slowdown in
investment is bound up with the productivity slowdown. I also
think it is useful to think about what one might do about that by
looking at the factors that an investor would want to look at,
namely, the expected average return on the investment and the
expected variability of that return, that is, how uncertain is the
investor about the return that he is going to earn. And I think
then one can sort out some of the things that have happened to
reduce the rate of investment in the United States. It seems to me
that in terms of the expected average return, the tax system works
against investment. There is the type of well-known problem about
inflation and depreciation in the tax law, in the corporate profits
tax.

In terms of the variability of the return on investment, one can
point to at least three items. One would be the fact that the energy

riCe rises in jumps, and so it increases the riskiness of investment
use one doesn't know when the energy price is going to jump.

If one--could have the same average movement of the energy price
over a long period, but smooth it, one could reduce the riskiness of
investment.

The second is that the size of macroeconomic fluctuations has
gone up~enormously in the 1970's relative to the earlier period. We
have had two very deep recessions in the 1970's, and that has
increased the variability of profits and increased the riskiness of
investment.

The third factor I would point to is the variability in exchange
rates which causes variation in profits in the traded goods sector.

All of these items, the jumpiness of the energy price, the size of
the business cycle fluctuations, and movements in exchange rates
have essentially increased the riskiness of investment substantially
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in the 1970's, and we can see that in the financial markets by
looking at the so-called risk spread that corporate bonds have to
give relative to Government debt, which has gone up.

So I think that if one wanted to go after the productivity ques-
tion, the problem of investment would be on the top of the list, and
these kinds of factors are the things that I would look for to start
to work on that problem.

Senator ROTH. Dr. Malmgren, could I just ask one additional
question?

Can we become competitive again in the basic industries? I think
this is a very serious question for this country. I happen to be of a
school that as a major or the leading Nation of the free world, with
security really depending upon us, can we afford not to have a
modern steel, automobile, rubber, you name it, and if so, can we
make it competitive in world markets?

' Mr. MALMGREN. It's a tough question. I agree with a good deal of
what has been said already, that particularly we will have more
volatility in the 1980's, and this is going to be another problem of
risk in the investment area that has to be somehow dealt with.

Essentially what we have is a lack of confidence in the long
term, together with the fact that heavy investment requires long
leadtimes. It requires confidence in 5, 10 or 15 years from now, and
that lack of confidence has partly to do with the risk phenomena in
the market, and the interdependence, and partly to do with the
changeability or volatility of our economic policy. Governments
keep changing their minds about what they are doing, and an
investor can't operate on that basis. An investor taking a long-term
position needs to know more or less, this is the rule, however
unpleasant, and it will stay that way for x period of time. There is
this in our time a very strong tendency, especially because of these
other factors, inflation, uncertainty about rules, to stay as short
term as possible. And that is affecting our trade position and our
productivity. There is no question about it.

Now, you asked about what can be done, and I think there are
many ideas around, as you well know, including especially your
own. In my view, if you are going to compensate for this problem of
people having a very short-time horizon, wanting to take care of
the risks right away, write off their equipment right away, you are
going to have to deal directly with that problem, which is to bring
the time horizon of a long-leadtime project up real close, and that
means accelerated depreciation, very accelerated for the basic in-
dustries that are in trouble.

There are other ideas floating around. The steel people, as you
know, want transferable or refundable tax credits for those years
in which they don't make a profit but they want to be able to use
the tax Credits in some fashion or other for capital spending
purposes.

In R. & D., actually, our R. & D. is going down as a share of
GNP, and that is another area that needs to be looked at from the
Senate point of view.

We have some modest R. & D., but it is increasingly energy
related, so it is not really productivity related in the mainstream of
industry.
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But beyond this, can we get competitive again in the basic indus-
tries? The industries will change_ their character, whatever. I mean,
the market is going to work in one fashion or another. Can the
American automotive industry, for example, be competitive again?
Well, it depends on how much they spend in capital commitments.
GM-has announced that it will spend $40 billion in the next 5
years to retool, redesign, not only the product, but the production
process, because we are talking about robotics, about keeping the
hands off the vehicle production so you don't have a Monday or a
Friday car. There is a lot different going on here than just chang-
ing the models.

The world car concept is also coming in. So we don't know now,
today, whether our industry will involve all production in one
place or whether it will be based on components coming from
various parts of the world and then assembled in one place.

I think the industry itself doesn't quite know yet. That is why it
is diversifying its risks, and looking to Canada, Mexico, and Spain
and other places, covering all bets.

Now, we can be competitive again, but it may not be quite the
industry we had, it might be something different. But to be compet-
itive it is going to have to be fast moving on the technology front,
and undertake fast capital spending. It has got to have its eye on
productivity. If we are not careful, we may find that it won't be an
American firm, it will be someody else that is competitive within
the American economy.

Now, to get it right, we are also going to have to look at one or
two other things that I don't want to dwell on now. Ambassador
Hormats touched on it, and I did, too. One of them is concentration
policy and competition policy. It may be that we will have to look
at the world -market as the relevant competitive source, and we
may need some consolidation.

In the steel industry, in my view, we need fewer firms, not more.
And we may find ourselves in the embarrassing situation that we
do have fewer auto firms 5 years from now because nature takes
its course and some don't survive. But we shouldn't necessarily
automatically think that is a disaster. I think we will have to think
through what does it mean in global terms.

Senator BRADLEY [presiding]. Let me rephrase Senator Roth's
question, by asking instead of can we become competitive in these
basic industries, should we become competitive in these basic in-
dustries, given the theory of comparative advantage? Second, how
do you factor in our strategic interest in remaining competitive in
certain industries?

For example, according to the theory of comparative advantage,
maybe the Japanese will outproduce us in electronics, or maybe
the Kore-s will outproduce us in a particular good.

Now, should we accept that fact and undertake a disinvestment
process in this country, and therefore the adjustment process, or
should we resist that fact? And which industries do you consider as
critical from a strategic sense?

For example, the theory of comparative advantage might say
that we don t need an automobile industry, but do we want auto-
mobile manufacturing capabilities in this country in the event of a
national security emergency, and therefore, what percent of what
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industries do you require as baseline level to secure national
security?

Mr. MALMGREN. That is a tough question, and many industries
come to the Government and argue that their industry is a nation-
al security type of industry.

When I came to Washington in 1961 I was in the defense area,
and if I haven't forgotten completely about this. It has been the
development of thinking about the modern military political situa-
tion that we are not going to be fighting massive, land-based wars
in the United States or Europe, but that security is something else.
Do you have enough to sustain yourself if you are interrupted from
supplies in various parts of the world?

It is clear that, for example, in the Korean war the U.S. steel
industry was able to meet the military needs, and that was a very
small percentage of the total demand in the market at that time,
even going full out. It was also true that the automotive industry
could respond to the equipment needs, and again, it was a very
small percentage of the total automotive output.

So in the kinds of military-political world we are going to see,
large-scale capacity is not a dominating consideration but you do
want to have some capacity.

Now, would there be in the United States no steel industry if we
had a different trade policy? The answer is no. Today, for example,
the new small, independent minimills are going all out and making
a lot of money. They are-different from the big mills, the old type
that were put in 10 or 20 or more years ago. But the minimills, in
my view, will take over everything west of the Rockies and a good
part of the Rocky Mountain area within 4 or 5 years. I think the
big companies will be driven out of that market, not by Japan but
by our own minimills.

So it is a changing structure of industry. Each industry is, in
fact, adapting. We will see survival of some firms in the basic
industries for a variety of reasons.

Let's take nonferrous metals. It has been in the 1970's a difficult
area for the nonferrous metals companies, but in the 1980's there
are going to be world bottlenecks, and my guess is we will have a
rebound of our companies in 1985, and they will be doing extreme-
ly well. They will then be able to engage in the investment that is
required, and we will find that in the North American area we do
have a good deal of what is necessary to have for security--

Senator BRADLEY. Let me ask you this another way, and I would
like everyone to comment.

Some of you said in answer to Senator Roth that one of the
responses we need to make to a lower productivity growth rate is
increased investment. I wondered if any of you have done any
analysis as to what we do want to encourage investment in and
keep as our basic manufacturing capacity in this country, given the
threat to them that increasingly is posed by foreign competitors.

My own personal view is that we can not survive as a nation of
restauranteurs and security guards, and health care specialists,
and I wonder about your views.

Mr. BRANSON. Well, Senator, I think that the answer on the
question of do we need basic industry is that maybe the question
isn't focused exactly right. I think the right answer comes from the
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comments that were made earlier about high-technology industries,
that the manufacturing industry -that will survive in the world
competition in the 1980's in the United States will be and should
be the manufacturing industry that is based on high technology
and skill, and to the extent that the production processes, or the
products, in steel or in rubber or in autos develop with those kinds
of technologies, then those will be industries that the United States
will focus on rather naturally. If we want to speed that process,
doing something about R. & D. spending would make sense.

The second part of your question was how do we factor in strate-
gic considerations, and it seems to me there the question really is
what is the probability that one would get cutoff from supply from

-all sources at the same time.
Taking your example about automobiles, if the concern is secu-

rity, and if the only automobile manufacturer in the world were in
the Soviet Union, then there would be some reason to worry about
it. However,-if there are auto industries in 30 different countries
around the world, there is not much probability that they are all
going to stop selling to the United States at some critical moment.

So I would think that most industries would not qualify under
those kinds of considerations as being interesting strategic
industries.

I am reminded a little bit of the irony of the fact that when a
developing country, an India or a Brazil, starts saying that we need
to build a steel plant, the people at AID will say, don't be silly, you
don't need a steel plant, somebody else is better at making steel
than you are. But when we are talking about our steel industry, it
sounds suddenly that you can't be a really healthy economy unless
you have a steel industry. I think that we ought to use on ourselves
the argument that we would use on India or Brazil. The industries
that we need are the ones that we are good at, and increasingly we
are not so good at running production lines that take semiskilled
labor. We are good at doing things that take skilled labor and high
technology capital.

Senator BRADLEY. If you could be brief. My 10 minutes were up
about 5 minutes ago, and as the chairman, I would like to abide by
this.

Ambassador HORMATS. OK.
I think there are a couple of elements to the question. One is I

think we are going to have, and indeed probably ought to have,
steel, auto and other basic industries. The real question is how
large they are going to be, and I think in some measure they are
going to be smaller, as those that are less efficient fall by the
boards, and those that are more efficient gain a certain amount of
strength. ..

An interesting phenomenon in textiles. Textiles, 4 or 5 years ago,
was seen as a dying industry in this country. Now we are very
competitive in the European market because a lot of new invest-
ment has taken place, and we are able to export, and the Europe-
ans are afraid of our competitiveness, so that industries which
have the foresight to develop and use new technologies can com-
pete, and it is very difficult to anticipate which ones are going to
die and which ones are going to survive, because in large measure
it depends on their own management perhaps more than what-
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Government can do, although Government can set a good environ-
ment.

The second is the question of specialization. What we are likely
to have is a steel industry which 5 years from now perhaps is more
competitive than today, but perhaps in different types of products.
Certain products we may be lessable to compete in. Other prod-
ucts, as in synthetic fibers, we may be better at.

So it is very difficult to predict in the aggregate whether an
industry will be here or won't be here, but certainly we are going
to have in basic industries sectors of those industries which are
very competitive, simply because they either, one, specialize in
products where they do have a comparative advantage, and two,
develop and use high technology more effectively than they have in
the past. And this seems to me to be the answer in autos, steel and
shoes, textiles, and a number of other lagging industries, more
technology and more specialization.

Mr. SAMUEL. Senator, let me first suggest that I certainly sup-
port your belief that we need a broadly based economy. To listen to
some economists, one would suggest that some years from now we
will end up being a nation of McDonald's hamburger stands, which
we do very well, and soybean farms. We do very well there. And
most of us will be unemployed.

I don't really think that is the answer for the United States.
It seems to me there is no single answer for the very difficult

question you raise. If you take just three of the industries we have
talked about today, the steel industry possibly has been affected
the last few years just as seriously by the dumping practices of our
trading partners as by its own lack of technology. Certainly it has
been a major factor.

The textile and apparel industry, as Bob Hormats has suggested,
need some time. I might also suggest to you that that industry
employs 21/2 million people, many of them of low entry level skills,
many women and people from disadvantaged families. The sugges-
tion that that industry be allowed to disappear I don't think is one
which we would really like to consider.

The auto industry is the victim of temporary bad management
decisions a couple of years ago, and to suggest that we can no
longer compete in the international automobile market I think is
simply wrong. My guess is, given time, we will be back in the
market very strongly, and- back employing those, well, 300,000
people in assembly plants and about 600,000 people in parts manu-
factures, making automobiles for the world market.

What does this lead to as far as policy is concerned? First of all,
most important I think is time. When an industry has problems,
very often what it needs is time, and very often that time can be
provided by import restraints. We have done that. We have done
that in shoes and we have done it in textiles, and we have done it
in a number of industries recently, in color television and specialty
steel, and generally it has worked out fairly well.

Of those industries, specialty steel is an outstanding example.
Prices did not go up inordinately. Investment increased, and spe-
cialty steel is now able to perform its economic function in this
country, without benefit of doctrine or broad philosophical ap-
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proaches to trade. All it needed was a few years of relaxation of
pressure.

Senator BRADLEY. Thank you very much.
Senator Heinz?
Senator HEINZ. Thank you, Mr. Chairman.
First I would like to ask that my opening statement be placed in

the record at the appropriate point.
Senator BRADLEY. Without objection, so ordered.
Senator HEINZ. First, Mr. Chairman, I want to compliment you

on an absolutely outstanding group of leadoff witnesses, on a very
far-reaching issue, one that I salute you for addressing, taking
what is a turbulent time and yet having the foresight and presence
of mind to direct our attention as colleagues to a matter of increas-
ingly vital importance. And I look forward to not only completing
today's hearings but to the balance of the hearings that we are
going to have.

I listened with great interest to our witnesses this morning. I
didn't hear, unfortunately, Mr. Samuel testify, but I will carefully
read your testimony, Mr. Samuel. I know it will be good. And I
heard them identify a variety of problems. You, Mr. Chairman,
have touched on the question of how we should approach the issue
of our more mature industries, or, as Mr. Samuel said, you know,
do we really want to be nothing but a Nation of hamburger stands?
Notwithstanding the fact that I have nothing against hamburger
stands, the answer, to my mind, is no, we don't want only to be
eating hamburgers.

I would like to address, if I have time, four issues that seem
particularly pertinent to me. One that has been mentioned both by
Mr. Hormats, by Mr. Malmgren, and perhaps others, is govern-
ment intervention, and there one of the issues I would like to touch
upon is the problem posed by nonmarket economies. We tend to
define most of them currently as Communist countries. That is a
restrictive definition, in my judgment, that appears in section 406.

Second, the question of international financing of exports, you
may be aware that we don't really have an Export-Import Bank as
of today. It exists on paper, but it didn't get any additional money;
it is out of money. It did not get either the absolutely necessary
additional fund to stay in business, as I recollect, but it also does
not have the additional funds necessary to show others that we, if
we had to, could play their concessionary game.

Third, there is the question of what effect protectionism, particu-
larly that of the Europeans, has on world food supplies. My hunch
is that it is terribly destabilizing, not only difficult for our farmers,
but when the Europeans, by a variety of means, keep producers of
food out of their markets, it just makes it impossible for the LDC's,
particularly nonoil LDC's, to ever get their economies oriented
toward being self sufficient.

And I see people nodding their heads in agreement. I hope the
record will show that.

Senator BRADLEY. Let the record so state.
Senator HEINZ. Thank you, Mr. Chairman.
And finally, I hope we will be able to address in more detail the

issue of the overhang of Eurocurrencies, what that does to the
stability of the dollar and some other currencies. I hadn't thought
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about that issue in a worldwide context, and the uncertainties that
must pose for price systems, and-therefore investment, and off the
top of my head, no easy answers occur to me. It strikes me as
ironic that we have been through a period of time in which a lot of
people in the 1970's have stressed the crisis of liquidity, and all of a
sudden we find ourselves with, in this sense, a certain kind of
liquidity that is more than what we ever-wanted to have, and then
some, recognizing that there is a dichotomy between LDC non-
OPEC oil liquidity, and OECD liquidity situations.

Perhaps there is a way of dealing with this issue through some
more unique financial transactions. Substitution accounts may pose
something of an answer in this area. I am not sure.

I would like to take the remaining amount of my time, having
reacted, in a sense, to what you gentlemen have posed to the
committee so far, to talk for the moment about the issue of non-
market economies. I believe that all the comments that dealt with
the issue of distorting investment patterns, distorting trade pat-
terns do run contrary to a strict application of the law of compara-
tive advantage. But that works very strongly against us.

And the area where I see us coming into even greater conflict
with the world is not just with the Communist countries and
China, the People's Republic, but the mixed economies of the non-
OPEC LDC's, and I was wondering if I might ask what each of ou
in turn thinks we ought to do about this issue. I guess you had
better keep your comments fairly brief. As you know, I have intro-
duced, along with Senator Roth, legislation amending section 406.
S. 1966 is the legislation in question. I would be interested in either
your general or specific thoughts on that.

May I ask, going from left to right, Mr. Malmgren, why don't you
start off, and we will work our way down.

Mr. MALMGREN. I haven't looked at the particular bill, but the
issue of state enterprises as well as nonmarket economies is impor-
tant. And state enterprises can be found not only in developing
countries but, for example, in Europe, many of the basic firms in
the basic industries are now owned by state holding companies. We
do have different treatment in the dumping laws, as you know, for
such enterprises. But there are continuing problems of how quite
to deal with this area. When I was in the Government I did
recommend that there be separate ground rules brought up gradu-
ally over time for the nonmarket systems of the state enterprises. I
think in the MTN that was not taken up, but it is to me an issue in
the 1980's that should be discussed internationally, and it will be
raised, for example, if China decides it wants to come in because it
will change drastically the ballgame in the GATT.

Now, China can enter tomorrow morning if it wants to because it-
does have residual membership in the GATT.

Senator HEINZ. Would you suggest this is a matter on which the
committee should place moderate urgency, a great deal of urgency,
no urgency?

Mr. MALMGREN. Moderate because it isn't going to change dra-
matically the trade pattern tomorrow morning, but in the 1980's it
is an important issue, and I think that-you have been working on
this for a couple of years now-I think in the normal course of
events you should keep working on it.
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As I say, I haven't read specifically--
Senator HEINZ. For how long? Until we get something done?
Mr. MALMGREN. In the-next session of Congress is the time when

this begins to get ripe for public discussion, and it is an important
issue and will be increasingly so. It does come up even now in the
case of-industries like steel, which you are interested in, where the
steel problems in the U.S. industry are greatly aggravated by
market distortions caused by heavy intervention of governments in
their steel industries pushing their problems out into the world
market, particularly from Europe.

Senator HEINZ. Professor Branson?
Mr. BRANSON. I will try to be brief.
I think the problems of dealing with nonmarket economies are

pretty obvious, and I would agree with most of what Hal Malmgren
has just said. I think the one proviso I would like to add, though, is
there should not be a presumption that simply because an economy
is a nonmarket economy that it is- going to somehow be behaving
disruptively or developing along the wrong kinds of lines as far as
world trade patterns go.

I think effectively the directors of most smart nonmarket econo-
mies are trying approximately to reproduce the kind of industrial
structure that they would have if they were market economies. It
is just that they don't like to use the market mechanism to do it.

So I don't think one should presume that they are somehow
going to be getting it wrong or doing harm to the international
trade structure. - -

There is, of course, the problem of figuring out how to price their
output fairly.

Senator HEINZ. Let me take you up on that assertion, because if
they are trying to copy-if one nonmarket country is trying to copy
another and they want a steel mill, and they are paying the right
price from, for all I know, U.S. steel engineers to build the steel
mill, in fact, if enough countries do that, you get the world dra-
matically overinvested in steel and underinvested in producing
food. Steel we are willing to sell them. Food, there is a limit to
what we can all produce, and you have people who have got won-
derful office buildings but nothing to eat. I mean, I have to chal-
lenge your assertion that because a centralized economy goes about
imitating what market economies do, that it doesn't have an aggre-
gate effect. It has a very serious aggregate effect.

Mr. BRANSON. Well, I think my point is not that they imitate the
particular structure of some particular market economy, but the
way they would decide on what industries to go into is by using the
signals that are given by the world prices of goods and of factors of
production.

Senator HEINZ. Like we did with Chrysler.
Mr. BRANSON. We make mistakes; they make mistakes. I think

-the initial presumption that somehow nonmarket economies create
trouble is the presumption that they are going persistently to make
some particular pattern of mistakes, and I don't see any reason to
think that. The world oil refinery businesses has built into overca-
pacity, and this is not a problem necessarily of nonmarket econo-
mies. A smart nonmarket economy won't overbuild in steel.
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Senator HEINZ. The only reason I get concerned about nonmar-
ket economies is that a lot of market economies are a big problem,
you know, Frinice and Great Britain, to name two in the steel
industry.

Mr. BRANSON. Sure.
Senator HEINZ. But Great Britain, last I looked, was subsidizing

it to the tune of $1 billion a year. They are a market economy. You
know, it is not that I am worried about nonmarket economies
exclusively. It is just that they are likely to be just as bad as
market economies.

I am embarrassed, Mr. Hormats, Mr. Samuel. I have got to go
over and vote, and I will give you a choice. You can either
answer-you can reply to my question with nobody here, or you
can wait.

What would you prefer to do?
Ambassador HORMATS. I think we will wait.
Senator HEINZ. The hearing is recessed until the next Senator

shows up.
[A brief recess was taken.]
Senator BRADLEY. I won't ask you to continue now with your

answer to Senator Heinz so that when he gets back we can hear
your response.

What I would like to know is how to get back to this idea of
whether governments should be involved, and if so, how, in trying
to allocate capital from less to more productive industries, and
away from speculative investments to longer term investments.
Also how could we go about doing that so that we get the right
level of R. & D. and we don't lose the benefit of what little capital
there is around.

So my question to you is what role do you see for Government in
facilitating the increased productivity within sectors and among
sectors?

Mr. SAMUEL. I'll take the first crack at it, Senator. Everybody
else is shy. There is one point I-would like to make, I think,
because what you are asking, of course, is a very basic question
which is now under much discussion under various names-rein-
dustrialization, national industrial policy and so forth. What
should the role of Government be in respect to the Nation's ability
to compete in the world market? It seems to me that the key; and
there are a number of questions that come to mind-but the key
question and the key issue that should be resolved is that this must
be, as you suggest in your question, a sectoral responsibility. It
seems to me that every industry is going to demand or call for a
somewhat different answer than another industry, and that possi-
bly the right road is-one on which we are already embarked, that
is, with the Tripartite Steel Committee, which is set up under the
original Solomon plan for the steel industry, and now the adminis-
tration is in the first stages of setting up the Tripartite Automobile
Industry Committee involving labor, management and Govern-
ment.

It seems to me through this kind of an institutional framework
we can look at each industry in turn, make basic decisions as to
what is needed to maintain its competitive position, long term,
short term, avoid doing things which would be misdirected or
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would cause windfalls and which would really be directed at the
specific problem faced by that particular industry.

Senator BRADLEY. But the idea that I expressed, that Govern-
ment should be involved in trying to reallocate capital from less

Sroductive to more productive industries, and from speculative to
longer term investment is one you accept?

Mr. SAMUEL. My guess is you probably would end up with a
Government decision, would end up in a reallocation of capital. I
wouldn't like to suggest now which we will find to be industries
less worthy of capital or not. It is possible it could happen, yes.

Ambassador HORMATS. I would like to take a slightly different
view. The Government has not, over the last several decades,
proved itself particularly adept at picking winners, either in this
country or any other country that I can name off the top of my
head. In fact, given the political system in which democracies
operate, the likelihood is that if the Government does have the
authority and the mechanisms to allocate capital, it is going to do
so in the sectors which are politically potent. Whether or not they
are winners in the longrun or competitive in the longrun will, I
think, given the political system we operate in, be a secondary
consideration. And therefore I would have, just speaking very per-
sonally now, have major reservations: One, whether the Govern-
ment should do this: Two, whether, if the Government were to
have the power to do it, it would get at the problem you are trying
to address, which is moving capital into industries which are going
to be winners, which are going to be the high technology growth
industries of the future.

It strikes me that the better way of doing this is to address the
problem in a more generalized way with improved treatment for-
R. & D. and for investment, and then I think you might get some
industries which benefit unduly from it, but I think over the long
run that will lead to a shift in benefits- to industries which are
investing more, which are doing more R. & D., and I think that
will over time lead to the sort of shift in productivity that you are
seeking.

Mr. BRANSON. I think I would like to agree with most of what
was just said. It seems to me that the capital markets will allocate
capital to its most productive uses probably better than a Govern-
ment committee or even a tripartite committee. It seems to me
that the problem is: One, to remove pieces of the tax structure that
impede investment or that reduce prospective returns: Two, to
stabilize the economic environment in which firms are investing.
Once one does that, I think you will see an increase in the total
level of investment and it will flow to the most productive uses.

Beyond that, I don't see the likelihood that we could do well by
trying to involve the Government in allocating amongst sectors.

Senator BRADLEY. In your judgment, do firms maximize their
profits?

Mr. BRANSON. On average, they come pretty close, yes. Some
firms do badly, but I think if you look at--

Senator BRADLEY. Do you think that is a structural problem?
Mr. BRANSON. That some firms make mistakes?
Senator BRADLEY. No, that some firms do badly. Specifically I am

referring to these industries that we have come to regard as trou-
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bled industries, where because of the incentives to management in
our present system, there is a tendency to make short-term invest-
ment and to reinvest in your, ones own industry, even though it is
declining in productivity growth, rather than putting that invest-
ment into a more productive industry. If so, it seems, one solution
would be to foster larger, more diversified firms, firms with more
ability to move their retained earnings from one subsidiary to
another subsidiary, from a less productive industry to a more pro-
ductive industry. Might that be a way we could address this
problem?

Mr. BRANSON. I think yes on that point. I think it would be
worth looking carefully at the tax and antitrust codes and treat-
ments to see where the flow of capital between industries is imped-
ed and to remove those barriers. But the point is to try to make the
market allocation mechanism work better than to try and substi-
tute for it.

Mr. MALMGREN. Well, Senator Bradley, what does happen now is
that in some of these troubled sectors, we are seeing diversification
of some of the big companies. It is a well known fact in the market
that U.S. Steel makes profits in its nonsteel operations and makes
losses in steel, and it has been diversifying quite a bit. The most
successful firm in terms of adapting in the steel industry was
Armco, which has completely changed its character in the last 15
years. It is now a trader and it is in many other industries as well,
an importer and exporter.

So within those sectors there is, in any event, a natural transfor-
mation, but that doesn't take care of the job problem or the mod-
ernization problem of that sector. Overall in the economy you have
one set of problems, and then we have a problem with the troubled
sectors. In the general area, it is quite obvious that we have to do
something about capital formation, but also something about such
areas as speculative activity. You raised that.

But that pretty much can be dealt with, as Mr. Volcker hasbeen
doing, by focusing on lending for speculative purposes and I think
probably a little bit more attention to the regulation of commodity
markets which is pretty loose.

But setting that aside, let's look at the troubled sectors. There is
a problem among the firms, how do you allocate assistance? Do you
try to pick a firm and say that one we are going to help and this
one we won't? Capital will normally flow to those .who are making
profits and are adapting. If you want to save AMC, Chrysler or
Ford relative to GM, it is not so easy to say, well, we will favor
those three against GM, which is what it amounts to. It is a very
tricky question. But all three of those companies are in trouble,
and only GM is really strong right now.

We have had this problem in public policy. In other countries
such as, for example, in France, the government and the banks
talk it over, and then there is a conscious decision to have the
banks lend money to the weaker firms.

In France, and in Japan, the banks are also expected at that
point to put new people into management whom they choose, and
then the capital budgeting and strategic planning of those compa-
nies is reviewed by the banks, and it is changed. They are simply
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told, you will no longer do what you were doing because that didn't
work. You have to do something new.

Now, we don't have a mechanism for public-private interaction of
that type. But--

Sinator BRADLEY. Are you suggesting that we should?
Mr. MALMGREN. Yes. I think in my testimony I said between

bankruptcy and letting the market run, we have nothing inter-
mediate.

Senator BRADLEY. I know that, but--
Mr. MALMGREN. I myself find that if firms come in for help, not

only for trade reasons but regulatory relief in the environmental
field, tax relief, or something else, there might be a category that

. _firms get into called troubled industry or troubled enterprise,
which is short of bankruptcy. When you are in that category, you
get some relief, but you also get something else called oversight,
and that oversight might very well be a combination of one of
these tripartite committees and a group of the financial inc itu-
tions that are helping bail out the operation who are expected to
get involved in management and who will oversee change. Prefer-
ably they are taking a stake in the whole thing, and particularly if
you are giving any form of official relief, it is desirable that you
ask the people who are in the lending business to get involved with
what is happening.

Senator BRADLEY. And you would see this as a Government body?
Mr. MALMGREN. Mr. Rohatyn prefers that type of approach. I am

reluctant to see a Government body do this fully because Govern-
ment people are not very well placed to get inside the capital
budgeting process of a company and say this make sense, this
doesn't make sense, your management methods are bad. But I--

Senator BRADLEY. Well, now, Mr. Malmgren, if you were on that
board, I would have no problem with the Government people who
were analyzing the company.

Mr. MALMGREN. I spent a lot of years in Government, and I have
sat handholding with many company people, and now I do it from
the other point of view, and I am an advisor to many of them. And
what I am worried about is to get right some of these international
problems, you really have to change the way of thinking of man-
agement in many areas.

Quite often the problem arose because the company people didn't
see the problem coming and they should have. They didn't have
any planning and they had poor capital budgeting. They kept doing
what they were doing, and they were overwhelmed.

From a public policy point of view, you have got several issues to
cover: The consumer interests, taxpayers interests, especially the
labor interest, which is not going to be watched over unless--

Senator BRADLEY. Well, see, the idea of indicating how the mar-
ketplace should function I agree with, but I wish someone would
tell me how we can successfully, disinvest particularly, in indus-

-iies where there are serious problems. Everyone talks about the
high rate of Japanese investment in sunshine industries and disin-
vestment in sunset industries. But what they don't talk about is
Japanese lifetime employment or payment to workers on the basis
of seniority with incentive bonuses at the end of the year. These
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practices facilitate the disinvestment and adjustment process. They
give everyone a stake in increasing production and competiveness.

So what I want to ask is do you think our adjustment policies are
woefully outdated?-Do you think we should be emphasizing much
more training skills? Do you think there should be a bigger role for
workers in the companies? Do you think we should have unions or
no unions? Mr. Samuel, you don't have to answer that.

Mr. MALMGREN. Well, just to be brief, I think these tripartite
approaches, as Mr. Samuel said, this sectoral approach is a good
new development to walk through with all the parties concerned
what is at stake. We don't do much on training, as a Government, I
mean, really nothing at all to be quite honest. We have not
thought through who should do the training and for what purpose.
We are not very good at picking things like that.

We do need rethinking about disinvestment, or, let's say, rear-
rangement of industries interests. One-thing that does happen
quite often is that when you put up trade protection people do in
that time get themselves out of the industry and leave the workers
hanging. So it is a very complicated problem, how to do that with
the best overall perspective.

We do need a lot of rethinking, but there is a debate going on in
this country now in many quarters on this subject of industrial
policy. As a warning, let me say that I have sat in on many
different committees, and I find no consensus. They are all over the
map and back. It is a very early stage of thinking, and these
hearings, that you have called are very timely, and involve investi-
gation of vital problems of our time.

Ambassador HORMATS. Could I just make a couple of points in
response to that?

One, I think there is certainly a need for more anticipatory
training, and we do have somewhat of a sense as to what directions
overall industries are moving in over a period of time. Sometimes
we are wrong, sometimes we are right as a Government, but we
ought to be doing a lot more training.

Now, people criticize a lot of these training programs because
they are very expensive in terms of start-up costs. Once they get
going, they can do reasonably well, if you know the right industries
to train people for, and the Government has not been perfect at
that.

Second, E lot more effort is needed,"I think, to fbcus not so much
on the aggregate problems of disinvestment, but the local problems,
which is really where the difficulties lie.

Senator BRADLEY. Might another way of saying what you have
just said be that instead of focusing on institutions, we should focus
on individuals?

Ambassador HORMATS. Individuals and localities, yes.
Senator BRADLEY. So that the idea is not to save Chrysler but to

take care of the Chrysler workers and the communities in which
they live.

Ambassador HORMATS. Let's take Mahwah, which is a good case
in point, where you do get a firm closing, and this leads-without
looking at the overall industry you say here is a particular plant
which is being closed by whatever industry it happens to be. What
can you do to retrain people there? Are there industries in the area
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that people could go to? And take a look at it in a more disaggre-
gated way.

There is a group that works now, that the Department of Labor,
Department of Commerce, and USTR participate in which takes a
look at localities that are impacted by steel plant closings, and my
impression is that it has been a fairly effective group, and it works
with the unions and it works with the companies, and they meet
every month or so to identify plant closings, how the locality is
dealing with it, and to focus a lot of particular Government pro-
grams on that locality. And that I think is one way of doing it
which avoids the overall aggregation problem which I think gets
you into difficulty.

The third point I would make, Japan is looked at as sort of the
paragon of adjustment. It is for two reasons. One, because adjust-
ment has been relatively easy inasmuch as their economy has
grown so rapidly, there are new jobs being created for people who
are out of old jobs. And second, the Japanese worker has a sense of
security, and therefore is more willing to allow new productivity to
go into place because he doesn't feel his job is threatened by new
productive investment, including the robotics.

So Japan is an interesting but perhaps not completely relevant
model for the United States, although the worker security and the
movement of capital and labor into more highly productive indus-
tries I think is something that we ought to take note of. If our
economy begins to grow again in terms of increased productivity
and increased R. & D. and increased investment, then I suspect at
least a portion of the overall adjustment problem that you are
talking about will be dealt with, not all of it, but a portion of it.

Mr. BRANSON. I would like to pick up on the hint you dropped
about workers involved in management. it seems to me that that
would be a way to make sure that the labor interest .is met in a
case of disinvestment. If we had a system of more workers involved
with management, but not necessarily Government subsidization of
capital, then you might find at least that everybody involved in the
difficulty of adjustment has the feeling that their interest is being
looked after as well as it can be, given that there is a difficult
problem.

Senator BRADLEY. Senator Danforth?
Senator DANFORTH. One of the points that is made in Ezra

Vogel's book "Japan Is Number One" is the ability of the Japanese
to form a consensus, a truly national policy as to how they become
more competitive and more modern, and the consensus is made up
of business, labor, and Government.

I am concerned that we have a difficult time in doing just that,
and let me give you an immediate example.

Here we are today talking about certainly a major issue for the
future of this country. I don't think there is any doubt about that,
American trade policy, America's ability to do business abroad.
And yet during this hearing we have been interrupted not once or
twice but three times, four times-the first was on a motion to
instruct the Sergeant at Arms, but three times on the subject of
the Zimmerman nomination for the NLRB, and we had to get up,
leave the meeting, go over to the floor of the Senate, and cast a
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vote, three votes on the question of an appointment to the National
Labor Relations Board.

Now, that is a matter which is of intense interest to management
and labor and it is a battle, and so many times the floor of the U.S.
Senate, since I have been here, has been converted into a battle-
ground between labor and management on subjects such as the
Zimmerman nomination, the Lubbers nomination, you name it,
and instead of being able to address our attention to the matter of
the econoinic future of this country, we end up rushing over to the
floor of the Senate to vote on this kind of subject.

How is a consensus formed? It seems to me that a consensus is
formed by discussion, by raising the visibility of the subject, by
getting the American people to talk about it. If there was ever a
case for a national debate or national discussion on an issue of-
major importance, it should be in an election year, and yet what is
going to be the major issue in the political campaign ahead? Some-
thing called Billygate.

Senator BRADLEY. Maybe.
Senator DANFORTH. Now, maybe I am wrong, and Mr. Samuel,

maybe you would be the best person to answer this. It would seem
to me that if representatives of business, of labor, of government
were to get in one room for a few days, and the subject of discus-
sion would be what can we do to regain our competitive position
and to rebuild our industrial capacity, and create jobs for the
American people and job security and a better standard of living
for them, and we are going to talk about what we agree about, not
what we disagree about, and when we come to points of disagree-
ment we are just going to lay them aside, and we are going to try
to figure out how far we can get in reaching a consensus.

I would imagine that the same thing would happen at that
meeting as happened at the meeting at Harvard last April, jointly
sponsored by this subcommittee of the Finance Committee, by Har-
vard University, and by the New York Stock Exchange, which was
a broad consensus shared by business people, by labor people, by
government people who were present, that we have to get the show
on the road, and that getting the show on the road means that we
are going to have to do more with respect to research and develop-
ment, that we are going to have to do more with respect to new
plant and equipment, that we have to take another look at extra-
territorial enforcement of antitrust laws and the like.

And so my question to you is, do you have any suggestion for us
as to how we can build a national consensus which includes busi-
ness and labor and government, and how we can develop a format
for determining wherein we agree?

And I would like you to kick it off, Mr. Samuel, if you would.
Mr. SAMUEL. Well, thank you for the honor, Senator. Your very

eloquent remarks are very difficult to reply to. As we have built
this country, one of the pillars of our strength has been something
we have taken great pride in. That is the adversarial system, and
nowhere has this I think been more productive than in labor-
management relationships.

We, over the years, I think have produced the kind of industrial
relations system in this country that we have, which is to a certain
extent the wonder of the world and the envy of much of the world



152

because it has been based on an honest adversarial system. And to
turn that around quickly or suddenly is, first of all, I don't think
totally desirable, and secondly, going to be very difficult to do.

I don't think you are really suggesting that. Nevertheless, we are
going to get mixed up with that, our feet are going to get mixed up
a little bit in that, and I might suggest to you that meeting in
April, which unfortunately I couldn't attend, but someone from my
office did and came back and did not come back with quite the
glowing report of consensus that you did. There were real differ-
ences that surfaced, and I think we have got to be sensitive to the
fact that different elements in the community do regard our prob-
lems through different eyes, and certainly think that the remedies
might differ between us.

I mentioned, I think while you were absent voting, the fact that
one good sign, I felt, was the existence and the beginning develop-
ment of the tripartite committee system. I mentioned that the
Tripartite Steel Committee has been in existence for I think not
quite 2 years, the Automobile Committee is about to get off the
ground. There have been a couple of others which were in exist-
ence before that, although not well known, one in the construction
industry, and the Coal Commission represented a tripartite ap-
proach to the problems of that particular industry.

And it seems to me that may be the beginnings of a system
whereby retaining the best elements of the adversarial system,
nevertheless we could bring the various parties together to look at
our problems on a sectoral basis, which I think is important be-
cause I think it is on a sectoral basis that we will find answers
which are useful and really answer the particular problems that
we face.

Ambassador HORMATS. Just a couple of points. I think Howard
Samuel put it very well. The tradition in this country differs con-
siderably from that of Europe and Japan. We, as early as our
Constitution, had a very clear line drawn between the government
and the private sector. Europe and Japan really don't have a very
clear line. As a result, there are frequent times in which the
government and the private sector are almost interchangeable, act
as one frequently. So it is hard to overcome certain of these
distinctions.

I think there are two types of approaches which we might think
about. One is the general problem of making people recognize that
there is a problem, and I think this is where education begins.
There is still a feeling in this country today that you can achieve
all your objectives all at once, that you can spend a lot for a lot of
different things and you will do it without getting a high rate of
inflation._The government somehow or the economy somehow can
deliver a whole multitude of objectives almost simultaneously.

We are beginning to realize now that we can't, we have got to
prioritize, and our economy has not, and our system has not proved
terribly adept at prioritizing. Energy, for instance, is a major prior-
ity, and yet we still have lots of programs in the environmental
and other areas which compromis. energy priority. I am not criti-
cizing. I am simply saying it is very hard to set these priorities.

Similarly, anti-inflation objectives are very high priority, - yet
very frequently things are done which compromise that priority,
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not that their motivations are evil, it is just simply that they are
done because there are lots of other objectives that move people in
different directions.

So we are not really good unless we are hit over the head with a
problem, war or a major crisis, at setting the major priorities and
developing programs which are focused in a laser type way on
achieving those priorities.

So it seems to me, one, we need to articulate the problem of our
economy more effectively and more broadly than we have been
able to do, and this is a problem executive branch, legislature,
business, labor, everyone has to work toward.

The second, I think, is to begin to look at particular sectors. Now,
I am very cautious about this, but it seems to me that there have
been interesting starts in the areas of steel and autos and shoes,
some other issues. I am not as convinced that this is going to lead
to major improvements, but it seems to me that there are indus-
tries which have particular problems in the financial, environmen-
tal, other regulatory areas, and there is some utility in getting
business and labor and government together to look at those.

But I would say the major priority is to begin to articulate a set
of objectives and goals which have the general consensus behind
them and work on that basis because I think unless we do things
such as get our energy house in order and get our rate of inflation
down, improve investment and productivity, then a lot of other
things we want to do in the long run in the area of improved
human well being, environmental well being we simply won t have
the resources to do. And I think that this committee in holding
these hearings, following them up as it is going to, can really begin
the effort to set those sorts of priorities.

Mr. BRANsoN. Senator, just let me say that I think that when
representatives of government, organized labor, and big business
come out of that room, Ralph Nader should sue them immediately.
You forgot to bring the consumers, the people, as it is, into the
negotiations.

Senator DANFORTH. The people's interests and Ralph Nader are
two different things, in my point of view, despite the fact that he is
a son of old Nassau.

Mr. MALMGREN. We tried, Senator, with the 1974 Trade Act, the
1979 Trade Act with this committee to put together a consensus-
building system in trade policy, and in fact, when I was in charge
in the Executive of drafting the 1974 act, working in this commit-
tee, we spent a lot of time with the advisory committees which
involved labor and industry and consumer interests and other
people, and that advisory process I think probably had a good
effect, together with working with the congressional staff. The
Congress was able to deal with that legislation and the Geneva
negotiations that wound up last year without an enormous amount
of controversy, even though there were a lot of disputes about
specific issues, as you were involved yourself.

But the overall thrust of the country was ascertainable through
that advisory process. The way you were able to vote the 1979
Trade Act out with a very strong vote in a controversial area
shows that you can make consensus in an area which is so heavily
lobbied and so delicate as is trade policy.
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Now we need to think more about how to do this in other areas
so that we pull together as a Nation, and the sectoral approach
that has been discussed is the right way to go about these troubled
sectors. It isn't going to give us an answer for picking winners
because that is an even tougher subject, What are the new indus-
tries? I think the market is going to have to do that.

But what we have not been doing, in recent years is focusing on
how to build consensus. To me we have had too much of an adver-
sary process and not enough of how we work together to get
ourselves back up to speed and to take the lead once again. We
need more teamwork. You can't play basketball by arguing all day
about who is going to do which thing, and at this point we are
going to lose a lot of games if we don't pull together.

So I think I agree with your sentiment, and we have devices, but
they can be different types of devices. I will give you an example
that goes back even further. The Labor-Management Textile Advi-
sory Committee in the textile field. When that was used well, the
Government was able to talk to both labor and management and
get a reasonable trade policy while domestic restructuring was
taking place at home. It has been sloppy some years and strong
other years, but I worked with it for several years in the sixties
and it was quite successful at times, and our textile industry did
fiodernize itself.

Senator BRADLEY. Let me interrupt to say that we do want to
hear from Professor Gilpin, and time is very short I want to thank
all of you for giving us your time this afternoon, and particularly
your written statements. I found them outstanding, as I have found
Professor Gilpin's statements.

We are anxious to hear from him.
Again I want to thank the panel and ask Professor Gilpin if he

could come up at this time.
You might summarize your statement about the two views of the

world and then we can get to questions if you-would like.

STATEMENT OF PROF. ROBERT G. GILPIN, JR., EISENHOWER
PROFESSOR OF INTERNATIONAL AFFAIRS, WOODROW
WILSON SCHOOL OF PUBLIC AND INTERNATIONAL AFFAIRS,
PRINCETON UNIVERSITY
Mr. GILPIN. I will pass over my statement. In my paper I made

the point that while there was a general consensus that something
was wrong with the world economy, there was a disagreement with
respect to what had gone wrong, and that there were two basic
views, what I call the conjunctural view and the structural view.

Senator DANFORTH. Could you speak a little louder, please?
Mr. GILPIN. The first position holds that we have made a lot of

mistakes, and that things will get back to a normal growth path if
we pursue the policies of the past.

The other position is that we have a structural problem of some
kind. The panel this afternoon has reflected this view that a
number of major changes have taken place in the world economy
and the American economy's place in it, and that the old policies
won't work. One point that was made was the fact that the position
of the American economy has changed due to new competition and
the rise of the so-called NIC's-underdeveloped countries which are
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industrializing. Yet one miist appreciate that the American econo-
my is still the most powerful economy in the world and still has a
lot of leverage which it can use.

The8econd major change is that the energy crisis has brought
about some major shifts; for example, liquidity problems and the
dependence of the United States for the first time, on the world
economy. And yet the United States, with respect to its competi-
tors, is a much more self-sufficient entity.

The third problem which has been emphasized, I think, certainly
by Professor Branson, is that the world is now more uncertain.
This greater uncertainty is due to inflation (what will it be?) due to
the price of energy, (what will it be?) due to political instability
around the world (what will be the next Iran?). This uncertainty
has had a depressing effect on long-term investment and of course
on long-term growth, and of course on long-term trade.

So the world is a much more uncertain world and we probably
will never go back to the certain world that we had in the 1960's.
And what do we do about it? What does the world look like? I
would just like to make several points.

One is that I don't think we will go back to the relatively free
trade of the 1960's, but I don't think we are going to go way back to
the type of protectionism that we had in the 1930's. I think that we
don't have to have one or the other. It is going to be much more of
a negotiated system of trade shares and so forth. The French have
a term for it, organized free trade. It is a lovely term, and I think it
is probably going to be something of that nature rather than either
the protectionism that some people fear or the free trade that some
people would like to go back to.

I think the other thing I want to emphasize is that while the
developing countries, or rather the industrialized developing coun-
tries, do present a challenge, they also present a new market. The
Europeans and Japanese are much more sensitive than we appear
to be to the markets that will be opening up in the so-called-Third
World. Certainly the Germans feel that their future growth pros-
pects with respect to tradewill be in those areas and have tied
their foreign aid policies much more to their trade policies than we
have.

Therefore, although there will be a problem of increasing compe-
tition, there also is the question of future markets. The United
States shouldn't take the position it can no longer compete. Actual-
ly, the goods that we do have to trade, for example, capital goods,
as Professor Branson pointed out, are precisely the goods that
these countries need if they are going to industrialize.

The other question, I think, that arises is whether we want to
create an American, Incorporated to compete against Japan, Incor
porated. One senses that this is in the air today, that is, the issue
of the role of government intervention in the economy. I think we
would make a terrible mistake. I think we would end up creating a
United Kingdom, Incorporated rather than a Japan, Incorporated.
I think the free market, if it is allowed to operate, is much better
at making capital allocations than government bureaucrats.

The government does have a role with respect to the basic re-
search end of the spectrum. When you get over into the commer-
cial sector, government, especially those so-called nationalized in-
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dustries in other countries, have not been very good at making the
right investment decisions in many cases. Sometime they have;
sometimes they haven't.

For these reasons I don't think we ought to move very far into
this U.S.A., Incorporated. If you look at Japan and West Germany
and why they succeeded, I think they succeeded because they made
heavy investments in skilled labor; they have made heavy invest-
ments in their own economy and very little foreign investment.
They have relied upon the free market, and they also have had a
peculiar relationship between industry, government, and banks in
those countries. The basic investment decisions have been made
much more by banks rather than by government and the govern-
ment sector. Whether we can move in that direction, as I think Mr.
Malmgren has suggested, I don't know, but maybe there are rea-
sons to have new types of institutional structures in the United
States.

But certainly I think we should be very careful about moving
very far in the direction of having commercial decisions and capital
allocation decisions made in Washington.

Another area I would like to stress which has not been stressed
by the other members of the panel, and I stress it because it was
one of the questions that was given to us by you-and I must say
the questions are excellent. I am glad I do not have the opportunity
to have to answer them-this is the whole question of economic
sanctions.

I do think we have made a serious mistake using economic
sanctions as a political weapon. I think that. it has hurt us more
than it has hurt other countries. It has of course hurt other coun-
tries, but I think it has also hurt us. The reason why it has hurt us
is because at the same time we are trying to increase our trade we
are giving the impression to other countries that we are an unreli-
able trading partner. This is forcing a number of countries to try to
divert their trade from the United States because they do not want
to be put in the position of being dependent upon an unreliable
United States.

Mr. Malmgren has already made this point when he said that
the freezing of Iranian assets by the U.S. Government was prob-
ably in the longer term detrimental to the American position.

I think, therefore, if we are going to be more successful in trade
in the world, we have to decouple trade much more than we have
from our foreign policy and must try to, be much more open to the
fact that the United States must trade if it is to import energy and
solve its other international problems.

Thank you.
Senator BRADLEY. Thank you very much, Professor Gilpin.
One of the things that intrigued me in your statement was you

seem to think that the bedrock of improving our economic circum-
stance is increasing research and development expenditures.

Is that correct?
Mr. GILPIN. Yes; if you look at the raw figures, the United States

has expended a great deal more in R. & D. than other countries.
On the other hand, if you look at the way that has broken down we
have been putting much more into atomic energy, space and the
military relative to the expenditures, for example, of the West
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Germans, who put much more in civilian-related industrial
technology.

Fortunately there has been a comeback with respect to American
R. & D. expenditures in this country, and I think this change will
pay off in the long term.

One of the problems, though, at the present time is that given
the uncertairty, industry is very reluctant to put funds into long
term investments. So you are caught in a vicious cycle. How we get
out of it will be a problem until the basic uncertainty caused by
energy, inflation and so forth is resolved.

I would like to talk about this whole question of consensus. I
have two views on the need for a consensus. If you look at the
consensus that developed with respect to the foreign trade policy
the United States at the end of the Second World War, it took a
long time for that consensus to develop, that is, to move toward an
open economy. The financial community, Wall Street, if you will,
moved toward this view that we are part of the world economy and
must have an open economy in the 1920's. But, then, in 1930 you
had the Smoot-Hawley tariff and demands by labor and industry
for protection. In the 1930's, you had the move of agriculture,
symbolized by Cordell Hull, that the U.S. agricultural community
had an interest in the world economy. Then, you had the move of
industry toward free trade. And, then, at the end of the Second
World War labor began to move in the same direction.

So the four major sectors of our economy-finance, agriculture,
industry, and labor-joined behind the so-called Bretton Woods
system of liberalized trade.

Now, lots of things have happened. Labor is departing from that
consensus. Certain important sectors of industry are departing.
Agriculture is still very strong behind free trade though they have
their problems with the restrictions of the European common agri-
cultural policy. The financial community is still very much behind
free trade. And I think that you cannot forge a new consensus
except through the type of debate that your committee is
encouraging.

But I would make a last comment about consensus, especially
when you bring up the problem, the point of view about the Japa-
nese consensus. It was also a Japanese consensus that took them
into war against the United States in 1941, and one of the reasons
they did so was because dissent had been suppressed.

I think that the strength of the United States is the fact that we
do have all these contending voices. But it does get frustrating, I
appreciate, and it will take a long time to sort out what will be the
new foreign economic policy of the United States in the future.

I think what I am trying to say is that consensus is good only if
it is the right consensus.

Senator BRADLEY. Getting back to my question on research and
developmeMt, there is an argument made that it is not just that we
haven't had enough research and development, but that we haven't
had enough process research and development in particular. We
have had a lot of basic research and development, though that has
declined somewhat in the 1970's. But presently it is not so much
the decline in our basic research and development that hurts our

68-425 0-80- 11
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productivity as it is the decline in our process research and
development.

Do you have any ideas about how we could increase our process
R. & D.?

Mr. GILPIN. Well, I think that we are talking about a spectrum of
activities, which are basic research, done mainly in universities,
through developmental research, through process research that you
are talking about, through the whole question of actual commer-
cialization of a product.

Government, I think, has a role, a very effective role in financing
and supporting research and development as well as process re-
search up to the point of commercialization. Now, as you go from
one end of the spectrum to the other, from basic research to
commercialization, you also are going from costs of $1 to $10 to
$100 to $1,000 so that the basic end of the spectrum is relatively
cheap. When you get over to the commercial end of the spectrum,
it becomes very expensive.

One of the problems is that in many cases we are putting too
much money into commercializing technology before we really
have done enough of the basic research. I think it has been one of
the real strengths of the United States that in the past we have
tried to put more money into the basic and applied end before we
went into the commercial side of the thing.

France would be an example of a country which poured a lot of
money into commercial developments, most of which turned out to
be duds. Great Britain did the same thing.

So that, yes, I would agree with you, government has a role in
this type of basic, applied and process type research, but it should
shy away from getting into the commercialization side. We are
moving- much more in that direction, of course, with the synfuel,
and I think there are some dangers in that direction.

Senator BRADLEY. Did you read Mr. Malmgren's testimony?
Mr. GILPIN. That was not available to me.
Senator BRADLEY. Were you aware of the facts he gave us on the

Eurocurrency market, the size of the market, commonly estimated
at a net of $650 billion, including interbank transfers, but his
source estimated it at a figure of $1.8 trillion.

Now, that size, whether it is the first or second figure, is trouble-
some for exchange rate policy, monetary policy, economic policy,
and as someone pointed out in the panel, that moves us much more
to a barter economy internationally.

Do you see that as-could that be not a disastrous direction in
which to head?

Mr. GILPIN. There has been a lot of movement toward barter,
especially with respect to energy. I am not sure the--

Senator BRADLEY. Do you see that as a positive direction or not?
Mr. GILPIN. Toward the barter economy? No, I think it would be

a very dangerous movement to move in that direction.
Senator BRADLEY.. And why?
Mr. GILPIN. Well, usually what is bartered is, in many cases, are

armaments, and locking up markets for a long time. It is a move-
ment toward a politicized world economy. I think what I am trying
to argue, for example, with respect to the whole question of eco-
nomic sanctions is that we should move away from a politicized
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world economy. The reasons for the bartering, of course, have to do
with the availability of hard currency to certain countries who are
able to make certain deals with respect to military arms in return
for oil, political influence, and that type of thing. Also, some of the
oil producers, worrying about the value of the dollar and accumu-
lating too many dollars prefer barter.

It is also associated with the whole question of too many dollars
out there floating around and not pinned down.

Senator BRADLEY. Senator Danforth, do you want to ask any
questions? I will come back.

Senator DANFORTH. Professor Gilpin, with respect to where in-
vestment decisions are made, I suppose there are various options,
direct grants, for example, by Government, or direct subsidies of
particular sectors of the market would be a very specific way of
influencing investment decisions.

This committee, in addition to having jurisdiction over trade
policy, also has jurisdiction over tax policy, and tax policy can or
cannot be used to try to influence investment decisions. For exam-
ple, this morning we had hearings on the question of should we
have a tax cut, what kind of a tax cut for 1981, and there are
various approaches to the corporate component of the tax cut. One
approach is rate reductions, corporate rate reductions on the
theory that corporate rate reductions are untargeted, apply equally
to service oriented businesses as well as capital intensive bus-
inesses, and permit all kinds of business people to just simply make
the decisions today with respect to what the future rate of return is
going to be after taxes..

That approach this year is, I would say, very much a minority
approach with respect to what kind of tax cut we are going to have.
More people are talking about accelerated depreciation. Some are
talking about increasing the investment credit. But those would be
more general approaches to targeting a tax cut to capital-intensive
businesses, in other words, skewing business decisions toward in-
vestment in new plant and equipment. The ultimate, of course,
would be tax shelters where the Congress, in effect says to the
private sector, you will receive a reward in the form of a tax break
if you-and then fill in the blank, you know, build tugboats or
apartment houses or whatever.

One of the things that we have been considering is a special tax
credit for business spending on research and development, which is
the way in which tax policy can be used to influence a certain kind
of activity.

So I was wondering to what extent your comments on market-
place investment decisions apply to the tax work of this committee
in fashioning some sort of tax cut for business.

Mr. GILPIN. I should preface what I have to say, Senator, by
noting that I am not an economist. I do not have any real expertise
in this area. I would make a comment, for what it is worth, and
that is with respect to this whole question of making, as I under-
stand the question, specific tax cuts for particular purposes such as
increasing R. &. D, versus more general tax cuts, My impression
from what I have read is that a tax cut to encourage, for example,
greater investment in R. &. D, is not a very good route to that
objective because business is not making investment in R. &. D for
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market reasons or for long term questions of uncertainty. The
other problem is how do you police such a decision. I know other
countries such as the French and the British and some other
countries which have tried to do this have suddenly discovered that
the definition of R. &. D has expanded out into a great number of
areas where it never existed before in terms of company account-
ing. So it becomes very difficult to earmark, I think, taxes for such
a purpose.

I think if there is a reason for a tax cut, it should be general
reasons rather than to try to encourage industry to invest in
R. &. D. Industry will invest in R. &. D if it feels that there will be
a payoff of some kind. The tax cut is a necessary condition, if you
will, but it is not a sufficient condition to bring that about. That
really is a layman's judgment.

Senator DANFORTH. And how about the more general question,-
though, of conditioning a tax cut on a business decision to build a
new plant or to invest in new equipment, that is, depreciation as
opposed to a rate cut?

Mr. GILIN. Again, I really think I will have to pass on that,
Senator. I just don't have the technical knowledge.

Senator DANFORTH. Let me just ask you, if you could, to elaborte
on the comment which you made rather quickly-it may be in
more depth in your statement. I haven't had a chance to read it
yet-but that economic sanctions don't work. We have tried them a
couple of times very recently, -once with respect to Iran, once as a
response to the Soviet invasion of Afghanistan.

Your view is that this is counterproductive, doesn't work and
tends to interrupt American markets.

Mr. GILPIN. They do not work in the sense that they do not
achieve their purpose.-They certainly impose costs. They impose
costs both on the target states, the Soviet Union and Iran; they
impose costs on the United States. But they do not achieve the
objective of getting the Soviet Union to move out of Afghanistan,
they have not achieved the objective of getting the hostages
released.

The tendency is for economic sanctions to produce in the sanc-
tioned country a rally around the flag syndrome. The Soviet Gov-
ernment can use the sanctions to strengthen their position with
respect to their own people. Khomeini has done the same thing in
Iran. There have been a number of other cases where we have used
economic sanctions over the years.

You can only impose economic sanctions if you have some sort of
market monopoly position. We do not have that anymore. We do
not have it in agriculture; we don't have it in any area of technol-
ogy, really. We certainly can hurt.

There are reasons, for particular strategic embargoes. For exam-
ple, you may not want to sell the Soviet Union a particular com-
puter which will enhance their strategic capabilities. But it is a
different question to try to have a general embargo in order to
change the policy of a foreign country.

A colleague and I did a long study of this subject about 18
months ago and looked at all past cases of economic sanctions,
against Mussolini in 1936, against the Japanese in 1941, even going
back to the first economic sanctions of the United States against
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the British in the War of 1812. The history of sanctions shows that
they don't work, that they are counterproductive and that other
measures are to be preferred in international politics.

I always try to make the point that for the United States, which
is trying to reestablish itself as a world trading country, it is
especially damning. A number of countries have sought to diversify
their trade away from the United States because they do not want
to be caught in the position of being dependent upon a capricious
American foreign policy. This is the point I brought it up in the
context of American trade policy.

Senator DANFORTH. Now, there are other reasons for denying
sales, for example, with respect to nuclear powerplants, or nuclear
fuels.

Mr. GILPIN. For strategic reasons, yes.
Senator DANFORTH. Is that a different issue?
Mr. GILPIN. I think it is quite different, yes.
Senator DANFORTH. The argument that can be made on the other

side is well, if they don't get it from us, they get it from somebody
else.

Mr. GILPIN. That is frequently made, and sometimes it is the
case. But to say that economic sanctions don't work is not to argue
that one should sell a hydrogen bomb to Qaddafi. There are cases
where you would want to have strategic embargoes ranging from
weapons to the capacity to produce a particular type of weapon.
That would have to be on a case-by-case basis, but I am talking
about general embargoes to achieve political goals which is the
case in the recent policies of the United States.

Senator BRADLEY. Professor Gilpin, applying your analysis of,
say, the past 50 years, to events today and considering the thought
that the 1980's will be the decade not of nuclear war but of invest-
ment wars, what factors are pushing countries into investment
wars or economic wars, wars that result in a net loss for all
parties?

In a world as interdependent as today, how can any country
engage in protective policies, thinking that they would benefit?

Mr. GiLPIN. Well, they might benefit in the short term. I think in
the long term they will not benefit.

There will indeed be these problems of investment wars, if you
want to call it that, but I think it is really much too strong a term.
I don't see us moving into that sort of world of economic conflict,
whether it is straight conflict or investment conflict. There are
possible sequences one could imagine, for example, with respect to
demands for energy, the population explosion, and so forth, but-I
don't subscribe to the view of a recent author who said that we are
moving out of geopolitics into ecopolitics and that the economic
struggle among nations will determine their fate. I don't think we
have moved out of the era when the basic fate of nations is deter-
mined much more by military power and the political factors
rather than how well one does in trade and investment. They are
very important, but I don't think we have somehow moved into a
different world than it has been in the past.

What has happened is that we as a country have become muth
more dependent upon the world's trading system. We Americans
have discovered the world economy. Other nations knew it was
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there a long time ago because they had to trade to import. For the
first time we have to trade to import, and that is one of the great
changes. We have become functionally a much more open economy,
even though the foreign sector is down to around 7 to 10 percent of
our economy. But we have to import energy and other raw materi-
als or suffer a major decline in our standard of living. I don't think
our survival is at stake.

Senator BRADLEY. I know you have argued that we should keep
government and business separate, we should let the economic
sector make its own investment judgments and not cloud it with
government intervention. But the fact of the matter is that the
decade of the 1980's is going to be one of much greater government
cooperation with and involvement in, business, not just-in-govern-
ment-to-government energy barter deals, and not just in deals with
Eastern European countries, but also through joint business-gov-
ernment ventures in the Third World and in OECD countries,
through multi-party financing and investment arrangements spon-
sored by international financial institutions, such as the cofinanc-
ing program of the World Bank or the investment ventures of its
International Financial Corporation. How do you determine, and
assess, the political risk in such joint business-government
ventures?

For example, we now find ourselves having extended to the
Soviet Union close to $25 or $30 billion in loans and, close to $90
billion in loans to Eastern Europe. A default on those loans could
pose a serious threat to the national security of this country.

How do we begin to place these political risk considerations into
an analytical framework?

Mr. GiLPIN. Well, I agree with you entirely. One of the conse-
quences of the relative decline of American power is that we are no
longer in the position that we were in the late 1950's and 1960's to
set the rules of the game. We have moved into much more of a
politicized international economy, the role of the State in the do-
mestic economy, barter, all these things. To say that risk has
increased is another way to say what the earlier speakers talked
about, that is, the increased problem of uncertainty.

The whole question of risk assessment, as you probably know,
has now become a growth industry among the American consulting
firms, with all sort of elaborate mathematical models to try to
determine whether or not a particular country is risky.

Of course, in economics the way one handles risk is through
diversification, so-called portfolio management, and so forth, anT I
presume that this is what one has to do in the economic sphere as
well-to not put all your eggs in one industry and all your invest-
ments in one country; there is an effort to try to diversify.

Senator BRADLEY. What does that mean for the value of the
dollar?

Mr. GILPIN. It will probably mean that the value of the dollar
will go down because other countries will be moving into deutsch-
mark, Swiss francs, et cetera. They are diversifying because-and
this is one of the changes in the world-because the dollar has
beco-'e-uncertain. It is no longer as good as gold as it was a few
years ago, and it is again one of the major factors in the more
uncertain world that we live in.

Senator BRADLEY. Senator Danforth, do you have anything else?
All right, thank you very niuch, Professor Gilpin.
[The prepared statement of Mr. Gilpin follows:]
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April 15, 1971 marked the end of the'post-war era of inter-

national economic relations. On that date President Richard

Nixon, responding to the first American trade deficit since 1893

and accelerating speculative attacks on the dollar, announced a

new foreign economic policy for the United States. In imposing

a surcharge on American imports and suspending the converza-

bility of the dollar, in addition to other remedial actions#

the American President dramatically altered the set of relation-

ships and understandings that had characterized the world economy

since the establishment of the Bretton Woods system at the close

of the Second World War.. More importantly, President Nixon's

action initiated a process which continues to challenge the

free-market economies: the reestablishment of a set of effective,

cooperative arrangements in the face of a changing political,

social, and economic context on both the domestic and international

levels. In particular, the problem posed is how the OECD countries,

individually and in cooperation with one another as well as vith

non-OECD countries, can achieve a satisfactory-level of economic

growth, full unemployment, and stable prices.
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Although there i widespread agreement that the world po-

litical economy is in a state of crisis, there is no general con-

sensus regarding the nature of this crisis. One in fact encounters

a broad spectrum of intelligent and informed opinion. It is

possible, however, to group Americans concerned with these matters

into two broad schools of thought, though few individuals are

exclusively attached to one or another of these perspectives on

the nature of the changes taking place within and among OECD

countries.

The first school of thought may be called the 4onJunctura.

perspective in that individuals associated with this position

tend to believe- that contemporary problems of slow economic

growth, unemployment, and inflation are due to a unique con-

juncture of fortuitous circumstances; these indiv4 d.Uals do not

believe that any fundamental and long-term changes in the world

economy have taken place. As such, this school of thought be-

lieves current difficulties can be surmounted by relatively mod-

erate policy adjustments. The second or structural position,

on the other hand, believes that a number of significant changes

have taken place due to long-term secular trends and shifts in

fundamental relationships in both the economic and political

spheres. As a consequence this school of thought believes that

rather far-reaching policy adjustments are called for if our

present difficulties are to be resolved. Prior to an examination

of these two positions - where they differ and where they agree -

let us first recall the essential features and foundations of
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the international economy prior to August 15, 1971.

The World Economy Prior to August 15, 1971

At the end of the Second World War, the world economy

was reestablished on the basis of the so-called Bretton Woods

system. The principal features of this system were the fol-

lowing: (1) a commitment tQ the liberalization of trade, em-

bodied in the General Agreements on Trade and Tariffs (GATT);

(2) freedom of capital movements; and (3) an international

monetary system based on fixed exchange rates, the converti-

bility of all currencies into gold, and the. pivatol role of

the dollar as principal reserve and transaction currency. While

there were deviations from this liberal, multilateral system,

principally the creation of the European Economic Community,

the international political economy prior to August 1971 had

been evolving in the direction of non-discrimination and ever

greater flows of goods and capital.

In retrospect, the system was remarkably successful. It

facilitated the rapid recovery of the economies which had been

destroyed and distorted by the Second World War. International

trade especially in manufactured goods among the advanced

economies expanded at a more rapid rate than GNP. Along with

trade and the system of fixed exchange rates, foreign Invest-

ment by multinational corporations created a highly interde-

pendent world economy. The rate of economic growth for most

advanced countries was unprecedented. Not since the last

decades of the nineteenth century had the world enjoyed such

a period of rapid and sustained growth and prosperity.
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The foundations of this highly successful economic system

were provided by a set of understandings and relationships, some

of which were explicit and others of which were only implicit.

It is only now in retrospect that the importance of these

economic, technological, and political factors which facil-

itated the-operation of the Bretton Woods system have become

appreciated. The crisis of the system is due essentially to

the fact these foundations have become heavily eroded over the

past decade or so. For this reason several of the more impor-

tant reasons for the success of the Bretton Woods system merit

attention.

In the first place, the United States had the capacity

and will to undertake the leadership role in fashioning a lib-

eral and open world economy. As the distinguished French

__ecogmJst, Francois Perroux, has argued the world economy has

evolved through a succession of leading or dominant economies

such as The Netherlands in the early modern period and Great

Britain in the nineteenth century. Since 1945 the United States

has played this role; its economy was the principal engine of

growth, the major provider of foreign investment capital, and

the supplier of the world's currency.

The reasons why the United States undertook these leadership

responsibilities were four-fold. First, American political

leadership at the end of the Second World War was convinced that

the war itself had been the consequence of the nationalistic and

protectionist economic policies of the 1930s; it was therefore

.imperative If peace were to be preserved to create an open
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world economy. Second, the major economic groupings in the

United States - finance, industry, agriculture, and labor -

had come to realize that their interests lay with free trade.

The financial, industrial, and technological superiority of

the American economy encouraged American to believe they could

outcompete other economies in an open system. And, third, the

rebuilding of the war devastated European and Japanese economies

as well as their integration into a system of liberalized trade

seemed imperative if Soxiet-backed communismwere to be defeated.

The second major factor underlying the success-of the world

political economy was the political and military alliances

composed of Japan, Western Europe, and the United States. These

anti-Soviet and subsequently anti-Chinese alliances facilitated

economic cooperation. In this connection, one aspect was of

critical importance. Largely for political reasons Americals

European and Japanese allies accepted the American role as the

world's banker and the dollar as the principal currency. This

situation had two important consequences. First, the United

States could not devalue the dollar in order to improve its

international competitiveness and trade balance. Second, the

United States was largely freed from balance of payments con-

straints in the conduct of its foreign policies and therefore -

in the opinion of such criticB as Charles de Gaulle of France -

could freely print dollars to buy foreign corporations, import

goods, and finance the Vietnam War.
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A third factor underlying the rapid rate of economic growth

and economic success was a set of highly favorable terms of trade

for the advanced economies, especially with respect to petroleum.

A significant aspect of this favorable situation from the point

of view of developed economies was that Amorica - and to a lesser

extent European-multinational corporations generally controlled

the production, transportation, refining, and, marketing of

petroleum and other raw materials. While this was a lucrative

business, it also meant that these multinational corporations

were able to guarantee security of supply and, at least in the

case of petroleum, lower prices than otherwise might have been

the case.

A fourth factor underlying rapid economic growth and in-

ternational economic cooperation was the complementarily of the

major OECD economies and of their foreign economic policies.

For its part, while the United States exported agricultural

products and high-technology goods, American corporations tended

to follow a foreign investment rather than an export strategy.

Due in large measure to an overvalued dollar, foreign assets were

relatively inexpensive and therefore goods produced in foreign

subsidiaries of American multinational corporations were more

price competitive thran goods produced in the United States for

export. The European and Japanese economies, on the other hand,

had undervalued currencies and therefore tended to follow an

export strategy. Moreover, at least until relatively recently,

they did not compete with the United States in high technology

areas such as computers, aviation, and electronics. The con-
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trasting strategies and a complementary division of labor, despite

occasional frictions, facilitated the growth of international

boonomic interdependence.

In particular, this complementarily and the international role

of the dollar meant that the United States could pursue economic

expansionary policies, drawing in imports, and thereby per-

formidg the role of the engine of growth for the rest of the

world economy. This outflow, of dollars provided the world

with sufficient liquidity to finance trade and investment.

Though the United States Lfter 1959 had a chronic balance of

payments deficit, other countries acquiesced because it enabled

them to rebuild their monetary reserves and pursue export-led

growth policies. The system was dependent, however, upon con-

fidence in the value of the dollar and the underlying strength

of the American economy. In recent years these favorable founda-

tions of international economic cooperation have been battered

by numerous political and economic events. Whether these

foundations have been irreparably damaged and are threatened

with destruction brings one to the debate between the con-

junctural and structuralist positions. For this reason, we will

discuss each position in turn and, then, suggest that at least

in the United States there are several major points on vhich the

two schools of thought appear to be in agreement.

The Conjunctural Position

According to this position, the world economy has been

buffeted over the past half decade by a series of exogenous
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shocks and ill-conceived policy decisions. These circumstantial

and hopefully non-repeatable events include the following: the

economic distortions and inflation caused by the Vietnam War;

the several-fold increase in the price of petroleum; the sale of

massive amounts of wheat to the Soviet Union and other changes

in the world food economy; mismanagement of macro-economic policy;

increasing synchronization of the business/political cycles in

the major OECD countries; and the devaluation of the dollar and

attendant realignment of exchange rates. These developments,

it is argued, caused a major disequilibrium in the world economy

and constituted the major cause of the phenomenon of "stagflation"

- the combination of high levels of inflation and unemployment.

The proponents of this position tend to believe that this

temporary disequilibrium can be resolved and the OECD economies

can return to a normal growth path with full employment and price

stability through orthodox instruments of macro-economic policy.

Though they may differ on the relative mix of fiscal or monetary

policy, they do not believe "conventional" economic theory and

policy Instruments have been undermined by recent developments.

Mainly what is required is time to dampen down inflationary

pressures and to adjust to one-time major economic shifts such

as the change in the relative price of petroleum and the rea-

lignment of exchange: rates. Within this broad consensus of faith

regarding the efficacy of traditional policy instruments, however,

there are those who stress the obstacles to rational policy-making

wrought by contemporary social and political developments. These

obstacles constitute the following:
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(1) The first major change is due to the fact that recent

developments have created an inflationary mentality or atmosphere.

Inflationary expectations have become a built-in feature of almost

every free market economy and by virtue of this fact have become

a source of inflation generation. As business, labor unions, and

other groups seek to anticipate and counter the future effects

of inflation through price and wage increases, they contribute to

inflationary pressure. This new atmosphere of inflationary ex-

pectations has unleashed a spiral of wage and price rises as unions

and management anticipate and seek to compensate for future rises

in wages or prices. As a consequence "fine tuning" of the

economy has become more difficult. For this reason, the major

task of economic policy must be to neutralize this inflationary

psychology and break the vicious cycle of wage and price in-

creases. Policies advocated include a restrained but, gradual

increase in demand; the exercise of monetary restraint; the

imposition of wage and price controls; the negotiation of a

"social contract"; etc.

(2) A second and related view is that economic adjustments

and the return to equilibrium have been made more difficult due

to the fact that in every free-market economy there is an in-

creasing concentration of economic power. The free play of mar-

ket forces is increasingly being displaced by large corporations

and labor unions able to resist deflationary forces. Prices

and wages have become "sticky" downward. Despite recent high

rates of unemployed plant and labor, for example, prices and

real wages did not fall, at least in a number of economies.
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Thus, each reflation of the economy following a recession takes

place at an already inflated wage-price level. This in turn has

altered the trade-off between inflation and unemployment; in order

to reduce the level of unemployment one must anticipate a higher

level of inflation than in the past. What is required, therefore,

is greater exercise of restraint by these new centers of economic

power if the coon good is to be achieved.

(3) Another inflationary factor is the combination of

rising social expectations and declining industrial productivity.

In most every free-market economy several decades of rapid

economic growth and increasing affluence have raised the

economic expectations of society in general and of the labor

force in part-cular. People demand an even higher standard of

living, better social welfare, a cleaner environment, and

greater leisure. At the same time- evidence mounts that in

a number of economies, certainly the United States for example,

the rate of growth of productivity has declined. The gap

between these rising demands and a decreasing capacity to finance

them has become a major source of inflation, a slower rate

of economic growth, and a decreasing international competitiveness.

Society must realize, it is argued, that there are limits to what

the economy can provide and that these limits are set by the

productivity of the economy.

(4) Another change of concern to many advocates of the con-

junctural position is that "temporary" shortages may restrict

growth and employment as well as create inflationary pressures.

The conspicuous example is of course energy. In this case,
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"tUtporary" may mean decades until new sources of energy are

realized. (For this reason, the significance of the "energy

revolution" will be treated in the following section on the

structural perspective.) But in the areas of food, raw materials,

housing, and services, government is believed to have a respon-

sibility to change regulations and eliminate bottlenecks which

restrict supplies. In brief, the traditional emphasis of

economists and governments on the demand side of the economic

equation must be supplemented by a greater concern with the

supply side.

(5) Perhaps the most significant change stressed by many

adherents of the conjunctural position (and, as shall be shown,

structuralists as well) is a decline in the supply of capital

and of capital formation. A number of reasons are given for

the concern that capital availability will restrict future growth

and employment: (a) In all the OECD countries, there has taken

place a decline of profits; (b) in certain OECD countries, the

rate of savings is inadequate relative to perceived investment

needs; (c) the rise of real wages, the increased tax burden,

and the threat of Inflation have decreased the incentive to invest.

Whatever the cause, a potential capital shortage is perceived

as a major issue-of public policy which if not resolved will

have disastrous long-term effects on growth, employment, and

inflation.

68-425 0-80- 12
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(8) Finally, although their diagnosis and remedy are more

fundamental than most conjuncturalists, one should include within

this camp; the monetarists led by the University of Chicago's

Milton Friedman. This group which enjoys wide support in busi-

ness and conservative Republican circles argues that excessive

taxation, government intervention in the economy, and creation of

money have stiffled private initiative, have eliminated profits

necessary for productive investment, and have caus3c run-away

inlation. This situation in turn is held to be responsible

for the plight of the dollar and the strains in the world

economy. The solution, therefore, is a return to reliance upon

the market, a massive reduction in taxes, and severe restraints

on the creation of money. At the moment this counter-revolution

against the welfare stat3 and keynesianism is spurred on by a

growing tax-payers' revolt which began in California with the

passage of Proposition Thirteen.

In summary, the conjunctural position believes that present

difficulties can be transcended if businesses, labor unions,

and governments exercise restraint with respect to their demands

on the economic system. Past excesses and irresponsibility have

produced a set of inflationary expectations which inhibit the

smooth functioning of the Western market economies. In time,

with fiscal and monetary responsibility, these economies can

adjust to the impacts of the energy and related shocks and return

once again to an equilibrium growth path with high levels of

employment and stable prices.
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The Structural Position
4

In contrast to the relatively benign view of the conjunctural

position regarding the present economic situation, the structural

view believes a number of fundamental changes have taken place

and that more drastic policy responses are: required. While there

is no unanimity with respect to the nature of these changes, the

advocates of this position stress one or another of several

long-term secular trends or developments which have transformed

the socio-economic and political environment in which economic

policy decisions must be made.

Among the significant developments stressed by this school

of thought are the following:

(1) The most significant determinant of this changing

socio-economic and political context is said to be the altered

position of the United States in the world economy. Since the

end of the Second World War, the world economy has been largely

American centered; the American market was the most dynamic and

the American dollar became the key international currency.

American economic leadership, supported by Western Europe and

Japan, led the way in creating, after decades of depression and

war, a relatively open international economy. Trade, capital,

and monetary flows were unprecedented, producing a highly in-

terdependent set of relationships among the advanced free-market

economies.

Although the United States continues to be the most powerful

economy in the world, an important shift is believed nevertheless
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to have taken place In the distribution of economic and indus-

trial power among the United States, Western Europe, and Japan.

In part, what has happened of course is that Western Europe and

Japan have regained the economic and industrial position they

lost due to the destruction and distortions of the Second World

War. But what has also happened, according to this position, is

the relative decline in the economic and industrial preeminence

of the United States. Thus, whereas a few years the United States

alone was regarded as the "engine" of the world economy, the

locomotive role is now increasingly believed to be beyond the

United States alone and must be shared by certain other OECD

countries as well.

While the meaning and significance of this transformation

of the position of the United States are a matter of debate

and controversy, certain of the consequences appear already -

evident to the structuralists. First, America's fluctuating

trade and balance of payments have stimulated powerful pro-

tectionist sentiments in the United States, particularly on the

part of organized labor. Second, the international monetary

system has been changed from one based on fixed exchange rates

to one of more or less flexible exchange rates raising the

specter of competitive exchange rate policies. And, third, as

the American economy appears less able by itself to be the

motor of the international economy, there is a consequent need

for greater coordinated leadership and economic management on

the part of the OECD countries.
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(2) A second, and related set of developments, relate to

structural changes in the OECD economies and in the world economy

as a whole. What is meant by "structural" problems differs of

course for various observers. For some it refers to the fact that

various OECD countries have a different set of priorities regarding

the trade-off between employment and inflation due to contrasting

historical experiences and domestic economic systems. For others,

it refers to the difficulties posed by the existing composition

of exports and imports among OECD economies. For still others,

we have entered a post-Keynesian era where traditional methods of

fiscal and monetary policy and demand management will no longer

.prove effective. In particular, this latter school of thought

has reviewed, in one form or another, the "stagnation" thesis

which has historically haunted free-market economies.

A common theme of "structuralists" is that the economies of

the OECD countries and certain other developing economies as

well have become increasingly similar with respect to industrial

sectors and the composition of exports. This belief is coupled

with the perception that the Western European, Japanese, and

certain lesser developed economies (Taiwan, South Korea,

Brazil, etc.) can now engage in import substitution or the export

of goods which were once available only from the leading in-

dustrial countries. At the same time, American industry is said

to have failed to develop sufficiently new products for home

and foreign markets to take the place of goods other countries can

now produce for themselves or can
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produce more cheaply for export. Thus, in a number of industrial

sectors--steel, petrochemicals, automobiles, textiles, electronics,

shipbuilding, etc.--there is said to exist a world-wide over

capacity. For this reason there is said to exist a need for

cartel-like market sharing arrangements, or what the French

call "organized free trade."

(3) A third transformation stressed by the structural

position is the energy revolution which occurred during the

winter of 1973. In brief, this transformation of the energy

situation is believed to involve three major but related devel-

opments. The first was the transfer of effective control over

the supply and pricing of world petroleum from American and other

multinational oil companies to the producing countries themselves

represented by the Organization of Petroleum Exporting Countries

(OPEC). The second was a several-fold increase in the cost of

petroleum. And, the third was the fact that the United States

for the first *time in its history became dependent upon foreign

suppliers for a vital resource; it was this latter situation

which in fact made the first two developments possible.

While certain of the economic and political consequences of

this dramatic change with respect to energy supplies and pricing

have already been made manifest, the most significant effects it

is believed will be long-term and will be felt over the next

several decades. These immediate and longer-term consequences

include the following:

(A) The most dramatic and immediate effect of the energy

revolution was of course the praze increase itself and its in-
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flationary impact. While a price change of such a magnitude is

undoubtedly a one-time effect, It will take many years for its

longer-term consequences to work their way throught the world

economy. Moreover, the possibility of future erratic changes in

the supply and price of energy (or other raw materials) has

endowed economic affairs with a new and high degree of uncertainty.

This uncertainty itself undermines business confidence and thus

is held to inhibit long-term investment decisions.

(b) The most significant political consequence of the energy

revolution is said to be its impact on national security. -Until

new sources of energy are developed, the economies of the OECD

countries will become increasingly dependent upon Persian Gulf

petroleum, a source which at best can only be described as highly

vulnerable. In particular, this new sense of dependence and

insecurity has set in train major changes in economic and foreign

policy, changes whose long-term effects are yet to be perceived.

All of the OECD economies in cooperation with one another and

singularly are undertaking measures to insure security of supply

and reduce this vulnerability to a sudden cut-off of energy

supplies.

(C) The third set of effects relate to the international

trading and monetary ststem. In the first place, the terms of

trade have been radically transformed ;or all importers of

petroleum, producing in its wake massive trade and financial

unbalances especially for most lesser developed countries and

the United States. In the case of the United States, this shift
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in the terms of trade has been accentuated by accelerating imports

of petroleum and the simultaneous decline of income from overseas

petroleum investments. For lesser developed and certain OECD

countries, the consequence has been increasing indebtedness to

international private bankers; this in turn has raised the

specter of major defaults on the part of numerous borrowing

countries.

(D) A fourth consequence of the energy revolution is its

impact on domestic economies and future economic growth. The

industrial plant of all the OECD countries was built on the

basis of a particular set of relative factor prices, i.e., the

relative cost of labor, capital, and resources (energy). By

one fell swoop, these factor prices were drastically changed and

much of the industrial plant was made in effect obsolete. The

replacement of this existing plant in accordance with the new

set of factor prices has become a necessity~and will be a retardant

of economic growth. What the other consequences of this shift

in factor prices will be has become a matter of intense controversy

among structuralists. Whether or not it will cause a shortage of

capital or induce business to shift to more labor-intensive pro-

duction techniques will have important consequences for both

national and international economies.

(E) The fact that-Saudi Arabia, Kuwait, and other Gulf

petroleum exporters have been unable to spend their inm.ense and

sudden riches is believed to have had a major impact on the world

economy and especially on the international monetary system.
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As described by the American Assistant Secretary of State Richard

Cooper (though himself not a structuralist), the price rise of

petroleum has functioned as a massive excise tax which has

depressed OECD economies. At the same time, it has produced

a spectacular increase in world liquidity which is in the hands

of the private banking sector. In combination with the growing

reliance of many countries on private banks to finance their

petroleum imports, this liquidity has transformed the nature and

function of the international monetary system in significant ways.

(F) In the longer-term one of the most important aspects

of the energy revolution stressed by siructuralists is that it

entails a massive redistribution of world wealth, undoubtedly

the greatest transfer of wealth in world history over such a

relatively short time-span. Thus far, this transfer of wealth

has been principally monetary in nature. In time, h-wever,

it will mean a transfer of real wealth from developed and non-oil

producing less developed countries to the OPEC economies as these

economics exchange their monetary balances for imports. This

in turn of course will" mean a lower standard of living for oil-

deficit countries than what it would have been in the absence of

the price increase. Moreover, it is feared there will be intense

export competition among OECD countries with respect to these f

markets in order to reduce trade and balance of payments deficits.
(G). And, finally, the significance of the .energy revolution

is feared to be its demonstration effect on othe- resource-

f
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exporting economies. In response to the success of OPEC, the

copper, uranium, bauxite, wheat, and other resource-exporters

-have come to ask themselves: "If the oil exporters can do it,

why can't we?" And, while it is difficult to conceive of a

cartel in these other resources which could duplicate the OPEC

achievements, there can be no doubt resource producers will in-

creasingly seek to increase their prices through cartel-like

Arrangements. Such demands for better terms of trade are an im-

portant component of the demand of lesser developed economies for

a new international economic order.

(4) A fourth change emphasized by the structural position

is the increasing role of the state in the economy and, as a con-

sequence, the growth of inter-state economic competition. The

reasons for this greater government participation in the private

sphere are several: (1) the challenges posed by the energy

revolution; (2) the increasing cost of technology, especially

so-called '"igh" technology; (3) the concern over "stagflation"

itself; and (4) new sets of social demands in areas of social-

welfare and environment which necessitate greater government in-

tervention in the economy. This change in the role of the

government not only has numerous economic consequences but it

tends to "politicize" international economic relations. The

tendency is for the free market to give way to inter-state

negotiations regarding such matters as "orderly marketing

agreements" and market shares for domestic industry. While some

structuralists welcome those developments, others fear their
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long-term consequences for the OECD countries and the world

economy as a whole.

(5) The fifth change in the socio-economic context stressed

by numerous members of the structural school is the belief that

inflation has become an inherent feature in the OECD economies,

at least for the immediate future. In addition to a steadily in-

creasing cost of energy, several other recent inflationary trends

are emphasized: an enhanced capacity of workers to increase real

wages faster than increases in productivity; the increasing con-

centration of industry and the substitution of "administered" for

market-determined prices; rising expectations with respect to

social welfare, housing, medical care, and environment; and a

leveling off of increases in industrial and agricultural produc-

tivity. Such inflationary pressures, it is feared, cannot be

kept in check by the traditional techniques advocated by the

proponents of the conjunctural position.

(6) The structuralists, or at least some of them, argue

that tue factors and assumptions that underlay America's com-

mitment to liberalized trade have been greatly eroded. In the

first place, the American industrial, technological, and financial

superiority upon which this commitment rested has been weakened

and in certain important areas actually eliminated. Second, the

domestic political alliance behind America's free trade policy

has also been weakened. .Large elements of organized labor and

business are now actively opposed to free trade. And, thirdly,

the assumption that a strengthened Europe and Japan would make,a

j
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greater contribution to the anti-Soviet alliance is now questioned.

Many now believe an economically strong Europe and Japan have

made it more difficult and costly for the United States to com-

pete politically and militarily against the Soviet Union; also,

the fact that China is no longer considered to be an enemy is

leading to a reassessment of policies fashioned in an earlier

era. All of these political and economic changes encourage

the forces of protectionism in the American economy.

(7) Finally, among the structuralists one should mention

the Marxists, democratic socialists, and a desparate group of

economists of varying ideological persuasion who have revived the

long-wave theory of N. D. Kondratieff. For the Uarxists-and

democratic socialists, the problems of stagflation and the sick

dollar reflect underlying constraints and contradictions of the

capitalist system. Curiously the Marxists and the conservatives

among the conjuncturalists make much the same diagnosis. In

Marxist terminology, the problem is seen as a conflict between

the needs of capital accumulation and the nature of the modern

democratic, welfare state. But whereas the Marxists and the

social democrats see a need for greater government planning and

intervention in the economy, the conservatives want less eco-

nomic democracy and a rollback of the welfare state.

The neo-Kondratieffians are an extremely interesting de-

velopment and are beginning to obtain a hearing, even within

the fraternity of the orthodox economic profession. Kondratieff,

you will recall, was a Soviet scholar who wrote in the 1920s '

f
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that capitalism was subject to long-swings (fifty to seventy

years) of rising and falling prices. Contrary to the Marxist

theory of ever deepening capitalistic crisis and increasing

severe contradictions, Kondratieff sought to show that capitalism

was characterized by a long-term equilibrium. Hence, the

displacment of capitalism by socialism was not inevitable. For
C

this apostasy, Stalin exiled him to Siberia where he died.

The neo-Kondratieffians argue that the advanced capitalist

economies, after having enjoyed an unprecedented era of favorable

terms of trade and a decline in real prices, have entered upon

a steep inflationary upswing. Though there are differences among

them, the major reasons given for this economic reversal are

the increasing cost of energy, rising world food costs, and the

demand of labor for inflationary increases in monetary wages. For some, in.

particular W.W. Rostow (The World Economy; Getting From Here to There); W

The Poor get. Richer and the Rich Slow Down) these.

fundamental changes provide new areas of investment opportunity

and economic expansionism; others such as I. . Arther Lewis

(Growth and Fluctuation 1870-1913) and Robert Heilbroner (Beyond

Boom and Crash) are more pessimistf-d regarding a solution. The

latter two fear that constraints will greatly retard economic.

growth, a decrease of unemployment, and the expansion of world trade.

Apparent Points of Agreement

Thus far, this paper has considered the points of divergence
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between the conjunctural and structural schools of thought; with

respect to certain issues, particularly energy, the differences

are more a matter of emphasis or attitude rather than differences

on the facts of the matter. In addition to these points of con-

trasting interpretations of contemporary developments, there appear

to be a number of significant points of agreement, or at least,

the disagreements are less* fundamental and appear to be breachable.

Among the more important convergences of view are the following:

(1) Many adherents of both the conjunctural and structural

positions believe that economic growth will be less rapid in

the future than it has been during the last several decades. The

various reasons given include the increased cost of energy, fear

of inflation, the decline of profit margins relative to national

income, the uncertain business climate, a general decrease in the

rate of productivity growth, etc. The "mature" industrial

countries have exhausted their pools of low paid labor. Some

believe that the backlog of innovations which fired European

and Japanese growth has largely disappeared. In Europe and

America. consumer-demand has shifted from manufacturers to

services which have a lower rate of productivity growth. And,

for more speculative, no majo-r growth industries of a Schunpe-

terian-type appear on the horizon.

All these reasons cited by students of growth such as

W. Arther Lewis and others suggest to many conjuncturalists

and structuralists important political and economic challenge.

While most feel that the OECD countries have the necessary policy
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instruments to forestall a collapse in demand and a repeat of

the Great Depression an era of lower economic growth would have

serious domestic and international consequences. At the domestic

level a decreased role of economic growth will mean either a

higher level of unemployment or a decline in the general standard

of living. In either case the politics of plenty and growth will

become converted into the more divisive politics of scarcity

and distribution.

In the international sphere, decreased economic growth

will mean a leveling off of the growth of trade and economic

interdependence. Here much will depend upon the future direction

of the European Economic Community and its degree of openness.

In any event, a general decline in the growth rate will make

it increasingly difficult to resist demands for protection

against foreign goods and to accommodate the desires of lesser

developed economies for a greater share of world markets.

(2) A second shared concern--one intimately related to the

first--is the long-term adequacy of economic investment and the

consequent need for greater government concern with capital

formation. There is no general consensus, however, regarding the

reasons for this situation. For some, the crux of the problem is

the prevailing climate of economic and political uncertainty

and increased level of risk; they do not believe this inherently

more risky business climate can be ameliorated and as a result

investors will emphasize low risk, short-term investments. For

others, and particularly fc some countries, there is believed to be
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a shortage of capital due to inadequate savings. And still others

emphasize the lack of investment prospects at sufficiently attrac-

tive rates of return; levels of taxation, government regulations,

and social welfare problems are said to have created an un-

attractive environment for investors. Whatever the alleged situa-

tion, a decline in long-term investment is held to be a threat to adequate

levels of economic growth and employment among many, if not all, OECD countries.

These developments in turn will slow down the growth of international trade.

(3) In addition to these economic changes, proponents of

both positions believe a number of sociological and political

* changes have created a new context for decision-making. Some

Individuals, for example, sense a loss of risk-taking and a

pervasive quest for certainty which will be detrimental to

entrepreneurship and innovation. Others believe there is a

decline in the work ethic and the sense of public responsibility.

Still others emphasize the increasing ungovernability of democratic

societies and the rise of minority or coalition governments unable

to make hard but necessary policy decisions. As a consequence,.

the social and politiqa-l.discipline required if full employment,.

price. stability, and trade expansion are to be achieved is said to be lacking

in many societies.

(4) An increasing number of both conjuncturalists and

str.ucturalists believe that the over-valued dollar and the

undervaluation of other currencies has had an unfortunate

effect on patterns of international trade and investment. For

the United States it hasmeant an over-reliance on foreign in-

/
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v*stment rather than exports. For other economies, especially

West Germany and Japan, it has meant the creation of an export

oriented economy. While this situation is obviously not the

sole cause# it is considered a major reason for America's chronic

trade and balance of payments deficits and for the surpluses

of Japan and West Germany. Until this trade imbalance is

rectified the dollar will not regain its strength and the world

political economy will continue in its present state of un-

certainty. The question on which the conjuncturalists and

structuralists differ is whether recent changes in currency

values and minor adjustments will resolve this difficulty

or whether more far-reaching policy changes are required.

(5) Finally, and underlying many of the other changes

already noted, for many concerned observers there appears to

be taking place a general decline in the support of scientific

research and technological development, especially of the type

of long-term, high-risk R/D which leads to major technological

-breakthroughs. On the contrary, available evidence suggest to

these individuals that research has become more defensive and

short-term in nature. A number of reasons have been suggested

for this decline in R/D investment: (a) Decline in profit margins

and hence available capital for risky ventures; (b) the recession

and high level of business uncertainty; (c) a general disenchant-

ment with scienceand technology; (d) the stifling effect of gov-

ernment regulations on business; (e) the increasing concentration

of industry and a sharp decline in the number of small innovative

68-425 0-80-13
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firms; (f) concentration on-Improvement of existing products rather

than the innovation of new ones; and (g) a general shift in the

direction of research from the search for efficiency and new

products to meeting government demands in the areas of safety,

environment, etc.

Although some experts fear that the expenditure on R/D Is

reaching t'he point of diminishing returns and that technological

stagnation may become a reality, most emphasize with equal force

that major technological breakthroughs are possible wtich would sustain

future economic growth and trade expansion. However, this latter group fears

that current stagflation has inhibited the commercial development

of these new technologies. They also t ake note of the fact that

the cost of research and technological innovation appear to be

rising at the same time that a threatened capital shortage is

increasing the cost of capital.

If this is a correct assessment of the present state of R/D

and if, as appears likely, the rate of economic growth in the

future will be less than in the immediate past, then, the long-

.term consequences of a decline in research and innovation may be

extremely serious for the OECD ecPnomies. As the research of today

creates the industries and exports of tomorrow, the current decline in

support for R/D could inhibit the development of the growth in- -

dustries of the future. It is with respect to this issue, more

than any other, that the issue of whether the conjuncturalists

or the structuralists are correct will be decided.
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(6) Both conjuncturalists and structuralists (excluding the Marxists)

believe that the contemporary economic crisis can be surmounted. During

earlier crisis periods of capitalism--what we prefer to cull the free

enterprise system--radical critics have pronounced its imminent col-

lapse. Reduced to essentials, these oessi.Lstic predictions have been

based on one of two arguments: the saturation of consumer demand or,

else, the onset of technological stagnation. There is little solid evi-

dence to suggest either has happened: While consumer demand for parti-

cular goods, e.g., gas guzzling automobiles, has declined the general

demand for goods in this country and abroad Is far from met. Though

technological advance in particular sectors may have leveled off, new

technological possibilities with vast implications for new goods and

trade are continuing apace. The capitalist world economy has survived

past crises of greater severity than that of the present; there is no

inherent reason for assuming it can not do so once again.

I
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Statement of Dr. Richard G. Anderson, Assistant Professor of Economics
Department of Economics, Michigan State University

August 6, 1980

It is with pleasure that I submit this Statement for the Record of

the U.S. Senate's Committee on Finance.

Equilibrium in the United State's balance of payments has been an

explicit economic policy goal since the Employment Act of 1946. Through-

out the post-World War II period, the United States has maintained approxi-

mate equilibrium in the trade balance of manufactured goods. However, dur-

ing this per-ia, some individual industries within the U.S. manufacturing

sector have declined in international comparative advantage, while others

have improved their competitive position. Previous research has attempted

to discern special factors accounting for this disparate behavior.*

The latter part of the decade of the 1970's has been a banner period

for U.S. manufactured exports, even while the overall balance of payments

has shown substantial deficits, and 1979 was perhaps the best year of the

decade. (Indeed, these export gains in manufactures have been aided by

the decline in the exchange value of the dollar, which has been due to the

balance of payments deficits.) Yet, two major industrial segments of U.S.

manufacturing failed to share these gains, and thus must have lost compara-

tive advantage in trade relative to the other segments of U.S. manufacturing

which experienced substantial improvement in their trade position. These

industries are steel and steel products, and motor vehicles.

*See, e.g., Rachel McCulloch, "U.S. Trade Performance: The Role of
Technology," Eastern Economic Journal, Volume VI, Number 1, January 1980,
and Stanley Ruttenberg, "The Impact of Manufacturing Trade on Employment,"
in Trade and Employment, Special Report No. 30, National Commission for
Manpower Policy, September 1978.

1
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The crucial, unanswered question for policy analysis is: Why did

steel and motor vehicles suffer a worsening of their trade position, while

simultaneously aggregate manufacturing was enjoying an improvement in its

position? In the study which accompanies this Statement, Professor

Hordechal Kreinin and I investigate some hypotheses regarding the loss in

comparative advantage by these two "ailing" industries. We find that the

increases in nominal labor compensation (wage payments plus supplementary

benefits) have been similar in the two industries since 1957, but that the

behavior of labor productivity has been sharply different. In steel, labor

productivity has increased at a very slow rate, while in motor vehicles the

rate of increase has been much larger. Thus, implied unit labor costs in

steel have increased much faster than in the balance of U.S. manufacturing,

suggesting that steel may have lost comparative advantage in production

relative to the other segments of U.S. manufacturing. I believe that if the

behavior of unit labor cost in steel had been similar to that in aggregate

manufacturing, the steel industry would not be suffering its present diffi-

culties in international trade.

The motor vehicle industry stands in sharp contrast to steel. The de-

cline in the competitive position of U.S. motor vehicle manufacturers may

not be attributed to excessive increases in unit labor costs, since these

have behaved similar to aggregate manufacturing. Rather, the difficulties

in motor vehicles are due to past decisions regarding their product mixture

offered to the market. While the wisdom of decisions made by U.S. automo-

bile manufacturers in 1974-75 to continue production of large vehicles may

be debated (the debate hinging upon the divergent views in 1975 concerning

the future course of real gasoline costs), it is undeniable that the "second

OPEC crisis" in 1979 harmed the position of the U.S. motor vehicle industry.

We expect that this industry will recover from its present temporary

difficulties.

A more complete discussion of the policy implications of our work

is contained in section C of the study.
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Senator BRADLEY. The subcommittee will stand in recess until
Friday at 10 a.m. when we will continue in this series of hearings.

[Whereupon, at 5:35 p.m., the subcommittee recessed, to recon-
vene at 10 a.m., Friday, August 1, 1980.]



U.S. INTERNATIONAL TRADE STRATEGY

FRIDAY, AUGUST 1, 1980

U.S. SENATE,
SUBCOMMITTEE ON INTERNATIONAL TRADE,

COMMITTEE ON FINANCE,
Washington, D.C.

The subcommittee met at 10:30 a.m., pursuant to notice, in room
2221 of the Dirksen Senate Office Building, Hon. Bill Bradley pre-
siding.

Senator BRADLEY. The subcommittee will come to order.
The subcommittee today has the honor of hearing testimony

from Mr. Roger Kubarych, vice president and assistant director of
research of the Federal Reserve Bank of New York. Mr. Kubarych
is an expert in international financial matters. I want to thank
him for coming before the subcommittee today to discuss the
impact of recent energy shocks on the world economy.

Energy shocks lie at the core of most of the new economic forces
that during the past decade have challenged the United States, its
partners in trade and development, and the international economic
system generally. Unless the world makes timely adjustment, these
challenges will be felt even more forcefully and dangerously in the
coming decades.

Energy shocks have come in the form of rapid price increases
and sudden supply interruptions. Their effects on the world econo-
my are both direct and indirect. They immediately inflate the price
of a commodity that is central to production and daily living,
thereby causing real income loss and antiquating past economic
decisions. This saps business and consumer confidence in their
ability to make ends meet.

Yet, however disruptive to the economy the direct economic ef-
fects of energy shocks might be, their indirect or secondary effects
are even more pernicious. The shocks set in motion a variety of
efforts to compensate for the real loss of resources due to higher
energy prices.

These compensating efforts tend to create greater disequilibrium
in the economy and often impair our traditional macroeconomic
tools. For example, efforts by business and labor to cover their
energy loss by increasing prices and wages set off new, defeating
inflationary rounds. Monetary restraints applied to contain this
secondary inflation may do less to contain it than to exacerbate the
depressing .effect that the oil "tax," in the form of higher prices
already has placed on investment and production.

Because of energy shocks past and anticipated, we live in a
Scylla/Charybdis world of inflationary perils along one shore and

(195)
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recessionary risks along the other. Very little room is left for
maneuvering along a course of stable and real world growth.

We will not be free from dangerous, diverting currents until the
world has dramatically reduced its energy consumption, diversified
its sources of energy supply, and thereby reduced the vulnerability
of the world economy to energy price and supply shocks of the kind
that have been so vivid in the last decade. Only such structural
reform of our energy system will eliminate the shocks. Trade and
financial adjustments can do no more than lessen the trauma along
the way.

Nevertheless, in the meanwhile, because of oil price shocks,
much of the non-oil-producing world is trapped in a cycle of chronic
payments deficits requiring costly external financing. Credit and
earnings which would otherwise go to growth and development are
instead diverted to large pools of so-called petrodollars held by oil
surplus countries.

On the whole, those petrodollars have not been substantially
absorbed by imports or direct investment. Rather they have been
held as short-term assets in Western financial institutions. The
imbalance created by the drain of capital resources from oil-poor to
oil-rich countries has been mediated by an elaborate system of
international capital recycling. The private Western banks, awash
in the short-term assets, deposited by OPEC members, have run
this system since 1974.

There are strong indications that the private recycling system
will soon reach its limits. Yet recycling requirements likely will be
greater in the coming years than in the past. The danger of failing
to recycle petrodollars at a level adequate to keep vital the world
economy is perhaps as great as the danger of building inflationary
pressures and straining the international banking system by in-
creasing the level of recycling in order to accommodate the world's
increased financing needs.

There is no easy choice and the world must look for new ways to
meet growth and development targets while still satisfying compet-
ing objectives, such as containing inflation, stabilizing currencies,
preserving prudential banking practices, and avoiding the infringe-
ment of the sovereignty of nations.

There is building a consensus that both the postwar Bretton
Woods monetary system and the post-1974 petrodollar recycling
system are unsuited to tomorrow's requirements. The financial
discipline appropriate to reconstructing economies wrecked by war
is not appropriate to the task of adjusting rich and poor economies
to the distortions of an energy crisis and the bounds of prudential
private banking are too narrow to accommodate the needs of poor
and fragile nations.

At present there is no consensus on the alternatives to these
systems. There is only a consensus on the need for creative mecha-
nisms to channel a more direct flow of capital from surplus to
deficit nations. I would give priority to directing this capital toward
and for development of alternative sources of energy supply.

But there are a number of options, each with its own balance
sheet of costs and benefits in both economic and political curren-
cies. No option is completely "safe." Each carries risks.
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But the greatest risk is to do nothing. What we must do is
understand the choices. With this in mind, I welcome the testimo-
ny of our witness who is well qualified to help us elucidate these
choices.

In today's hearing we will go into some depth in analyzing how
well we have recycled petrodollars, what it means for the interna-
tional. banking system, what it means for the international econo-
my and our domestic economy, and what we might do in the way of
structural reform to prepare the country and our allies for the
increasingly dangerous currents that await us in the 1980's as the
probability of oil price hikes and supply interruptions increase.

I I would like to welcome you to the committee, Mr. Kubarych,
and ask you to proceed with your statement. We will then have
questions and I hope other members of the subcommittee will be
here, but if they are not, your statement and our exchanges will
appear in the record in full form for the perusal of all members of
the subcommittee. I am sure they will find it interesting. -

STATEMENT OF ROGER M. KUBARYCH, VICE PRESIDENT AND
ASSISTANT DIRECTOR OF RESEARCH, FEDERAL RESERVE
BANK OF NEW YORK
Mr. KUBARYCH. I appreciate your presentation. I want to say I

am here to talk as a keen student of these problems and as an
economist who has been focusing on the international side for some
time, but not as an official representative of the Federal Reserve
Bank of New York and not to present some particular official view,
but my personal views on these very important problems.

I will try to go through this statement that I have prepared for
you and I have also submitted for the record a longer and more
detailed academic treatment of the issues. -

From my perspective, the second oil shock has been a worse blow
than the first one. For one thing its adverse effects are likely to be
more permanent and less likely to dissipate. The events and insta-
bilities that led to the sharp price escalation showed how shaky the
supply and demand balance of the oil market could be, and I think
the lesson is clear.

OPEC has the ability to force real oil prices higher so long as its
members are willing to permit oil production cutbacks. That has
been the case and will probably continue to be the case for some
time. Even with the substantial reductions in demand we have
seen lately-reductions caused by recessionary forces, by an end to
rampant inventory building and by some conservation responses-
significant downward pressures on prices have not materialized.

Once a pickup in overall economic activity gets underway next
year, the prospects for declines in real oil prices are pretty dim. So
we are very unlikely to see a repetition of the gradual declines in
real oil prices that there were between 1975 and late 1978.

Second,the enormous increase in OPEC's financial surplus is not
likely to be reversed for at least several years. This is in contrast to
the experience after the last oil shock. The reasons are Atraightfor-
ward. In the aftermath of the first oil shock individual OPEC
countries learned how difficult it is to construct, man, and keep
running large-scale projects without creating waste and excessive
costs.
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Several of the high population, high growth OPEC countries
found out how easy it was to slip into. current-account deficit,
despite oil wealth, and be forced to borrow themselves. Many
OPEC members also became aware of the social and political impli-
cations of rapid development, population shifts and increases in
income and consumption. The Iranian situation dr'6ve those'point4
home hard.

All irr all, OPEC imports will probably, grow much more slowly
than they did before, not because of bottlenecks and mismanage-
ment, but. because the authorities are more cautious and more
selective about what new projects will be undertaken. That meansthe overall financial surplus is likely to decline much more Slowly
than it did before.

The third reason why I feel the second oil shock is a worse blow
than the first one is that most oil-consuming countries never really
adjusted to the previous shock. Major efforts to repair and revitalize
weakened sectors of the industrial economies were not made. Effec-
tive conservation measures were not taken. Consumers were
shielded to a significant extent from the reality of oil vulnerability
and so were given little price incentive to adjust their spending
patterns.

In some countries governments actually cut gasoline taxes, there-
by compounding the problem. It is just the opposite of what was
needed. In these respects the oil-consuming countries were in a
poor position to absorb the second shock.

However, one important positive change has occurred. There has
been a much greater appreciation of the need to limit the adverse
effects on inflation. In particular, wage increases have remained
moderate- in a number of industrial countries. So a more serious
wage-price spiral has been averted up to now, with all of the
positive effects that means for the whole investment climate.

If you look at the figures you see that wage increases have been
much more moderate in a number of industrial countries and there
is no evidence so far of a serious wage price spiral developing,
which is very definitely in contrast to last time. Thus, I am not
entirely pessimistic on every aspect of this discussion, although it
is still a situation of enormous touchiness. It could still go either
way. We have still not cured the inflation problem at all.

Finally, to move to the financial side, the deficits arising from
the second oil shock may prove more difficult to finance, especially
those of certain developing countries. That is not because of any
spectacular erosion of the standard ratios that analysts look at:
measures of debt burden-for instance, debt-servicing expenses as a
proportion of export earnings-have not deteriorated badly for the
larger borrowers.

It is also not so much a reflection of a general weakening in
LDC-governments' ability to run stabilization policies. That has
probably improved in more countries than it has worsened and
some countries have actually accelerated the process of adjustment.

Nor in general have previous borrowings been wasted on exces-
sive consumption. The evidence is that the biggest borrowers from
commercial banks after the first oil shock were those countries
that invested the most and had the strongest growth rates of both
income and exports.
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And it is not because the multilateral credit institutions have
been neglected. To the contrary, there has been a serious, good
faith effort to expand credit facilities and design ways of broaden-
ing the responsibilities and perspectives of key institutions like the
IMF and the World Bank.

Rather I think the central cause of concern about the recycling
process now is that many large commercial banks and other pri-
vate lenders simply cannot visualize how some of the deficits that
need to be financed can be reduced during a period of contraction
or prolonged slow growth for the industrial economies.

Industrial countries' deficits almost certainly will narrow over
the next year or 18 months. That means LDC deficits could go up
in aggregate, despite the serious adjustment efforts that many
developing countries are now either contemplating, promising, or
implementing.

So the dilemma is striking. The most favorable scenario you can
honestly draw has to assume conscientious stabilization efforts, no
domestic social turmoil, no new unforeseen shock, no collapse in
LDC commodity prices, no sweeping protectionist measures in the
industrial countries, and no costly mistakes in domestic investment
projects.

But even in that most favorable scenario aggregate LDC deficits
may very well rise. It is not surprising that banks would be reas-
sessing the risks involved on the assumption that something truly
bad could happen for at least some countries.

My impression is that the commercial banks would probably like
to have the confidence and the arguments to justify playing about
the same relative role in recycling as they did last time around. It
has been profitable business. Loan loss records have been better
than on domestic loans.

The difficult work-out situations that did arise were handled
professionally and set few bad precedents. And over the long term
the LDC's are going to be the principal growth areas in the world.

But make no mistake about it, confidence has been shaken and
there is a definite reluctance to seek out new LDC loans in a
number of cases. So the pace of the new business has been slow.
And the longer it takes to restore a more normal tempo of lending,
the more difficult it is going to be to accommodate all who wish to
borrow.-

In the first half of the year it was perhaps two-thirds of what it
was in the first half of the year before. That is despite the in-
creased deficits that countries must finance. In my view the longer
it takes to restore a more normal tempo of lending so that there is
no bunching up, with everybody trying to borrow at the same time,
the more difficult it will be to run recycling smoothly.

In a way there is a kind of standoff in the market between the
borrowers, who quite obviously have a clear interest in raising
money, and the lenders who are reassessing the risks and trying to
determine what kind of trade-off there is between risk and return,
which is the appropriate basis for portfolio decisions.

When you have this kind of standoff, neither side wants to break
first. So you push off into the future, or push forward, the time
when large amounts of recycled funds need to be committed for the
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longer term maturities. In the meantime, countries substitute
short-term finance for the more desirable longer term financing.

Now clearly there is a danger in overgeneralizing across banks.
And I have been careful not to overgeneralize across borrowers.
Among banks, attitudes differ, and management policies governing
those lending limits do too.

In addition, foreign banks have different marketing strategies
than U.S. banks, who have been comparatively less active for some
time. But I think the general theme is valid for most institutions I
know about. Private lenders are more reluctant to commit addi-
tional funds because of the existing amount of debt, because of the
anticipated permanence of oil-induced deficits, and because of the
heightened costs of mistakes.

And I do not believe that the money will come forth swiftly once
rofit margins on loans widen, as they probably will. For many
ank managers that may only be seen as confirming what they had

been worrying about in abstract terms for a while: That risks are
increasing.

So to avoid a sudden, destabilizing and largely unnecessary dis-
ruption of economic activity and world trade, other channels of
financing have to be kept open or opened up. Much serious atten-
tion has been given to these contingencies at the IMF and at the
World Bank and their role must be strengthened.

But beyond that, OPEC members with heavy surpluses must
recognize that they bear a responsibility for handling an increasing
share of recycling directly. They might argue that they would
rather not take the risks. But this is an incomplete argument.

Increased risks can be compensated by increased yields or more
attractive features on financial instruments. The urgency is for
those LDC's most interested in supplementing funds likely to be
available from banks and multilateral institutions to get together
with OPEC surplus countries to discuss new methods of financing
that are mutually beneficial.

I can think of a few useful options to consider. One obvious
example would be SDR-denominated loans designed to lower ex-
change rate risks. This has been suggested a number of times.

A more novel idea might be what we call "development equity"
securities. This may be very useful for countries that do not have
equity markets developed in their owrr-countries at the moment.

Or a broader version might be called a "national income equity"
security which would pay a yield based on the overall rate of
growth of the country's economy. Other people have recommended
different ideas and those suggestions should also be considered.

Whatever options turn out to be soundest and most practical, it
seems to be clear that this shortcut approach to recycling is good
for everyone. It lets the LDC country and the OPEC country define
mutually acceptable methods of financing. It spreads the risks in
recycling in a way that would strengthen the capacity of commer-
cialban to continue to play an important role.

And it does not put a burden on the industrial countries to
recommend options that they themselves might be unwilling to
recommend for their own use. I think that is important.

I would hope that we as economists could contribute as much
analytical support as we can, investigating objectively the potential
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costs and benefits of various ideas and proposals and making the
results available to anyone interested.

Imaginative new financing tools are going to be indispensable to
make sure that the developing nations are not overwhelmed by the
difficulty of financing oil-induced deficits. We have to maintain
tolerable levels of world economic activity in the period of oil
vulnerability, which is a pressing objective.

But equally important is the objective of preventing a third oil
shock. That means loosening OPEC's hold on the oil price and
seeing to it that massive payments imbalances are gotten rid of.
The only choice is to produce more energy and to conserve vastly
more energy.

The long-term solution is development of alternative energy
sources because that is the only credible way of assuring citizens of
permanent gains in their living standards. But that development
will take a lot of time and money.

In the meantime, we have to do something decisive. We will be
better off if we can induce OPEC to rethink its arithmetic. If we
can make the option of keeping oil in the ground a poorer eco-
nomic decision than selling it and investing the proceeds in finan-
cial assets, then it will be in OPEC's own interest to produce more.
As they sell more the real oil price will moderate.

But how do you achieve this result? We have to achieve the
expectation of falling demand and market softness. That entails
significant conservation efforts, much greater than anything we
have tried yet. Practically it means stiff taxes on gasoline to stimu-
late rapid cutbacks in use.

It means inspiring public trust that Government, having col-
lected the taxes, will apply the proceeds judiciously: In part to cut
other.taxes, but in part to recycle revenues to develop alternative
energy sources.

I think this approach has a big potential payoff and I think it is
the only feasible way of bridging the gap between the vulnerability
we have today and a more agreeable time in the future when we
have enough energy of our own to disregard OPEC. Thank you.

[The prepared statement of Mr. Kubarych follows:]
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STATEMENT OF ROGER M. KUBARYCH*

HEARINGS OF THE -SUBCOMMITTEE ON

INTERNATIONAL TRADE, SENATE FINANCE COMMITTEE

AUGUST 1, 1980

I am pleased to testify before this Committee

on the critical issues of how the world economy and fi-

nancial system are adjusting to the second oil shock.

I am not here as an official representative of the Federal

Reserve Bank of New York, but as an economist concerned

about the international situation, and as what you might

call a professional student of financial markets and the

people who work in them.

In several respects, the second oil shock has

been a worse blow than the first one of 1973-74. For one

thing, its adverse effects are likely to be more permanent

than before and less likely to dissipate over time. Events

leading up to and validating the 150 percent price escala-

tion showed how shaky the supply and demand balance in the

oil market could be. The lesson is clear. OPEC has the

ability to force real oil prices higher, so long as its

members are willing to permit oil production cutbacks.

That has been the case and will probably continue to be

*Vice President and Assistant Director of Research,
Federal Reserve Bank of New York. The views expressed
are those of the author and do not necessarily represent
the views of the Federal Reserve Bank of New York or the
Federal Reserve System.
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the case for some time. Even with the substantial re-

ductions in demand we have seen lately -- reductions

caused by recessionary forces, by an end to rampant in-

ventory building# and by some conservation responses --

significant downward pressures on prices have not mate-

rialized. Once a pick-up in overall economic activity

gets under way next year, the prospects for declines in

real oil prices are pretty dim. So we are very unlikely

to see a repetition of the gradual declines in real oil

prices that there were between 1975 and late 1978.

Second, the enormous increase in OPEC*s financial

surplus is not likely to be reversed for at>lIast several

years. The reasons are straightforward. In the after-

math of the first oil shock individual OPEC countries

learned how difficult it is to construct, man, and keep

running large-scale projects without creating waste and 2oceasive

costs. Several of the high population, high growth

OPEC countries found out how easy it was to slip into

.current-account deficit, despite oil wealth. Many OPEC

members also became aware of the social and political

implications of rapid development, population shifts,

and increases in income and consumption. The Iranian

situation drove those points home hard. All in all,

OPEC importswill probably grow much more slowly than



204

they did before, not because of bottlenecks and mismanage-

ment, but because the authorities are more cautious and

more selective about what new projects will be undertaken.

That means the overall financial surplus is likely to

decline much more slowly than it did before.

The third reason why I feel the second oil

shock is a worse blow than the first one is that most

oil-consuming countries never really adjusted to the

previous shock. Major efforts to repair and revitalize

weakened sectors of the industrial economies were not

made. Effective conservation measures were not taken.

Consumers were shielded to a significant extent from

the reality of oil vulnerability, and so were given

little price incentive to adjust their spending patterns.

In some countries, governments actually cut gasoline

taxes, thereby compounding the problem. In these respects,

the oil-consuming countries were in a poor position to

absorb the second shock. However, one important posi-

tive change has occurred. There has been a much greater

appreciation of the need to limit the adverse effects

on inflation. In particular, wage increases have remained

moderate in a number of industrial countries. So a more

serious wage-price spiral has been averted up to now.
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Finally, the deficits arising from the second

oil shock may prove more difficult to finance, especially

those of certain developing countries. 7.at is not

because of any spectacular erosion of the standard ratios

that analysts look at: measures of debt burden -- for

instance, debt-servicing expenses as a proportion of

export earnings -- have nt deteriorated badly for the

larger borrowers. It is also not so much a reflection of

a general weakening in LDC-governments' ability to run

stabilization policies. That has probably improved in

more countries than it has worsened, and some countries

have actually accelerated the process of adjustment. Nor

in general have previous borrowings been wasted on excessive

consumption. The evidence is that the biggest borrowers

from commercial banks after the first oil shock were

those countries that invested the most and had the

strongest growth rates of both income and exports. And

it is not because the multilateral credit institutions

have been neglected. To the contrary, there has been

a serious, good faith effort to expand credit facilities

and design ways of broadening the responsibilities and

perspectives of key institutions like the IMF and the

World Bank.

68-425 O-80--14
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Rather, I think the central cause of concern

about the recycling process now is that many large

commercial banks and other private lenders simply cannot

visualize how some of the deficits that need to be

financed can be reduced during a period of contraction

or prolonged slow growth for the industrial economies.

Industrial countries' deficits almost certainly will

narrow over the next year or 18 months. That means

LDC deficits could go up in aggregate, despite the serious

adjustment efforts that many developing countries are

now either contemplating, promising, or implementing.

So the dilemma is striking. The most favorable scenario

you can honestly draw has to assume conscientious stabiliz-

ation efforts, no domestic social turmoil, no new unfore-

seen shock, no collapse in LDC commodity prices, no

sweeping protectionist measures in the industrial countries,

and no costly mistakes in domestic investment projects.

But even in that most favorable scenario, aggregate

LDC deficits may very well r'.se. It is not surprising

that banks would be reassessing the risks involved on

the assumption that something truly bad could happen

Zor at least some countries.
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My impression is that the commercial banks

would probably like to have the confidence and the

arguments to justify playing about the same relative

role in recycling as they did last time around. It

has been profitable business. Loan loss records have

been better than on domestic loans. The difficult

work-out situations that did arise were handled pro-

fessionally and set few bad precedents. And over the

long term, the LDC's are going to be the principal

growth areas in the world. But, confidence has been

shaken and there is a definite reluctance to seek out

new LDC loans in a number of cases. So the pace of

new business has been slow. And the longer it takes

to restore a more normal tempo of lending, the more

difficult it is going to be to accommodate all who

wish to borrow.
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Clearly, there is a danger in over-generalizing

across banks. And I have been careful not to over-gen-

eralize across borrowers. Among banks, attitudes differ,

existing exposures differ, internal lendingceilings differ,

and management policies governing those lending limits

do too. In addition, foreign banks have different mark-

eting strategies than U.S. banks, who have been compara-

tively less active for some time. But I think the

general theme is valid for most institutions I know about.

Private lenders are more reluctant to comit additional

funds because of the existing amount of debt, because of

the anticipated permanence of oil-induced deficits, and

because of the heightened costs of mistakes. And I do

not believe that the money will come forth swiftly once

profit margins on loans widen, as they probably will. For

many bank managers, that may only be seen as confirming

what they had been worrying about in abstract terms for

a while -- that risks are increasing.

So, to avoid a sudden, destabilizing, and largely

unnecessary disruption of economic activity and world trade,

other channels of financing have to be kept open or opened

up. Much serious attention has been given to these con-

tingencies at the IMF and at the World Bank, and their

role must be strengthened.
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But beyond that, OPEC members with heavy surpluses

must recognize that they bear a responsibility for handl-

ing an increasing share of recycling directly. They might

argue that they would rather not take the risks. But this

is an incomplete argument. Increased risks can be compen-

sated by increased yields or more attractive features on

financial instruments. The urgency is for those LDC's

most interested in supplemeting funds likely to be avail-

able fron banks and multilateral institutions to get to-

gether with OPEC surplus countries to discuss new methods

of financing that are mutually beneficial.

I can think of a few useful options to consider.

One obvious example would be SDR-denominated loans designed

to lower exchange rate risks. A more novel idea might be

what we call "development equity" securities. These would

be LDC securities that pay a yield based on the average

real rate of return on a package of development projects.

Or a broader version might be called a "national income

equity" security, which would pay a yield based on the

overall rate of growth of the country's economy. Other

people have recommended different ideas, and those

suggestions should also be considered.
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Whatever options turn out to be soundest and

most practical, it seems to be clear that this short-cut

approach to recycling is good for everyone. It lets

the LDC country and the OPEC country define mutually

acceptable methods of financing. It spreads the risks

in recycling in a way that would strengthen the capacity

of commercial banks to continue to play an important

role. And it does not put a burden on the industrial

countries to recommend options that they themselves

might be unwilling to recommend for their own use.

I would hope that we as economists could contribute

as much analytical support as we can, investigating

objectively the potential costs and benefits of various

ideas and proposals, and making the results available

to anyone interested.

Imaginative new financing tools are going to

be indispensable to make sure that the-developing nations

are not overwhelmed by the difficulty of financing oil-

induced deficits. Maintaining tolerable levels of

world economic activity in the period of oil vulnerability

is a pressing objective. But equally important is the

objective of preventing a third oil shock. That means

loosening OPEC's hold on the oil price and seeing to
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it that massive payments imbalances are gotten rid of.

The only choice is to produce more energy and to conserve

vastly more energy. The long-term solution is develop-

ment of alternative energy sources because that is the

only credible way of assuring citizens of permanent

gains in their living standards. But that development

will take a lot of time and money.

In the meantime, we will be better off if we

can induce OPEC to re-think its arithmetic. If we can

make the option of keeping oil in the ground a poorer

economic decision than selling it and investing the

proceeds in financial assets, then it will be in OPEC's

own interest to produce more. As they sell more, the

real oil price will moderate.

But to achieve this result, we need to create

the expectation of falling demand and market softness.

That entails significant conservation efforts, much

greater than anything we have tried yet. Practically,

it means stiff taxes on gasoline to stimulate rapid

cutbacks in use. It means inspiring public trust that

government, having collected the taxes, will apply the

proceeds judiciously -- in part to cut other taxes,

but in part to recycle revenues to develop alternative

energy sources. -But this approach-has a big potential

payoff. It is the only feasible way of bridging the

time gap between today's extreme oil vulnerability and

a more agreeable time when we have enough of our own

energy to disregard OPEC.
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Impact of the Oil Shock

The average OPEC oil price at end-June was about

$31 per barrel, some 150 percent above the level at end-1978.

This huge increase in oil prices transferred wealth and real

income from the oil importing countries to the OPEC countries,

It has also already had significant adverse repercussions on

prices, real growth and current account balances both in the

OECD area and in the non-OPEC developing countries. And

these effects are far from over. While it is difficult, if

not impossible, to estimate precisely the magnitude and timing

of various consequences, it seems clear that the oil price

increases of the last year and a half will continue to have

major effects on the world eco-omy for at least another year.

And the precarious position of the oil importing nations,

their vulnerability to actions of the OPEC cartel, will

persist Until oil dependence is drastically reduced, major con-

sertation is achieved, and alternative supplies come or stream.

The OECD countries were in the middle to late stages

of an economic expansion as the current round of oil price

increases began. In the United States and the United Kingdom,

economic activity slowed during 1979, while in many other

countries, growth continued at a moderate oace into the first

quarter of 1980. Up until mid-1979 the expansion of demand

had not caused a major upsurge in domestic inflation rates

in many industrial countries as was the case at the time of

1973-74 oil price increases. Also, the latest oil price

shock occurred at a time when a few of the industrial
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countries -- the U.K., and Norway -- had become essentially

self sufficient in energy production.

The rise in oil import prices has seriously

worsened inflation in -Lndustr'3a: countries, however,

OECD oil imports from ZPEC account for about 1/3 of the

current total energy requirements, and were on average

2 3/4 percent of total domestic demand in 1978-79. Just

the direct effects of higher prices on imported petroleum

could eventually raise the price levels in these countries

by 4 1/2 percent. Considering that other energy prices will

increase too and that other prices and wages may be affected,

its overall impact could be on the order of 8-10 percent.

Perhaps a bit more than half of this effect has already been

transmitted to domestic prices. In the recent sequence of OPEC

price rises, domestic energy prices have responded very

rapidly. Most of the pass through of the higher oil costs

has occurred within one to two quarters. This is primarily due

to an increased willingness in the industrial countries to

allow domestic energy prices to move to world levels.

The longer term effect on prices may be even greater

if the rapid rise in prices induces increased money wage

demands to compensate for the lost purchasing power. These

changes, in turn, could lead to wage-price interactions that

ratchet inflation higher. Up until now, however, wage settle-

ments in several of the largest industrial countries have been

moderate. Moreover, the slowdown in domestic demand -- underway

at present -- is helping restrain wages and prices.
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For the OECD countries, the oil price hikes of

1979-80 will directly cut real incomes by about 3 percent.

Besides the direct burden of a loss of this size, the income

transfer could reduce aggregate demand and increase unemploy-

ment, lowering real incomes even further. If OPEC does not

fully spend its enlarged oil revenues or lend to those who

will spend, while OECD residents cut their spending sub-

stantially because of their reduced incomes, then demand for

OECD goods and services will decline. This reduction in

total demand occurred in 1974 and it will probably occur

again now. OPEC's ability to absorb imports is limited by

physical constraints and by social and economic policies.

Moreover, there may be additional deflationary impact from

changes in consumer and business confidence and from the

obsolescence of a part of the capital stock associated with

higher oil prices.

The U.S., U.K. and Canada are now going through a

contraction in output which is aggravated by the oil shock.

Economic activity is also slowing in several European

countries. No substantial improvement in output growth is

expected for the OECD area until well into 1981.

The recent growth effects can be offset in part by

reductions in oil purchases. A shift to energy sources other

than oil, for example, would reduce the need for oil imports.

Also, allowing domestic energy prices to reflect the full

impact of OPEC price changes induces some conservation.
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Conservation measures can also be promoted or mandated by

government. Although in the short run, the response of

energy consumption to price increases is modest, prices do

have a noticeable impact on energy usuage. And, over the longer

run, the oil price increases, conservation measures and

other adjustments such as investments in eneray-saving pro-

duction processes and design of products embodying energy

saving features should induce substantial reduction in the

volume of imports.

Also, over the longer run, additional OPFC spending

in the OECD area may lead to partiallv offsetting effects

on exports and output.

For the non-OPEC developing countries, the direct

effect of the oil price increases on real growth is likely

to be relatively small providing that they can obtain

financing for their deficits. Oil imports themselves account

for about 2 percent of the groups combined GDP, and these

imports are highly concentrated in a few of the newly

industrializing countries, These countries have maintained

relatively high arowth since the last oil shock, but thair oil

imports have grown also quite rapidly. The-volume of Brazil's

oil imports, for example, has grown nearly 50 percent since

1973, while that of Korea's has nearly doubled, despite both

countries high domestic oil prices and significant conservation

and substitution efforts. While oil is relatively less impor-

tant in the poorer LDCs, it is critical for their modern sectors --

for mechanized agriculture, irrigation, transportation, and
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electricity. Thus, the-oil price has reduced the growth

potential for all LDCs, even those where oil is not now a

significant component of domestic product.

But on top of these direct effects of higher oil

prices, the indirect effects of a slowdown in growth in the

industrial countries and the resulting decline in export

volume growth and commodity prices could be quite substantial.

Most of the indirect effects will be appearing in late 1980

and in 1981. For the non-OPEC developing countries, the

total impact on real growth might be on the order cf 2 oer-

cent by 1981.

If, however, financing problems impel some non-oil

developing countries to slow their rate of import growth further

their overall rate of economic growth will slow substantially

as well. For most LDCs imported goods are vital in the pro-

duction and develop -proceas -- there are no good domestic

substitutes. While there is usually some scope for cutting

non-essential imports without cutting growth, beyond some

point, the restriction of imports will impede growth. Moreover,

some countries may undertake contractionary macroeconomic

policies to reduce imports. Together, these factors suggest
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that growth will be slowed. Indeed, after the last oil

shock, both the growth of Imports and that of GNP slowed

significantly from their rates in the years preceding 1974.

Implied in the preceding discussion are substantial

adverse current account effects for both the OECD countries

and the non-OPEC developing countries. The 1980 OECD current

account deficit is expected to be $75-80 billion, up from

around $37 billion deficit in 1979 and $9 billion surplus in

1978. The deterioration is due almost entirely to higher

oil payments. The OECD deficit is projected to fall con-

siderably in 1981, reflecting slower income growth and the

associated decline in import volume.-

The oil bill of the area will be around $290 billion

in 1980, up from around $140 billion in 1978. On the basis

of present projections, the oil bill could increase another

10-12 percent in 1981.

The $80 billion swing in the OECD current account

deficit between 1978 and 1980 would be about 1 percent of GNP,

rouqly the same percentage as the $35 billion swing between

1972 and 1974. However, the pattern of current account

balances within the OECD area is distributed better in 1979-80

than in 1973-4. For example, Germany and Japan, which can

easily finance them, are incurring large deficits while France,

Italy, and U.K. have small deficits in contrast to last time.

The combined current account deficit of the non-OPEC

developing countries is estimated to increase by $20 billion

or more to about $55 billion in 1980. This projection is
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based on a relatively modest import volume growth of about

4 percent in'1980, about one half the average growth over

the last 3 years. In 1981, the effects of weakening economic

activity in the industrial countries, on too of the oil

price effects, will produce further deterioration in the

current account position of these countries.

The deterioration in the current account balances

for the OECD area and the non-OPEC developing countries is

mirrored in large surpluses for OPEC. OPEC is now running a

substantial current account surplus -- over $100 billion at

an annual rate and is expected to run a surplus only slightly

less in 1981. The 150 percent increase in oil prices since

1978 and the relatively modest growth of OPEC imports,

partly due to a precipitous fall in Iranian imports,

are the major factors behind the substantial enlargement of

the surplus.

These large surpluses are likely to persist. That

would be in contrast to the experience after the first oil

price shock, when the erosion of the real price of oil and a

surge in import growth practically eliminated the huge

surpluses OPEC had been running by 1978. First, the real

price of oil is expected to remain firm because OPEC members

appear prepared to trim output to match demand. Already

this year reductions in OPEC oil production of nearly 3

million barrels daily have partly offset reductions in oil

demand caused by conservation, recession and an end to oil

stockbuilding.* That response has prevented'a major oil glut

Oil reduction, awhile, has risen by less than 1/2 million
barrels a day.
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from developing which could have put strong downward pressure

on oil prices. It is worth noting, however, that the oil

market has eased enough so that spot oil prices have

declined considerably from their 1979 peaks.

Second, the growth of OPEC imports is expected to

average only 15 percent in real terms over the next few

years. By comparison real growth averaqed 50 percent in

1974-75. However, in subsequent years import growth moderated

and in 1978-imports actually fell by I percent. Then in 1979

a 70 percent decline in Iranian import volume contributed- to

a 15 percent decline in OPEC import volume as a whole.

Iran's imports, which previously accounted for 20 percent of

the world's exports to OPEC, have not recovered from this

plunge and the prospects for the Iranian economy and import

demand remain bleak. Elsewhere in OPEC, concerns about the

inflationary and social costs of too rapid economic growth

were sharpened by the Iranian experience and may lead to

greater efforts to constrain import growth in the future.

Moreover, recollection of sizable current account deficits and

heavy borrowing from 1977 to 1979 may keep several OPEC

countries from moving too quickly back into deficit.

Not only will OPEC imports grow modestly relative to

their surplus, but the import demands are likely to be spread

very-unevenly among exporting countries. On the basis of

past experience, the OPEC countries tend to import mainly from

the industrial countries and mainly from those which produce

capital goods and military equipment (See Table I). However,

while the LDCs have not gotten a large share of the OPEC qoods
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Table I

Imports of OPEC Countries
(in b11ions of U.S. dollars)"

1973 1976 1979

From:

Industrial Countries 15.90 52.88 75.24
Non-Oil Developing -

Countries 2.59 7.96 14.65
Other 1.23 3.09 5.65

World Total 19.72 63.93 95.54

Sources IMF Direction of Trade Yearbook, 1980

68-425 0-80--15

_. I 11 .
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trade, they are participating actively in construction pro-

jects in the OPEC nations.

Financing the deficits

How will the OPEC surpluses reach the countries

which need to finance deficits? So far, it appears that

the industrial countries with deficits will be receivinq

sufficient inflows through theprivate markets and through

some officially negotiated facilities. However, there is

considerable uncertainty on how the deficits of the LDCs

will be financed.

In 1979, there were large private and OPEC capital

inflows into the OECD area, This helped to finance the swing

of the OECD current account from a surplus of $9 billion in

1978 to a deficit of $37 billion in 1979. Within the area,

however, several countries because of the pattern of flows /

temporarily used reserves. Early this year the net capital

inflow into the area accelerated, aided by a relaxation of

capital controls in several major countries. This Pattern of

capital movements into the OECD countries as a qroup is ex-

pected to continue through the next year. As a result, few

of these countries are likely to encounter serious difficuties

in financing their current account deficits.

For the developing countries, the impact of the latest

oil shock on current account deficits should be roughly

comparable to the effect of the first oil shock. But financing

these deficits may pose more difficult problems this time,
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Between 1973 &nd 1975 LDC imports grew by over 60

percent and the aggregate current account deficit rose from

2 percent of GDP. to almost 6 percent of GDP. FinancinQ these

large deficits led to a rapid increase in" external debt.

Total external debt more than doubled within four years

and reached $350 billion by the end of tIe decade.

Taken as a group, developing countries have been able

to bear the increased debt burden relatively well. Although

the standard measures of debt burden indicate some increases

over the period, most countries have been able to stimulate

sufficient growth in GDP and exports to avoid serious payments

difficulties. But the direct and indirect effects of the

latest oil shock will require substantial additional flows

from official and private lenders to maintain growth in GDP

at tolerable levels.

The means of financing the current account deficits

vary widely among developing countries. Private financial

lending has been the major source of funds for only a small

group of LDCs. Ten countries received over three-quarters

of total bank lending! These major borrowers have large

economies and rapidly growing export sectors. They account

for about half of the current account deficits of all developing

countries. Although the 1973 shock reduced their rate of

GNP growth, they have managed to continue their development.

As a croupp their ratio of total debt to exports has actually

declined since 1973 while the debt service/exports ratio in-

creased only moderately. Still several of the major borrowers

* These ten are Argentina, Brazil, Chile, Colombia, Mexico,
Peru, Korea, Philippines, Taiwan,and Thailand.
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depend heavily on imported oil to support industralization.

The latest oil shock will make their development process more

difficult. However, provided that these countries maintain

sound economic policies, there is no reason to. believe that

their long-term prospects or their un-derlying credit-worthiness

have been permanently eroded.

Of course it is possible that individual countries

within this group will encounter occasional payments

difficulties. A few of these major borrowers -- Brazil,

Korea and Taiwan -- are heavily dependent on imported oil,

while others -- Argentina and Colombia -- are nearly self

sufficient and a couple -- Mexico and Peru -- are net oil

exporters. Thus the direct impact of the oil price shock

varies greatly within the group. However, past experience

has shown this to be a group of relatively flexible and

dynamic economies with strong long-term growth potentials.

As a result, their ability to adjust to.the oil price shock

depends as much on their taking appropriate policy actions as

the size of the initial shock. With proper adjustment policies

no serious persistent disruption need occur. Commercial banks

have shown themselves willing to cooperate in these-circum-

stances. Moreover, international lending agencies, particu-

larly the IMF, can play an important role in providing both

funds and guidance toward solving these problems.

For the large number developing countries which

have not obtained substantial private finance, the problems

of financing their deficits are more difficult. These
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countries generally have slower growth in GDP and exports.

They frequently depend on exports of primary commodities

whose prices tend to fall as world economic activity slows. -

While their oil imports are not large by world standards,

most have few alternatives to imported oil for their small

modern sectors. Increased costs of petroleum-based fertilizers

and insecticides have harmed their agricultural development.

Indeed, GDP growth averaqed only about 4 percent after 1973

which, combined with their rapidly growing populations,

meant almost no increase in per-capita income. Moreover,

current account deficits of these low income countries have

averaged over 6 percent of GDP.

Financing these deficits led to a tripling of their

external debt. Although most of these funds were obtained

from official lenders, who offered relatively low

interest rates and long maturities on these loans, the debt

burden of these countries has risen substantially. The pro-

portion of GDP required to pay debt service is increasing

and the public debt service/exports ratio has increased from

almost 8 percent in 1973 to over 12 percent by 1979.

Although these countries have generally been able to avoid

defaults, the debt burden on countries which have the lowest

per-capita incomes in becoming increasingly heavy. Financing

the substantial additional current account deficit caused by

the latest oil shock is a very serious problem.



Table II

Financing the Current Account Deficits
of Non-Oil LDCs

(billions of dollars)

1 97 3e 1974 1975 1976 1977 1978 19 79e 1980P 1981P

Balance on Goods
Services and Private
Transfers

Financing by Official Sources
Net Official Transfers
Bilateral Credits
Hultilateral Credits

Financing by Private Sources
Direct Investment
G-1O Reporting Banks
Other, including errors and

omissions

Growth in Reserve Asscts

-11 -31 -38 -26 -21 -32 -48 -67 -79

9
4
3
2

10
4

9
-3

14
6
4
4

20
5

16
-1

19
6
8
5

20
5

19
-4

19
6
6
7

18
5

18
-5

18
7
7
4

15
5

18
-8

21
9
8
4

24
6

23
-5

25
10
10
5

30

7
37

-14

35
12

10

42
4

17
11

32 37

8 3 1 11 12 13 7

e - Partly estimated
p - Illustrative projections based on plausible assumptions for current account developments

and official source capital.
Sources: IHF Annual Report, 1979 and World Economic Outlook; BIS Annual Report; FRBNY Staff

estimates for consistent country coverage and projections.
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The Role of Commercial Banks

International banks provided the bulk of LDC finance

following the last oil price shock, recycling funds from the

surplus OPEC countries to the deficit countries. Their

long-term lending to non-oil LDC governments and government-

guaranteed projects rose more than $50 billion in the

1974-78 period.--In addition, these banks provided an impor-

tant source of funds in the form of non-guaranteed and short

term trade-related credits. Overall, banks from G-10 countries

which report to the BIS have recorded about a $100 billion

increase in their total claims on non-OPeC LDCs since rea-

sonably comprehensive data became available in 1974 (See Table II).

Through most of 1979,international banks again played

the major role in recycling. Bank claims on non-OPEC

developing countries reporting to the BIS rose more than $35

billion over the course of the year. But again three quarters

of this lending went to the ten major borrowers. Moreover,

events in late 1979 began to seriously cloud the outlook for

substantial increases in bank lending to a number of LDC

borrowers. Events in Iran increased the perception of politi-

cal risk, even on investments in countries whese economies

had strong growth records. The higher oil prices and

deteriorating world economic outlook has raised the perceived

economic risk as well. Thus, spreads have widened for some

borrowers, while maturities have been cut back.

Many of the major LDCs have delayed or cut back planned

borrowings so the pace of new bank lending has fallen dramati-

cally in the first half of this year, despite the growing
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deficits. For example, new publicly announced eurocurrency

credits were only $9 billion in the first six months com-

pared with $15 1/2 billion in the same period last year.

Although the pace picked up some in the second quarter when

$5.6 billion were announced, this remains well below the

$6.8 billion of a year earlier. Unpublicized loans and more

reliance on trade or suppliers credits may have replaced

syndicated loans to some extent. However, borrowing needs

of the non-oil LDCs had increased considerably so that the

banks were handling less of the recycling than might have

been anticipated. It appeared that banks were unwilling to

lend larger amounts at the same spread over LIBOR. AM

earlier this year, interest rates rose sharply, further dis-

couraging many borrowers who instead drew down their reserves.

Of course, their reserve drawdowns are not sustainable.

Moreover, alternative sources of funds such as trade credits

and private borrowing tend to be more expensive than syndicated

bank loans. These factors suggest that creditworthy borrowers

will again seek syndicated credits, but will encounter wider

spreads over LIBOR than had prevailed in the nast few years.

Bilateral aid and credits

A substantial portion of the LDC deficit financing,

particularly for those who have not borrowed from the banks,

has been through official institutions. For example in 1979,

bilateral grants to the LDCs totaled about $10 billion and

new bilateral credits, most provided on concessional terms,
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were also about $10 billion.

As far as the industrial countries are concerned,

there is little domestic sentiment in favor of increasing

grants and soft loans to the LDCs. The OPEC nations, on

the other hand, have increased their loans to certain of

the LDCs -- mainly countries such as Egypt, Syria, Sudan

and Jordan -- but neither the scale of this lending nor its

distribution is sufficient to finance more than a small part

of the new current account deficits of the LDCs.

Multilateral aid and credits

While bilateral credits are unlikely to expand much,

the prospects for increased multilateral credits are

encouraging. Net lending by the IMF to nonoil developing

countries could well be at a record level in 1980, surpassing

the increase in IMF lending after the first oil shock in

1974-75. This expectation is based upon the sizable growth

in IMF commitments as well as the S1.3 billion in lending

that has already occurred this year.

Standby credit arrangements with the nonoil LDCs

rose from less than $1.6 billion at end-1978 to $3 billion

at end-1979 and $4.2 billion at the end of May 1980. Moreover,

last June the IMF agreed to a new standby arranoemeiit for two

Southern European countries: $1.6 billion for Turkey and

about $450 million for Yugoslavia, raising the total commit-

ment to the broader group of LDCs to over $6 billion.
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The standby credits represent credit tranche and

extended fund facility credits which will be available for

drawing on the average over the next 18 months, subject to

the borrowing country's meeting IMF policy guidelines.

New drawings of Fund credit are likely to increase

substantially over the next 6-12 months if the Fund approves

drawings of all commitments as scheduled. Out of the $4 billion

standby credit committed at the end of May, about $3 billion

was still unused and available for drawing. The funding of

the available standby credit includes $2 billion earmarked

from the Special Financing Facility (SFF). In June, about

$2 billion addditional was earmarked as part of the funding of

standby credits to Turkey and Yugoslavia. Thus, with the one

billion already used in the funding of earlier drawings, the

amount of SFF funds committed has reached about $5 billion, half

of the $10 billion SFF total.

The scheduled 50 pereent increase in the general quota

would add, at current exchange rates, about $25 billion to

the Fund's resources of which some $16-18 billion should

be "usable currencies available for lending.

The World Bank Group (IBRD, IDA, IFC) lending has been

growin-, but it still provides only a small cart of the

financing. This year it would provide about $5 billion, or

less than 10 percent of the LDC current account deficit. More-

over, while the World Bank loan commitments should approach the

$12 billion mark this year (about double the amount in 1975),

the disbursements remain slow due to the fairly long time
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required to complete projects. The newly-instituted "structural

adjustment" lending is intended to speed up disbursements,

but it is unlikely to exceed $1 billion over the next 18

months. This lending is designed to support policy reforms

which would help developing countries adjust to changes in

world economic conditions. The structural adjustment lending

program is similar to the Extended Fund facility lending

program of the IMF and could very well be administered in

a coordinated way.
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Alternative Financing Approaches

The strains on the world economy resulting from the

second oil shock are unlikely to moderate in the near future.

On the contrary, these strains are likely to intensify,

leaving some countries poorly equipped to cope with their

effects.

In this environment 7 the major concern is not about

the OECD countries. These countries should continue to

receive adequate financing for their payments deficits from

the commercial banks and other sources. Rather, the concern

focuses on some of the non-oil LZCs whose payments outlook

has become or threatens to become serious. In reassessing

the risks involved, commercial banks have become more reluc-

tant to expand their exposure in the low income LDCs~and to

offer the same magnitude of financing to certain other

countries as was forthcoming in the period following the first

oil shock. Consequently, other channels of financing need to

be kept open to assure that adequate growth of world trade

and income is sustained in the difficult period ahead.

While the World Bank is increasing its range of

activities, the IMF has the major responsibility for balance

of payments financing. Compared to other lenders able to

provide resources on a larae scale, the value of the Fund rests

primarily in its ability to ensure that any transfer of

resources, beyond a specified fraction of a member's quota,

is related to the adoption of policies designed to correct the

need for the financing. The imposition of these policies
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effectively provides the necessary confidence that adjustment

will be achieved and thereby ensures that flows of external

funds from other sources will also be available on a continuing

basis.

One of the problems that has resulted from the Funds's

conditional form of lending, however, is that countries have

often proved reluctant to submit their economies to the

Fund's guidance until other sources of funds dried up.

Recognizing this, the Fund began to review its policies on

conditionality a few years ago and last year formalized a new

set of guidelines in ways which allow for a greater degree

of flexibility than previously prevailed. These new guide-

lines emphasize the need to encourage members to adopt

corrective policies at an early stage of their payments

difficulties'and recognize that some countries may require

adjustment periods of more than one year usually associated

with Fund lending. Further, the new guidelines stipulate

that performance criteria should normally be confined to macro-

economic variables and that the domestic social and political

objectives of countries should be considered.

In addition, the Fund has also adopted a number of

measures in recent years to increase the volume and avail-

ability of loans relative to quotas. For example, in 1979

the Fund provided that resources from the supplementary

financing facility could be used up to 300 percent of quota.
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This raised the potential use of conditional reserves as far

as 465 percent of -quota in the context of an extended agree-

ment. In view of the potential magnitude of the payments

deficits many countries will be facing the years ahead, it

may be desirable for the Fund to liberalize further these

criteria.

These innovations on the part of the Fund are con-

structive. The lengthening of its lending periods, for

example, widens-the choice of alternative policy instruments

available to borrowing countries and provides greater lati-

tude with respect to adjustment programs. More gradual pro-

gress toward adjustment can improve the feasibility of a

program, in particular, if it permits a more acceptable

distribution of the burdens involved.

At the same time, however, there may be other ways

for the Fund to improve the recycling process. For example,

-the Fund may be able to take a more active part than it now

does in promoting and mobilizing an increasing amount of

financial flows through its technical assistance in organizing

and participating in consultative arouos and creditor clubs.

Furthermore, in view of the overriding importance of

energy costs in the recent payments imbalances, the Fund may

wish to give special attention to energy policies in formula-

ting its support programs. This is an area of particular

expertise for the WorldBank. In this, as well as in other

pol-icy areas, the Fund and the Bank may find it useful to

develop and coordinate further their respective lending

activities.
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It is probable that the Fund's regular resources

together with the as yet uncommitted part of its supplemental

financing facility and planned quota increases will be

adequate for the near term. But some strengthening of the

Fund's liquidity may be desirable in 1981 and beyond,

particularly since the Fund may by then be assuming an even

more active role in the recycling problem that it has

assumed to date. This contingency is recognized in the

directive adopted by the Interim Committee at its April

meeting in Hamburg. It encourages the Managing Director of

the Fund to begin discussions with potential official lenders

regarding the terms and conditions under which the Fund could

borrow additional funds if, and when, the need arose, Pro-

vision of additional resources by means of further quota

increases or direct borrowing should be seriously considered.

Direct borrowing could be arranged through either certain

groups of lenders or a set of bilateral agreements.

There is good reason to support a strengthened role

for the IMF in the recycling effort. But, in addition, the

oil-producing countries must also take a more direct part

in recycling their surplus funds to LDCs in deficit. An

increase in their direct investment and aid flows would be

especially desirable. But, realistically, investments in

financial assets are the most obvious vehicle.

However, the range of financial assets available to

OPEC investors in LDCs is not broad. Local capital markets

are largely undeveloped; equity markets typically are non-
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existent. Nevertheless, OPEC members have an interest in a

diversified portfolio of assets and that should normally

include some types of LDC-based securities. The challenge

is for the two sides to develop financial instruments that

serve mutual interests. Potentially, those instruments could

include features that are not normally available in the

financial markets of industrial countries. It is difficult

to say precisely what specific forms these instruments should

take. But features that greatly reduced exchange rate risks,

for example, SDR denominated issues, would be natural ones to

explore, and other options may also prove mutually attractive.

Another suggestion to encourage direct lending by OPEC

investors to non-oil developing countries would be to have

the potential borrowers group together to offer collective

insurance against payments interruptions. This alternative,

while discussed before without enthusiasm, might be reconsidered.

Finally, in those LDCs where equity markets are not

developed, the concept of the government issuing "development

equity" securities -- LDC instruments whose rate of return is

keyed to the average return on a basket of development projects --

could have appeal to foreign investors. In addition, some

countries could consider issuing broader "national income

equity" instruments, whose yield is keyed into the over-

all growth rate of the economy. This general area deserves

attention and further studying to determine the methods which

have the best chance of stimulating significant inflows of funds.
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The, important point is that OPEC countries must

recognize a responsibility for the financial consequences

of their pricing actions. A cooperative approach of working

with individual LDCs, when appropriate with the technical

assistance of the IMF or World Bank, could lead to develop-

ment of imaginative financing tools that could relieve some

of the pain of the oil-induced deficits of LDCs.

68-425 0-80-- 16
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Imaginative financing arrangements to permit deficits

to be adequately financed are indispensable t-o avoid unaccept-

able economic disruption in the near term. But these arrange-

ments cannot correct the fundamental difficulties that have

given rise to the international oil problem. Elimination of

these difficulties requires major efforts in the oil-consuming

countries both to conserve energy, in particular petroleum,

and also to develop alternative energy sources. It is

heartening that consumers are responding to higher prices by

cutting back purchases. The elasticities are perhaps smaller

than they could be, but they are still there. And some national

policies have also contributed to energy conservation, However,

the U.S. and other industrial countries can do much to

encourage conservation.

The governments of these countries have recognized this,

at least in general terms. At the Venice Summit the

United States and other major countries agreed to encourage

the use of existing petroleum substitutes both by households

and businesses, to conserve energy by improving insulation in

buildings, improving on mass transit, and increasing fuel

efficiency in motor vehicles. Moreover, the summit declaration

mentions a wide range of possibilities for developing energy

supplies other than oil. These include the increased use of

coal in the medium term, and a substantial riae in the production

of synthetic fuels and solar power in the longer term.
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The program outlined at the Venice Sumit deserves

vigorous support, but as the governments themselves recognize,

the proposed policies could not have a major influence on the

oil market for some years- The pressing need is for measures

that would have an immediate impact. There are several

options. One possibility is to put on substantial excise

taxes on gasoline, implemented through a series of yearly

increments. This overall approach would constitute a form of

"domestic recycling", whereby part of the taxes that would

otherwise be paid to OPEC in the form of higher oil prices

could be paid to ourselves instead.

Domestic recycling through such a tax would have

multiple benefits. A further rise in gasoline prices would

speed the process of consumer conservation, as well as acceler-

ate efforts to achieve greater fuel economy in motor vehicles.

A portion of the revenues raised by the tax can be put back

into the economy.

Part can also be recycled into development of

alternative energy source development, and into investments

to embody more energy saving in new products. Finally,

domestic recycling, to the extent that it reduces the resource

drain to OPEC, can improve the balance of payments and relieve

pressure, both direct and indirect, on the dollar.
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most important, a serious effort to conserve would

carry a clear message to OPEC that the United States is
determined to reduce its dependence on imported cil. It

would set a standard that other oil-consuming countries ccul.1

also seek to follow. And it could change the OPEC calculus

and make it far more likely that leaving oil in the ground

would be a poorer economic decision than selling the oil

and investing in financial assets. That is the surest way

of relieving long-term tautness in the oil market and reducing

the chance that the world economy would be subjected to yet

another oil shock in the future.

Senator BRADLEY. Thank you very much, Mr. Kubarych, for your
statement. There are creative ideas in there as well as a clear and
thorough analysis of financial problems that result from the energy
shocks. Now, I would like to proceed by asking more general ques-
tions and then coming to some of your specific recommendations a
little later in the hearing.

I think the pernicious aspects that these oil shocks have had is,
as I said in my opening statement, the combination of recessionary
pressures and inflationary pressures both resulting from oil price
increases.

I was wondering which you regard as the greatest danger to our
economy?

Mr. KUBARYCH. I put it in a slightly different way. The greatest
danger is the massive shift of wealth, real wealth. We are poorer
because they have raised prices and have an ability to raise prices
further. Because we are poorer we must consume less or have less
resources to spend on those particular projects and social objectives
that we would like to spend money on. We do not have that
flexibility any more.

The recessionary effect, is part of the dynamic process of adjust-
ment. But the basic pain of OPEC is that they have made us less
wealthy. We will try to adjust to that drain.

Some people try to get- that money back to spend by seeking
higher nominal wage increases. But because the absolute transfer
of wealth has already happened we all as individuals in this econo-
my cannot do that. We simply create inflationary dynamics that
make other aspects of policy more difficult.

On the recessionary effects that stem from the loss of income, it
is worth remembering that the shift in wealth to OPEC changes in
a very important way the world's overall propensity to save. In
that sense it provides a kind of opportunity.

On the average, OPEC saves more of a dollar of their earnings,
particularly the low absorbers like the countries in the Persian
Gulf, than ordinary people in industrial countries and developing
countries.

So you have a shift in world patterns of spending toward saving.
Now the basic textbooks that we grew up on present that as an
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opportunity. If we cannot close that gai with greater investment
but try to consume the difference, then we are nowhere. That is
because they retain the ability to raise oil prices and we are
consuming out of actually a weakened level of income and wealth;
and we have nothing to show for it.

But because that savings is there-it is not just potential savings,
it is actual savings-we can take steps to mobilize that savings,
increasing our own investment. In a way this additional savings
shows that OPEC countries in the aggregate do not feel that they
have the investment programs that are worthwhile taking, either
because of sociological and political concerns or whatever.

We have such projects in this country, other industrial countries
and certainly the LDC's. So we can offset the depressing effects of
their increased savings by increasing our investment. Or we can
mistakenly try to offset the depressing effects by increasing our
consumption. If we do that, we do not solve the problem. We
compound it.

Senator BRADLEY. I want to come back to this again, but just to
follow that line of thinking, as you attempt to lure back the part of
the dollar that certain OPEC countries save, a part that is larger
than what would be saved in Western economies, what has to
occur? It has to be lured into a long-term investment, not a short-
term investment, wouldn't you agree?

Mr. KUBARYCH. They have to buy long-term financial assets
father than short-term financial assets.

Senator BRADLEY. And ti-ey haven't done that.
Mr. KUBARYCH. Well, I do not think that they have done so

sufficiently. There is no fixed pattern to their investments and it
changes over time. When you look at the aggregate it depends a
great deal on three or four countries, or the major savers in this
group. There is obviously a dynamic to the way they invest their
resources. Characteristically, surpluses start of invested in short-
term bank deposits and then more and more other types of assets
get bought over time.

I agree with you completely that their interests should be in
acquiring longer term financial assets because their interests must
be in the long-term future of their overall economic position. They
must look beyond this temporary oil vulnerability and recognize an
underlying interest in long-term assets.

There is a problem. It is not a great problem for us, since we
have a great menu of potential assets of a long-term nature that
they can buy here, including equity participation. That raises other
problems but at this level of abstraction it is worth reminding
ourselves that we have this financial menu to offer them.

Most other countries do not have that financial variety. So that
is why I emphasize that while the general problem is the same for
all countries which are net oil importers, the specific problem of
mobilizing OPEC savings for investment is going to be more diffi-
cult in those countries which do not have strong financial markets
than for us.

That does not mean that we are guaranteed to make the neces-
sary shift from consumption to investment smoothly. It will take
other incentives. But at least we do not have a gaping hole in
financial markets. We have strong financial markets. Maybe I am
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oblique to your point. But I do think there is a complicated set of
different problems for different parts of both the industrial world
and the developing world.

Senator BRADLEY. When you are confronted with a situation like
Iran, a drop in production, and therefore a very rapid increase in
price, 110 percent in 1 year, it is the initial response of the policy-
maker to respond to that inflationaf-y price increase by contracting
economic activity.

I think that is what has happened to the economy in the course
of the last 3 or 4 months. Now what I am asking, and the thought
underlying the question that I first posed, isn't there a danger of
over contracting the economy in response to an oil price rise be-
cause one does not understand the recessionary pressures that are
implicit in a dramatic increase in the price of oil.

Shouldn't we therefore try to be a little more balanced in our
response?

Mr. KUBARYCH. Now I understand exactly what your question is,
and I basically do not agree with you. I do not basically think that
the steepness of this correction that we have had in our domestic
economy was triggered by the effects from the oil shock, although
oil was an element in the process.

I think we became poorer as soon as that 110 percent oil price
-rise that you mentioned started to come through. And because we
had been so slow in reacting before and then finally reached a
consensus in favor of oil price decontrol, we had a double barreled
effect. In that situation, I think that our consumers behaved quite
naturally. They tried to maintain a level of consumption that was
not at all compatible and harmonious with their changed real
position. So they put off the day for quite some time when they
would bave to adjust their living standards. That did not happen
gradually.

What happened was that the adjustment got telescoped into a
very short number of weeks because of a strong psychological
change among consumers. There were a number of reasons for
that. The credit restraint program was one of the catalysts and
there were other catalysts.

But the fact of the matter is that if our consumers would have
gradually changed the structure and pattern of their spending in
harmony with the reduced wealth because of the oil shock, we
would not have had this sharp recession. We would have had a
much more gradual period of adjustment.

But they did not do that. You know what happened to the
savings rate. It went in just the perverse way. When that swung
around sharply in April from well under 4 percent to almost 5
percent in a period of a few days, then you had that sharp correc-
tion on the consumer side.

So I am certainly agreeing with you that it would have been
much better not to have had that type of correction but the reason
we had that correction was not because of some overkill from
policy.

Senator BRADLEY. The failure to adjust?
Mr. KUBARYCH. The consumer acts in a discrete way and not in a

smooth incremental way. That kind of consumer behavior leads to
enormous unpredictability. I do not think one would have predicted
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such a sharp change in consumer patterns in such a short period of
time.

Senator BRADLEY., There are those people who argue that if you
have a rapid increase in the price of oil that one of the ways you
can accommodate that loss, to the economy what you refer to when
you say "people are poorer," is by increasing the money supply.
Now, do you feel that you can increase the money supply in re-
sponse to an oil price increase without releasing rather severe
inflationary secondary effects in the economy?

Mr. KUBARYCH. I totally disagree with the point that you can
offset the effect on the consumer of a major shift in relative prices
by increasing the money supply beyond what you would have had
otherwise. That is because at a time when many sectors of the
economy are fairly near their full capacity utilization, there is not
a lot of slack in the economy. There is not very much give or
flexibility to produce more in a short period of time.

Under those circumstances, to validate that relative price change
with monetary expansion has to be inflationary. Not only must it
be inflationary but even ordinary people are going to see it is
inflationary. They are going to do things like sell off bonds as they
did in January, move into real estate, and borrow to finance pur-
chases. You are not going to be able to deceive people under those
kinds of circumstances.

There are other circumstances where there is slack in the econo-
my when increasing the monetary growth from where it was would
not have a broad inflationary effect. It would be minor. But when
there is a strong perception that the economy is fairly near full
capacity in many sectors, if you accelerated monetary expansion to
validate that--

Senator BRADLEY. Did you say "invalidate"?
Mr. KUBARYCH. To validate the oil price change, then the infla-

tionary effects will be very strong because people will not be de-
ceived. That is a very uncomfortable answer but that is my judg-
ment.

Senator BRADLEY. Well, it is the answer of someone who wants to
squeeze tighter, but I understand your point. Do you anticipate
that the OPEC surpluses will increase or decrease as we move into
the 1980's?

Mr. KUBARYCH. I think that they will be in a narrow band
between something on the order of $90 billion and something on
the order of $130 billion. They will be larger when the world
economy is growing a little bit faster and they will be smaller the
other way.

Next year they will probably be under $100 billion but if they
turned out to be higher during late 1981 and into 1982, when
growth probably will improve in the OECD, then I could easily see
something around $130 billion. This would be on the basis of what
we might call neutral oil price assumptions--

Senator BRADLEY. Which means no shock?
Mr. KUBARYCH. No new shock.
Senator BRADLEY. Have you worked through any figures as to

what the oil price effect might be if part of the Persian Gulf supply
to us, say the 3.5 million barrels we import a day were lost?
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Mr. KUBARYCH. If you lose how many barrels a day?
Senator BRADLEY. The United States gets about 3.5 million bar-

rels a day from the Persian Gulf. Let us say, for argument's sake,
that the world production is 49 to 50 million barrels a day. If you
lose 4 million barrels a day, roughly 8 to 9 percent of the world's
supply, what would that translate into in world price of oil?

Mr. KUBARYCH. That is about the hardest question so far. It
depends on how permanently we lose it and of course it depends
very much on who loses it. If it is lost, for example, for reasons
that look unrecoverable, particularly in those areas that have large
proven reserves so that not only the current 3.5 million barrels a
day is extinct but the future production is in jeopardy, then the
changes in perceptions will be phenomenal and the price increases
are going to be very sharp indeed.

I will- not give you a number because it would be such a large
number that it would sound alarmist. But if it were 3.5 million
barrels a day spread out among a number of countries, and that
could easily happen, then that may be all that is necessary to
support a moderate real oil price increase.

Senator BRADLEY. Let me tell you what the Congressional Budget
Office said. If you lost 3.5 million barrels of oil a day for 1 year,
that would translate into an increase in inflation of up to 20
percent inflation and it would result as well in a loss to the
economy of $110 billion to $150 billion in 1 year.

Now I think that is a vivid demonstration of this combination
effect.

Mr. KUBARYCH. That is definitely well within the realm of under-
standing. You. can get that kind of scenario without stretching
credibility.

Senator BRADLEY. One of the suggestions to bridge that gap has
been made is a so-called disruption tariff. Let me explain the
concept. If we lost 3.5 million barrels of oil tomorrow, we know the
price is going to go up. The question is who is going to benefit from
that increase in price? Will it be OPEC or will it be the consuming
nations?

For example, in the last year when prices went up 110 percent,
the Government of France made more money and got more reve-
nue than the Government of Venezuela because they had a price
structure that was highly tax oriented. The argument of the dis-
ruption tariff is that when an interruption occurs you put in a big
tariff so the money stays in the United States. You also get de-
creasing consumption because of the higher price. Now, from an
economic standpoint, does that make sense?

Mr. KUBARYCH. I think it makes excellent sense. I think you are
not going to be able to predict with any certainty exactly how
easily the adjustment can be made.

Senator BRADLEY. What kind of questions would you ask in ordei
to determine what the level of the tariff should be?

Mr. KUBARYCH. As for the numbers, 3.5 million barrels a day
mentioned, OPEC production has gone down by 3 million barrels a
day this year. The reasons we have not had a new round of massive
price increases is because demand has gone down for the reasons I
mentioned.
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Senator BRADLEY. And also because the decrease in production
has been done quietly?

Mr. KUBARYCH. It is spread out, it was not concentrated, and it
was not in an area that looked like- it was a once and for all
change. Instead, it looks primarily like a modulation of production
plans. So that is very important in this calculus.

But let us look at this tariff idea or any kind of tax idea. If any
amount of oil is taken out, the most important question is what
kind of demand responses are there going to be? Now,- if you have
uncoordinated, myopic decisions by different countries and differ-
ent companies to take care of themselves by building up stocks and
finding every barrel for inventory that they can find, then the
price escalation is going to be phenomenal. You are going to have a
kind of frenetic inventory process that is going to be mutually self-
defeating because by your assumption that oil is not there. By
everybody acting individually and trying to protect themselves,
they will be the ones that will force the oil price up sharply.

The high tariff policy can generate an expectation immediately
on the part of the people who would be building up those inven-
tories that the demand will be contained. It changes their percep-
tions of what they need in inventory. You prevent that inventory
buildup. Right from the start you do that by giving a strong signal
that the demand is going to be lower because you are using a price
mechanism to reduce that demand.

You can do that in other ways too. At this level of analysis you
could try to foster the expectation of lower demand by just telling
people not to consume it. I do not think that works, but the price
mechanism can work. That is the best payoff from the tariff or
high tax approach because you truncate the inventory building
process that otherwise provides the momentum for the price in-
crease.

If you can get a hold on the price increase right from the start,
you essentially create the conditions for overall market supply and
demand that do not lead people to be bidding seriously for the oil
that is there.

Senator BRADLEY. Has the Federal Reserve done any elasticity
studies on this?

Mr. KUBARYCH. We have done some.
Senator BRADLEY. What is your number?
Mr. KUBARYCH. We use something on the order of 0.4 in the

short term for gasoline and 0.8 in the medium term.
Senator BRADLEY. Those are your figures and your people have

arrived at that?
Mr. KUBARYCH. They have arrived at that by digesting the re-

sults of a number of econometric studies.
Senator BRADLEY. That is not a Department of Energy figure?
Mr. KUBARYCH. No, it does not mean that they are any better or

any worse. These are the figures that our economists use.
Senator BRADLEY. That is 0.4 for gasoline?
Mr. KUBARYCH. Something like 0.4 for gasoline in the first year

and something on the order of 0.8 for longer time periods. For all
oil it is a little higher than that because in the short term industry
can adjust more easily than the automobile driver.

!
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Senator BRADLEY. You directed some attention in your prepared
statement to the question of inducing oil producers to produce oil
because it is more in their interest.

Mr. KUBARYCH. That is right.
Senator BRADLEY. Than to keep it in the ground.
Mr. KUBARYCH. Yes. -
Senator BRADLEY. Now, if they would do that, that would require

them to believe that they would get a higher return on investing
earnings from oil sales now than on keeping oil in the ground.-
That assumes that their investments held long term will out-pace
inflation, among other things.

Now, there are a lot of ideas around. You have given us two
today and I would like to get your reaction to several others. One
idea is to offer OPEC bonds, to pay for the oil with bonds backed by
gold in full or in part.

Others such as Walter Levy have suggested that the bond be
linked to a basket of various industrial or major industrial goods.
You have suggested development equity and an income equity
securities.

Could you talk about the relative merits of each of those four?
First, I would like you to talk about the first two and then we will
come to your two suggestions.

Mr. KUBARYCH. I do not think, or my general point is I do not
think--

Senator BRADLEY. And let me just say this: I asked this question
having spent a number of hours with oil ministers in Saudi Arabia
and Iraq and having then tell me that they are going to keep the
oil in the ground unless they have an assurance that they will
make more than inflation by investing in the Western world.

Mr. KUBARYCH. I understand why they might tell you that be-
cause I cannot understand how they would ever want to tell you
anything else.

Senator BRADLEY. You can tell me how they can do that now.
Mr. KUBARYCH. I want to be very careful here that we first take

heed of principle No. 1. Let us not propose for other people that
which we will not be willing to do for ourselves. I do not think this
is presumptuous. To the contrary, it may seem patronizing to
people in other countries when some of these ideas are put forward
in that spirit. I would reject them just on that principle.

Senator BRADLEY. I do not understand that. --
Mr. KUBARYCH. I would not be terribly comfortable with the

United States issuing gold-backed securities.
Senator BRADLEY. Why is that?
Mr. KUBARYCH. To anybody.
Senator BRADLEY. Why is that? I am sure you are aware that we

are going to have a presidential campaign where this might be an
issue, where we will have one candiate talking about the return to
the gold standard. It won't be William Jennings Bryan, he opposed
that, and it won't be William McKinley this time either.

Mr. KUBARYCH. First of all the problem with introducing these
kinds of instruments when you already have a fairly sophisticated
market is that you have a tremendous problem in convincing
people that they should not lose confidence in what has been your
basic strength for a long time-a deep, broad, and very efficient
Government securities market.
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There is a public good associated with that market. It shows in a
tangible way in that the U.S. Government borrows cheaper than
anybody else in the financial markets. One of the primary reasons
it borrows more cheaply is that the market is better. It is a strong
market and a very flexible one. Muddying the waters by introduc-
ing new kinds of instruments into that market can be a problem
for the existing issues. That is an important point.

Senator BRADLEY. It makes those issues less attractive?
Mr. KUBARYCH. It is going to create public confusion. People are

going to say, "What is the superior issue?" I personally feel that it
is wrong to force that question following long periods of negative
real interest rates.

I think that is exactly the wrong kind of signal you want to give
to people in an economy where we need more investment and
revitalization of our industries, to give a signal to people that by
buying financial instruments to finance that industrial revitaliza-
tion they may be making a mistake.

That is my personal view, I think over the long haul interest
rates should yield a real return to the saver to compensate the
saver for helping to finance this improvement in our industrial
strength. That should happen through market forces and I think it
will.

But I think it is going to be very difficult if we start introducing
new kinds of instruments that confuse the public and make it seem
that by introducing this it gives the public reason to be concerned
that the Government fears that it will not be offering a real return
to savers on its tradiLional obligations. I do not think that the
Government wants to give that signal.

It is much more important to give the signal to the public that
we recognize that we need to provide savers a real return and that
we are going to maintain discipline in financial affairs so that
happens. Then that money will be available. That is the broader
point.

On the narrow point of gold, why not use pork bellies or why not
copper or why not some combination of commodities? The only
thing I can think of that is different about gold than some of these
other commodities is that some governments own a lot of gold in
their national reserves and other governments wish to accumulate
gold. But by and large governments do not own an awful lot of
these other kinds of commodities.

So governments have great influence over time on the nature of
the private gold market. They create agreements, they sometimes
orchestrate policies and they even have programs to auction the
gold off. Thus it seems to me that the gold market is not close to
being a perfectly free market that can signal a general commodity
price level.

It is a very unique market among commodity markets in that the
private flow that creates an efficient response is not there. It is a
highly politicized market.

If you ask about commodity securities, I would say first: anything
but gold. But commodity-type based securities are also something
that would help spoil certain aspect of our Government securities
markets, and I would stay away from them.
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Senator BRADLEY. What about. linking to a basket of industrial
goods?

Mr. KUBARYCH. These are kissing cousins of general indexation.
For instance, the British Government has a certain amount of
indexed linked securities for old age pensioners and the idea of
indexing bonds has been around for a long time. Basically I am
against indexing securities for this country at this time for the
same reasons I would be against the gold link-because I do not see
how it could be easily fit into our financial markets.

Now, whether we adopted the British style of approach, where a
special feature is introduced for particular groups of people who
are needy and have a need for some kind of further assurance, that
is different. But when we speak about recycling, we are talking
about very large sums of money. Very big amounts of securities
must be sold to very few people. Index-linked bonds would be
immensely competitive with our existing Government securities
market.

Furthermore, I do not know whether it is in our national interest
to take OPEC off the hook. I recognize that they want to be
assured of a real rate of return and that I can understand. What I
cannot understand is why they think that we have to take them off
the hook and provide them with the ability to easily recycle their
funds, that we are going to do their work for them.

I think the responsibilities are the other way, that it should be
our task to make them realize that they create the problem with
their pricing and production policy and that they have the respon-
sibility for contributing directly to a smooth recycling process.

That is why I look to mutual agreements between OPEC and
other countries where there are not strong financial markets,
where they can reach new arrangements that they feel are in both
of their interests. But if they look to us to ease the problem that
they create, I think that that is inconsistent.

Of these various proposals, the idea of a development equity
security would clearly meet a specialized need. There are no equity
markets in most countries and OPEC investors could not buy a
share of stock in something even if they wanted to. By contrast,
that is a market that we already have.

Now you ask yourself the question, how can you imitate that?
Senator BRADLEY. Before we get to your idea of a development

equity bond, I would like to go back to your reaction to indexation,
say the British example, and indexation generally.

If you were to index the principal, not the interest, but the
principal against inflation and then offer an interest rate of, say, 2
percent, with the purpose of attracting short-term money into long-
term investment, what is the difference between that kind of in-
dexation and market interest rates in an inflationary environment
where the Government issues must be made at 16 or 17 or 18
percent as inflation rises?

What I'd like you to compare are a bond where the principal is
indexed to inflation which might be called the inflation defense
bond, and the normal Government bond which in inflationary envi-
ronment has to carry interests of 16 or 17 or 18 percent.

Mr. KUBARYCH. I hope it is not that high. You could probably
find a country where they have that.
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Senator BRADLEY. Well, if the rates of interest don't reach that
high, that means we are successfully combating inflation, which
means that the increase in the principal due to indexation would
not be significant either.

Mr. KUBARYCH. What shall I say? The lure of indexation has a
seductive charm to it because it looks like it removes uncertainty
or it looks like a kind of mechanism that is in everybody's interest
on the face of it. That is why it keeps coming up.

It has been tried in a number of countries and it is interesting to
look at the cases of those countries that tried it and then backed
away from it. One is Finland, for example, in the 1950's.

The problem of indexing important parts of the Government's
debt-in addition to setting up a kind of a tiering among Govern-
ment obligations-is what does that mean for indexing in the rest
of the economy?

Senator BRADLEY. What is that?
Mr. KUBARYCH. What kind of a signal it creates for opening up

additional indexing in the rest of the economy. You do not stop
with indexing bonds. Other things will be indexed too: Wage agree-
ments.

Senator BRADLEY. Wage agreements already are and social secu-
rity obviously is.

Mr. KUBARYCH. There is more indexing in this country than
there used to be, but there is still comparatively little if you
compared the United States to, say, Italy.

Senator BRADLEY. What I fail to see on that--
Mr. KUBARYCH. It is very difficult to reduce the inflation rate,

the greater the proportion of indexing you have, and I would think
that we have a long-term interest in reducing the inflation rate.
We cannot start from scratch. There is massive outstanding Gov-
ernment debt built up over many years and you cannot start from
scratch and say, "Well, if you were starting today with no debt at
all given the prospects for inflation, would you be willing, to start
indexing bonds?"

Your answer would be quite different than when you start with a
great-deal of debt already.

Senator BRADLEY. Well maybe that is an answer. Maybe that is
an answer to my question because what I wanted to pose was if
indexation has a Rubicon effect that once you cross it you are in a
different world, we have already crossed that with most wage
agreements and many pensions including social security.

Therefore since we have already crossed that, what is the differ-
ence between indexing wage agreements and pensions and indexing
a bond?

Mr. KUBARYCH. Well that is a very subtle way of asking the
question because you ask it in a very difficult way. It is easier for
me to say it is more harmless under those circumstances because if
you have a great deal of cancer and adding another type of cancer
is not going to make the patient any sicker than he already is.

So you can get the answer, yes, it only increases marginally to
his illness. I am not sure your premise is right.

Senator BRADLEY. Do you think that all indexing is cancer, is
that right, and there-is not a difference? I was thinking there was

_ a difference.
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Mr. KUBARYCH. I think all indexing-we can push these analo-
gies a little further than we want to, but I think all indexing is
cancerous and makes it much more difficult on those parts of the
-economy that are nonindexed.

I understand the literature that teaches that if everything is
indexed, the economy can manage fine. It is just a moving picture
show rather than a sequence of snaps1iots. I understand the logic of
that and I understand the problem, now that we have more index-
ing than we used to. But we are still very far away from everybody
being indexed.

Introducing more areas of indexation little by little is pernicious.
I think that is a better word-than cancerous. I reject these seduc-
tive-arguments in favor of indexation for this country.

Senator BRADLEY. I would like for you now to compare these
kinds of instruments that we have been discussing and your idea
for development equity and income equity securities.

Mr. KUBARYCH. The comparison is very simple. In this country
an investor, a foreign investor-OPEC or otherwise-has a lot of
financial assets to choose from. In most developing countries-and
I am considerably more worried about the ability to achieve recy-
cling to those countries than I am about the recycling to industrial
countries-they don't have these markets, although you might say
they should have them.

They also have a different mix of public sector, quasipublic sector
and private activities than we do. The private activities are, gener-
ally speaking, a smaller fraction of their- total economic activity.
That is the way things are, and in some countries there is very
little private activity in major industry at all.

So, it is hard to foresee large amounts of equity instruments
being available to OPEC or other foreign investors in developing
countries.

Let us imitate the equity option. I am not suggesting selling of
shares, for example, in the Government Development Bank. That
may be tricky to arrange and raise other kinds of problems; but it
shouldn't be too hard to put together a package of, say, 40 develop-
ment projects, industrial development projects, with some help
from the World Bank and IMF or other intermediary, and offer a
piece of paper to the buyer that says, "In return for x million
dollars which you are going to lend to us, we will promise to pay
you the London Interbank offer rate plus x percent if these projects
yield 3 percent in real terms, or plus y percent if they yield 5
percent.'

You can work out the dimensions of what that markup would be.
"The more profitable these projects are, the more money you are

going to get, but you are going to get at least some minimal
return."

Senator BRADLEY. Lenders would have an equity position and
they would own 2 percent of the Hoover Dam, for instance?

Mr. KUBARYCH. That is right. There would be an outside agency,
an honest broker, monitoring the cash flows and economic returns
so that the lender is protected.

There are domestic analogies. You know a lot of real estate
development projects in this country have been financed through,

"t



251

techniques that involve so-called equity kickers. The germ of the
idea of an equity kicker is where a financial institution will find a
developer who -wants to put up a new shopping center in Wood-
bridge or wherever and wants to borrow the money. The loan
agreement says, "The lender gets x percent a year plus 1 percent of
the cash flow of the Woodbridge Shopping Mall."

Now, that is a kind of financing that exists. I am trying to invent
a way to take that kind of financing and apply it on a macrolevel
to a country. It seems to me it is doable. It is not a brandnew idea.
But let us use some of the techniques we already do that work and
apply them to the recycling problem.

It works for real estate developments-and some of these are
very big. The same idea can be adapted by developing countries,
worked out between the country and the OPEC investor directly.

Senator BRADLEY. You say primarily a developing country?
Mr. KUBARYCH. I think it is more necessary there because of my

basic premise-that they don't have the other alternatives. You
can't buy a share of stock in the local real estate developer as you
can for many of the major real estate developers in this country or
major manufacturers or other companies.

Senator BRADLEY. Do you think the yield from such an invest-
ment is going to be greater than the increase in the price of oil in
the next 10 years? That is what the OPEC country would have to
determine.

Mr. KUBARYCH. Well, the OPEC investor is not going to know
that, because he doesn't know how serious our conservation efforts
are going to be in the industrial world and how lucky we may be
on some of these alternative energy sources.

I would imagine 10 years from now we are going to be successful
on one of these alternative energy projects in a big way. So we are
talking about a major problem for 5 to 7 years. By the end of that
10-year period OPEC will see that oil is not the only energy source
and that we will have others.

So what I want to do is bring forward these changes in percep-
tions. Once they know that we have these alternatives, then they
will want to sell the oil. You can bring that forward by conserva-
tion and then get them to realize that conservation gives the
potential for the oil price not to go up.

If there are no conservation efforts at all and the alternative
energy sources don't go anywhere, then, of course, OPEC is not
going to feel that real oil prices are going to stay constant or go
down.

But we cannot go from here on the basis of the worst possible
scenario; we have to go on a basis of an intermediate scenario,
where we need to take positive steps, recognizing at the same time
not everything is going to come out right.

Mr. BRADLEY. Would not OPEC countries simply cut back produc-
tion to, or below, levels of demand with conservation?

Mr. KUBARYCH. Well, with the present world oil production you
have a few countries that are producing more oil than they need
for their domestic economic purposes, Saudi Arabia being the big-
gest slack country-that is, with about 4 million barrels they are
producing beyond their domestic purposes.

Senator BRADLEY. With their need to finance their imports and
so on?
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Mr. KUBARYCH. Yes, and whatever development projects that
they have in mind.

In Kuwait there is some flexibility. Iraq is another one. You have
about 6 or 7 million barrels of oil in the world today that is
potential slack. Now, that requires a reduction in consumption in
the oil consuming countries in the neighborhood of 12 to 15 per-
cent, before you will even get to the crunch.

The oil producing countries are going to still be cautious. If they
see us reducing consumption, Saudi Arabia will cut back, but as it
cuts back it reaches its optimum production level. But until you
cut back 6 to 7 million barrels a day through conservation you are
not likely to have pushed the oil producing countries below their
optimum production level.

Senator BRADLEY. Now, for what you said to be true, for them to
perceive that oil in the ground is less valuable than investments,
the conservation effect would have to be far greater than 6 to 7
million barrels a day.

Mr. KUBARYCH. I agree with you, except for one thing: If we
could actually pull off even 5 million barrels a day in the industrial
world through conservation efforts, they will see we have the po-
tential to go to 7 or 8 or 9 million barrels. We would not have to
get all of the way down below that critical point. I agree with your
logic, but we are talking about their perceptions.

Do we actually need to physically move down to that critical
point, or do we have to raise the odds that we can, that we can
turn the screws a little bit harder and reach or even go beyond
that breaking point?

So, I see the drift of your point, namely, can we really put this
burden on ourselves of conservation? That is without a great payoff
to the public until consumption has already gone down to 6 or 7
million barrels a day?

Senator BRADLEY. Can your idea really work? Will the OPEC
countries perceive that a development equity security is a better
deal than keeping oil in the ground?

Mr. KUBARYCH. The scheme could make a marginal contribution.
You are not going to do one thing that is going to solve this world
imbalance. It will have to take a wide variety of initiatives, includ-
ing other options or arrangements with OPEC that they may find
they are interested in. They are interested in security and they are
interested in the long-term future of their social structure and
their social stability. They are not simply focusing entirely on
strict economic calculations.

It is a mistake if I have given you an impression that it is simply
financial arithmetic.

But as you suggested, they do do this arithmetic. They have to
conclude on the basis of the last 5 years that they would have done
better with the oil in the ground. But I don't think we need to have
to repeat that last 5 years.

Senator BRADLEY. What effect do you think this equity approach
would have on the lending of private international banks? Do you--
think it would decrease if this kind of security became available?

Mr. KUBARYCH. My feeling about that is very simple. I think the
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commercial banks feel that international loans are good business.
But they want the confidence that they are not being left with a
larger and growing share of total recycling. They are comfortable
doing a more or less balanced share, about the share that they
have done in the past.

With these other kinds of efforts and instruments available, that
gives them much more justification for maintaining a good, solid
increase in new lending themselves.

So, I don't think as these alternatives develop that the banks
would generally respond by cutting back their lending; rather, I
think it would give them courage to continue. That seems to be the
case with these types of programs. Banks are looking for opportuni-
ties to maintain their lending without taking increased risk. Alter-
native financing options lower risk because they spread the
number of channels for absorbing risks. With lower risks, there is a
good, solid economic argument for the banks doing as much and
maybe even give them some edge for doing more.

I don't see these kinds of ideas as being ways to get the banks
out of this business but to sustain their own contribution; and I
don't think the banks want to be out of this business. I hope that
that answers the question.

Senator BRADLEY. I think-it does.
What I would like for you to do-and I want to move on and I

don't want to stay on this the whole time, and you can imagine the
territory that would be covered if there was a full committee
here-so let me ask you, for the record, because what you are
proposing is a new idea that is directed at a very critical issue that
we have to come to grips with-I would like for you to lay out in
step-by-step terms how this development equity security idea would
work. Who initiates it? How would it be sold? Who would the
buyers be? What would the motivations be? And why would it
work? If you can, briefly.

We already have covered a lot of this territory, but I think I
would like to have it laid out in sequence.

Mr. KUBARYCH. The participants would be the development
banks, perhaps aided by the central banks of those developing
countries that don't have equity markets.

The other side would be OPEC investment funds or OPEC inves-
tors, including their own development institutions which have
funds to invest, and perhaps even including their central banks
and financial ministries as well.

The assistance, so to speak, would come from existing interna-
tional organizations like the Inter-American Development Bank,
Asian Development Bank and World Bank and other kinds of
organizations that have expertise in putting together cofinancing
ventures.

The financial instrument involved is a loan agreement between
the participants that specifies a -group of development projects
which yield returns to the economy. Those returns are measurable
by outside experts like the World Bank's and a rate of return
schedule would be drawn up based on how profitable these projects
are over time. The total yield would include a base rate of return
in nominal terms to the investor, plus a margin determined by the
schedule of returns relative to the profitability of the package of

68-425 0-80--17
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projects. So each year the investor would get back on his x million
dollars invested a nominal yield plus an additional percentage
based on how profitable the projects have been for the last year.
That calculation would be done each year, but hopefully the ar-
rangement- itself would be of a medium-term or long-term-10- or
15- year--duration.

Senator BRADLEY. And the country that would have these oil
payments facilitated would be developing countries and it would
not affect the United States directly?

Mr. KUBARYCH. I think it is redundant to think of an idea like
this for the United States, because we have plenty of excellent
stocks and equities that foreign investors can buy, and do buy.

This imitates something for developing countries that wished to
avail themselves of the benefits of equity instruments to sell to
OPEC investors. It allows them to create an analogous instrument.

Senator BRADLEY. Why do you think that involvement of interna-
tional financial institutions as intermediaries is important?

Mr. KUBARYCH. I think you have to have an honest broker in
this, to make sure that the projects are evaluated properly. In
addition, "cofinance" could be an important element. Many proj-
ects would have been partly financed by multilateral financial
institutions, so they are natural participants in the lending process.

Senator BRADLEY. One of the questions that arises about cofi-
nancing in my conversations with people who have been involved
in it, is how to determine who is apportioned what part of the
default. I don't want you to address that now, and maybe you could
answer that in writing for the record.

Mr. KUBARYCH. All right.
Senator BRADLEY. I want to move on, if we can.
Mr. KUBARYCH. I think that is even harder to answer.
[The information follows:]
It is our understanding that World Bank cofinancing projects with either official

or private institutions will generally include in their loan agreements a cross-
default clause. This is very similar to a clause routinely included in commercial
bank international lending agreements. It links the loan of several lenders in such a
way that a default on any associated loan is treated as a default on all associated
loans. In the cofinancing schemes entered into by the World Bank, the clause
typically gives the Bank the right to suspend disbursements or accelerate repay-
ments if another lender (or lenders) declares the loan in default.

In accepting the inclusion of cross-default clauses in their loan agreements for
cofinancing schemes, however, the World Bank apparently does not agree to apply
automatically any of the remedies to which it is entitled. Even if, for example,
another lender should decide to take action as the result of a default under the loan
agreement, the World Bank may not necessarily follow suit. By not committing
itself in advance to apply remedies, the Bank thus retains the right to decide on a
case-by-case basis whether and in what way it will take action.

By the way, we know of no defaults to date on any cofinancing schemes in which
the World Bank has participated.

Senator BRADLEY. I want to move on to the whole question of the
state of our private banking system, worldwide.

In 1973-74, as you pointed out, the financing needs of oil consum-
ers were really handled well by the private banking system. That
was in part because -it had access to the OPEC surplus, because
private banks had relatively low country risk exposures, and be-
cause the Eurocurrency market was minimally regulated.

Now, do you think that all these conditions prevail today, and if
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not, what are the constraints on Western banks in financing the
billions that these undeveloped countries have to pay this year
over what they paid last year for their oil?

Mr. KUBARYCH. Well, I think we would figure that the overall
nonoil LDC current account deficit for this year would be about $55
billion, and it would be comfortable for the banks to be financing
on the order of $25 to $30 billion of that. So that kind of magnitude
is still a fairly substantial number.

There have been two or three favorable developments in the last
4 or 5 years that are worth starting with.

The first one is that more banks from more countries are partici-
pating in the international markets, whereas, 7 or 8 years ago U.S.
banks were predominant and themajor lenders in most of these
LDC markets.

We have a great number of other banks-for example, German
banks and Japanese banks-that are participating. The result has
been quite natural that in virtually every country, the share of
U.S. banks' exposure to total exposure has gone down. So there is
more participation and there is a broader market, and that is a
good development.

The other good development has been that there are more coun-
tries who are borrowing. The concentration of lending was very
extreme 7 or 8 years ago. The top 10 borrowers would account for
three-quarters or 80 percent of the total amount of lending to
LDC's. That has come down-not a great deal but it has come
down. And there are countries who have been borrowing quite
routinely that were not in the market at all.

So, where the banks had been lending to, say, 30 countries in
total, now it is quite common to see 60 or 70 countries borrowing
from commercial banks. For many newcomers, the amounts are
small but they are there and they are building banking relation-
ships, and I think that that is a good development.

Senator BRADLEY. So 60 to 70 countries are now borrowing from
private banks?

Mr. KUBARYCH. Yes. The U.S. banks have outstanding exposure
of a nontrivial sum to 60 or 70 countries?

Senator BRADLEY.U.S. banks?
Mr. KUBARYCH. Yes.
Senator BRADLEY. It could be greater, too you mean?
Mr. KUBARYCH. Yes, and the numbers might even be greater.
Senator BRADLEY. You mean there could be about 125 countries

that are doing this?
Mr. KUBARYCH. Yes, but some are very small and the amounts

are small. I noticed the other day that in the Wall Street Journal
there was an article about lending spreads, and there was a story
about Fiji borrowing, and so maybe it is 71 countries who borrow.
Those are the good developments.

The other positive development is that both the banks and the
regulators and supervisors of the-banks have become much more
attentive to risk concentrations.

Our approach has been-and we have been very open about
this-not focusing on whether a bank should or should not be
lending to a particular country; the approach has been entirely
looking at the divcrsification within the bank's international port-
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folio. Banks themselves have recognized-and we can prove-that a
diversified portfolio is less risky.

The degree of diversification differs from bank to bank but we
have seen strong diversification as banks get involved in more and
more countries.

Senator BRADLEY. There is a strong risk, you mean?
Mr. KUBARYCH. Diversification tends to lower total risk. So the

trend to diversification is a very positive development, too. It
means that a bank is not threatened by minor, temporary, and
largely painless payments, disruptions because of the diversifica-
tion in its loan portfolio. So, an appreciation of the diversification
is a third positive development.

Senator BRADLEY. So you disagree with the Bank for Internation-
al Settlements when in its 50th annual report it gave a stern
warning about some banks being overexposed.

Mr. KUBARYCH. I know what they said and I think part of it is
correct. But actually I think that we can take a certain amount of
pride that we were out in front of this issue and for quite a long
time now have been developing a system of studying, reviewing,
and monitoring country lending in a serious way. That was before
a lot of other countries' supervisory authorities had taken as con-
crete an interest in it.

The BIS may be able to make that statement and I am sure they
believed their own statement, but I don't feel for the U.S. banks
that we would necessarily agree with it. We have been on top of
this for quite some time, and now we have a sophisticated, compre-
hensive approach. In fact, representatives of other countries have
come to discuss with Federal Reserve people how this approach is
organized and implemented. So, I think that is a clue that maybe
what we are doing is not a bad thing. I don't think that this
question of overexposure is a valid concern for U.S. banks right
now.

Senator BRADLEY. You don't think U.S. banks are- overexposed at
all?

Mr. KUBARYCH. I don't think that they are overexposed. I don't
think even in individual cases that in looking ahead there is any
dangerous threat to an individual bank's stability because of a
gross imbalance in its portfolio.

Now, obviously, it doesn't take too much imagination to think of
some very terrible things happening in the world.

Senator BRADLEY. Let us say tomorrow the OPEC countries de-
cided to shift out of dollars.

Mr. KUBARYCH. Well, I have read novels about that sort of thing.
That is probably not the worst thing that coUtld happen, and I can
visualize the sequence of responses to that, that would come into
play.

Senator BRADLEY. What are they, for the record?
Mr. KUBARYCH. Any sudden shift from one currency to another is

going to cause some exchange rate movement. But if that rate
movement, after it has occurred, to a certain extent is resisted and
then partially reversed by fairly vigorous central bank interven-
tion, so momentum is not built into the process, then private funds
will come into the market and become a buffer to the initial
sudden shift.
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The key thing is that there is going to have to be some initial
rate movement. It is a change of preferences. If a major OPEC or
any other country shifted a great deal of money out of dollars into
another currency, there is going to be a-change in relative curren-
cy prices. It is a natural process of change, because preferences
have shifted. But it need not lead to a dynamic process of a widen-
ing financial crisis when the central banks resist that rate change,
as they have done.

If you look at the record of the last couple of years, I think we
have had a fairly good amount of success in preventing some very
severe shocks, psychological shocks, to the markets from having
broad permanent effects. I don't want to get into any detail on
what kinds of market developments followed the Iranian situation.

Senator BRADLEY. So you think that was a good idea? I have
talked to a number of those bankers who had the task of informing
our allies and the Iranians that Iranian assets were frozen, and it
was U.S. policy to freeze those assets, and the reaction has been
very mixed.

In retrospect, do you think that will leave lasting damage?
Mr. KUBARYCH. The only way I can answer this and not end up

on the guillotine at some future time-and this is a serious ques-
tion-is to tell you what I have learned personally from market
people. There was a feeling at one point that there would be
massive shifts of funds out of dollars triggered by this particular
action. That was not the case, although clearly there were some
shifts of funds out of dollars.

There were worries that there would be massive shifts of funds
retained in dollars moving from U.S. banks to non-U.S. banks.
There was some shift but it was not massive.

There were worries that, because of the setoffs, U.S. banks would
become less able to manage Eurocurrency loan syndications. That
turned out to be another concern which was overdri-wn.

So, in each of these cases all of the terrible effects that were
predicted did not occur in a massive way, although clearly there
were reactions. I don't know whether they were inevitable reac-
tions, but they were understandable reactions; but they were not in
any case massive.

Senator BRADLEY. What were they?
Mr. KUBARYCH. There were shifts of funds out of U.S. banks into

non-U.S. banks by some dollar holders. That has been reported. I
don't think that is the kind of thing you can easily see in the
figures because it is always going to be homogenized with other
movements of funds. But I am told by bankers who watch accounts
that they have seen shifts. I don't think that I am saying anything
that is new. This is something that has been referred to on other
occasions. You can't expect something like this not to have effects,
but the effects were not massive and they don't seem to have been
permanent.

It transpired over a few weeks and now other factors are much
more important, like relative interest rates and cycled develop-
ments in the economy.
. Senator BRADLEY. Let me ask you this: Is the risk analysis which

you develop made available to U.S. banks? Do they make their own
risk analysis? The reason I ask this question is to hypothesize that
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if indeed risk analysis has become much more sophisticated, then
perhaps it is less likely that the countries that most need the funds
but are the greatest risks, are going to get those funds.

I am curious as to your reaction to that.
Mr. KUBARYCH. Wait a minute. I don't accept your premise.
Senator BRADLE. I mean without risking that bank's country

risk profile.
Mr. KUBARYCH. I understand that, but I don't accept the basic

premise that the countries that "need the funds most are the
highest risk." There is a lot in that statement and I would be very
careful about accepting that.

What we want to know is this: Risk is not a rigid property or a
fixed probability of some adverse event happening. There is always
going to be risk in any loan; that is part of the business. What is
interesting are relative risks and changes in risk perceptions, how
the relative risks are stacking up in different countries, and how
the risks are changing.

I don't think we have any degree of competence in measuring
absolute risk. I certainly -Wouldn't try. Maybe some people do, but I
would be very, very reluctant to ask what is the probability that
there will be a payments disruption in country X. Is it .001 or .045?
That doesn't even interest me very much. I think something that
precise and specific would be meaningless and I am not terribly
interested in that route.

I am interested in relative risks, taking countries X, Y, and Z and
looking at their economic situations in detail: The structure of
their debt; and the profile of the debt payments they need to make;
and the amortization schedules they need to make; their current
account situation and what drives that and how that is changing;
the country's economic policies that influence those external posi-
tions; and the domestic policies that influence production, wages,
prices, and employment in the country.

You can take each one of those components and compare them to
other similar types of borrowing countries. Also, you look at the
social and political scene as best as you can figure it out-because I
don't think there are many experts on it and we don't claim to be
experts on that-and make some judgments about how the relative
risks look. That is our approach.

It is basically an approach that focuses on the New York Fed and
the Board staff in Washington, and we work very closely together.
Some staff people from other regional Federal Reserve Banks also
contribute where they have expertise.

We go through in a serious way about 50 countries. The results
of that approach are fairly short, readable, and hard-hitting re-
ports. These are reports which go to the Federal bank examiners.

The three Federal supervisory agencies have a very constructive-
ly setup interagency committee to evaluate country exposure.

Senator BRADLEY. Country exposure of U.S. banks?
Mr. KUBARYCH. Yes, relative to their capital, because that is the

right scaling factor.
Senator BRADLEY. How do you figure this in refinancing?
Mr. KUBARYCH. On refinancing: We don't know all of the refi-
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nancing that will be done. But we do have some good evidence,
incomplete but good evidence, on amortization schedules; and that
is what sets up the need for refinancing. So we know what the
current account dynamic for new borrowing is likely to be and we
know what the refinancing need is from the amortization sched-
ules. The examiners from the Comptroller of the Currency, Fed,
and FDIC get these reports and they use these reports in making
their final judgments about the different countries. And then when
they go in and examine a bank, they look at the bank's own
management procedures for analyzing risk.

And how do they examine this? They bring to the bank manage-
ment's attention concentrations of exposures that need attention or
warrant attention, where the exposures appear high relative to
capital and our risk assessments suggest that somebody ought to
look at it.

That is the procedure and it seems to me a very sensible one.
Senator BRADLEY. How many times during the last year have you

sat down with an American bank manager and said, "Look, based
on our assessment we had better pull back concerning loans to this
country" or "We ought to go a little slower here"?

Mr. KUBARYCH. That is not the job of the bank examiner, to tell
the bank management that. The job of the bank examiner is to
raise the questions as you -are raising questions.

Senator BRADLEY. So that the bank, if it chose to, even after the
Federal Reserve raised the question, could go ahead and continue
to refinance and loan recklessly to a country of very high risk?

Mr. KUBARYCH. Typically all we would expect would be said to
them is:

We are going to point out some countries that we think warrant attention based
on our risk assessment, and the bank's own posture relative to capital.

The bank may well respond:
This is how we did our risk assessment, and this is where we think the long-term

potential of this country is and why we think it will be a good banking relationship
that is necessary to sustain. We are quite comfortable with our exposure there; and,
in fact, we may even decide to increase that exposure there, because our assessment
is different than yours. We, bank x, feel in some respects it may be better than
yours.

My response is that they may be right. I don't think that we can
put ourselves up as experts in every one of those countries. After
all, a lot of these banks have branch officers sitting right in the
country, and extensive business contacts, and a network of reports
and information daily; they are in a position to sometimes core
back and say, "Yes, indeed, we know that we have a big exposure
there, and we want it even bigger because we think it is good
business and this country has a very strong long-term future."

That is not reckless lending. That is a sober approach.
They also might say that "the exposure is substantial and we

think economic conditions have changed, and now we are gradually
going to reduce the level of exposure to that country. That is our
management policy." .
* Senator Bradley. But if you see pattern developing, where you

made your assessment, and still the bank says it has made a
counterassessment, and they are going to increase or sizably refi-
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nance, loans don't you see a point where there is action taken by
the bank that might not be in the public interest?

I don't say this with any prejudgment and I want to know your
view.

Mr. KUBARYCH. That is a serious question. I think the reason
why our system is successful is that we have a lot of banks, all of
whom have different attitudes and different people running them
and everybody-knows something that somebody else doesn't know,
which is one of our strengths. It is a strength of the competitive
banking system.

We also have a very earnest and dedicated supervisory structure
which knows different things; but their major job is to ask the
questions. We do not have branch officers in 18 different countries
that we are lending to. We don't have branch officers anywhere.
We have to take a critical approach but not an approach that
dictates what banks should be doing.

They have comparative strengths and we have different
strengths. Our strengths do not include knowing in each and every
case what is the right loan to make.

Senator BRADLEY. Do you know what the press has conveyed
about the judgment of some of those banks in making their loans?
It has not been a positive judgment. And it seems to me that what
you are saying is that the bank proceeds along its judgment of its
own interest, which naturally is to increase its loans and therefore
its profitability.

If you look at the percent of American banks' assets that are
loans abroad, or the percent of their profitability that is derived
from transactions abroad, it is a dramatic increase in the last
decade or so.

Now, the point is that there comes a time when you have to ask
a question about that. If you don't ask a question about that, you
allow the bank to proceed on its course until a crack develops.
Then the bank c-ones to you and says, "Now, you are the lender of
last resort."

Mr. KUBARYCH. First of all, we have had relative stability in
foreign loans as a proportion of U.S. bank assets for the last couple
of years. In other words, as I pointed out, there was a big buildup
as this kind of lending business was rapidly developed in the early
1970's and middle 1970's.

As exposures grew, U.S. banks tended to become less aggressive
in making these loans and banks from other countries became
more aggressive and they took a bigger share.

So, if you look at the profile of the ratio you mentioned, it goes
way up, as you pointed out, but then it levels off and it has
declined a little bit in the last 6 months or so.

Senator BRADLEY. I don't have those figures. I don't question
your figures. -

Mr. KUBARYCH. I was looking at this chart.' It is obviously a
question that I thought might come up, and so I thought I would
bring a chart to refresh my memory on this. All this doesn't
answer your question; it just puts it in perspective.

[The chart follows:]

Included in additional materials.
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Mr. KUBARYCH. The question is basically this: "Is a bank's inter-
national lending its responsibility only or are there broader public
interests in the banks making good lending decisions?" The answer
is, "Yes, there are broader public interests in a strong, sane, sound
and safe banking system." That doesn't mean that the bank will
never make a loan that doesn't go haywire. There will be such
loans; there will be problems. If we seized up because we knew
that, then we would have greater economic problems than if we are
willing to take prudent risks. The evidence is that the banks have
been aware of those risks.

As I pointed out, my impression i- that they think those risks
have gone up since the second oil shock and therefore they are
more reluctant to lend, and so we do not have a situation of a lot of
banks who are, without analysis, rushing out to make a lot of
loans.

Rather, we have a situation of caution and decided prudence. We
are not in a situation where the banks are rushing out to increase
exposures. That seems to be an understandable development, given
the magnitude of this oil shock.

Now, can any one of us say precisely how much more exposure
these banks should put on? I don't think so. I don't think that the
Chairman of the Federal Reserve, the Secretary of the Treasury or
any of the people who support them are going to be able to give
you a magic number of what the exposure of U.S. banks to each
individual country should be. That has to work itself out in the
marketplace.

Senator BRADLEY. I am not calling for you to do that, but what I
am struck by is that the Federal Reserve does not have a mecha-
nism other than expert advice to prevent a bank from reckless
lending policies.

Mr. KUBARYCH. That is not true. The supervisory system-not
just the Fed, but also the Comptroller of the Currency-is there.
The one thing it can do is just that: to prevent reckless lending by
looking closely at big changes in a bank's position. That is, very
large increases in bank lending-whether to another country or to
a particular industry, or to a particular consortium of people-gets
excruciating attention. That is not where I think the concern
should be. That I think we cover extremely well.

Our biggest problem, of course, is dealing with these problems
when the whole growth of the world economy is subject to strain.
That is a much bigger and tougher one.

Senator BRADLEY. What happens if the Dresdner Bank fails, and
what is its effect on the United States, or if the Banque de France
fails, what about that one?

I have complete confidence after this morning's testimony that
you and the Federal Reserve and the Comptroller know what is
going on in the American banking system.

But, you don't know what is going in the banking systems of our
allies as precisely you know about here. Given the level of loans
that will be needed in the next 10 years, or even next 5 years, and
given the exposure of the private banking system to Third World
and Socialist bloc nonmarket economies, policymakers cannot go
along without at least hypothesizing a contraction that will endan-
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ger one or more of those international banks, in which case I ask
you the question: What would be its effect on the United States?

Mr. KUBARYCH. First of all, the question is a serious one. It has
inspired setting up an apparatus so it can be dealt with construc-
tively, and the BIS is the forum which has been the meeting house
for these supervisory people getting together.

A strong committee, representing all of the G-10 bank supervi-
sory authorities, is in place. They meet fairly frequently, and their
discussions go on in fairly concrete terms, discussing supervisory
problems of the kinds you are worrying about in each one of the
countries.

There is a go-around and an exchange of views on supervisory
procedures.

Senator BRADLEY. How often do they meet?
Mr. KUBARYCH. I think that this particular committee, is meet-

ing around four or five times a year, but the regular BIS meetings
which take place once a month are discussing these kinds of issues
in ways that they really never did before.

The discussions take place at the governors' level, about once a
month, They occur at the technicians' level four or five times a
year. And there are quite a number of detailed papers that are
presented and discussed. That part of the framework is all right.

But that doesn't answer your question. Your question is, "What
happens to the United States if there is a major bank failure
abroad?" You don't want to take as an answer that we are confi-
dent that our counterparts in the central banks abroad would not
permit that to happen.

Senator BRADLEY. The fact that nine bank governors meet in
Zurich once a month, I know that.

Mr. KUBARYCH. The fact of the matter is that a major bank
failure abroad, given the tapestry of international banking right
now, would have roughly similar effects on our economy and bank-
ing system as a major bank failure of an American bank.

The business is so international now that the relationships are
not just limited to a bank operating in its own country. A bank like
the two you mentioned operates throughout the world. They now
have branches in our country, and those would be affected directly.
And they operate heavily in the Eurocurrency market. Those bal-
ance-sheet items would be inevitably affected. Of course, if it were
a big German bank that failed, U.S. banks operating in Germany
would also feel a direct effect in their local operations.

So that is my general answer. The effects would be similar to a
big bank failure of an American bank on the American banking
system and the effects would be bad.

Senator BRADLEY. What would they be?
Mr. KUBARYCH. There would be a seizing up of the payments

mechanism as people tried to sort out who got paid what.
Senator BRADLEY. So you have an enormous restructuring?
Mr. KUBARYCH. An enormous backlog of uncompleted -transac-

tions would have to be worked out. That would be one potential
effect. We have already seen that in small bank failures.

Senator BRADLEY. What would be the economic effect?
Mr. KUBARYCH. The risk perception of everybody who partici-

pates in the economy would go up. All of those kinds of endeavors
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that require a relaxed attitude toward risk would be scaled back.
Investment would seem to have become riskier. Inevitable stock
market problems would obviously be put in the public's eye in a
direct way. There would be a crisis of confidence in leadership.

Senator BRADLEY. Would there be a run on the banks?
Mr. KUBARYCH. I doubt that small consumer-type deposits would

be pulled out. That, I think, is a thing of the past, because of the
FDIC insurance.

Senator BRADLEY. Would there be an enormous cutback in the
amount of lending?

Mr. KUBARYCH. There would be certainly some impact-on lending
policies. If there was a large bank failure, everybody would start
immediately reassessing their credit lines; but these things can't
happen out of the blue. That is the big problem.

Senator BRADLEY. Let me emphasize something: We do not have
precise control over our banks and have much less over those
abroad. We don't really know what Dresdner and Banque de
France are doing.

We have an international political structure that is based upon
the NATO alliance, and on Japanese-American alliance. On specif-
ic issues in the area of detente, there is clear disagreement at this
stage between the United States and our allies in Europe and
Japan. That disagreement might increase. And that disagreement
would be translated into economic policies, particularly considering
that West Germany gets 13 to 18 percent of its gas from the Soviet
Union, and that there is a much greater propensity for those
European banks to increase their loan exposure to Eastern Europe
and the Soviet Union than there is for American banks.

Now, you could get to a point somewhere down the road where
one of the European banks would be very vulnerable to a default
by our political adversaries, the Soviet Union or Eastern Europe.

Now, though it is unlikely that the Soviet Union or an Eastern
European state would default, because that would mean their
credit would be cut off, they could threaten a default and in that
way influence the West European political process to a degree that
makes the so-called Finlandization of more than Finland a greater
probability.

Do you agree with that scenario? I don't say it will happen, but I
want you to say, is it the analysis concerning the potential influ-
ence via the banking structure sound?

Mr. KUBARYCH. I must say that I have talked about scenarios
like this in informal groups of colleagues, and with counterparts
from other countries, and I think that there is a lot of power in the
line of argument that you just presented.

There is one part of your premise that doesn't really hurt your
own argument, but actually, if I could just modify the premise and
it may strengthen your argument. It is that European central
banks have less control, in some sense, of their banks than in the
U.S. situation.

The spectrum of less or more control may not be the right
spectrum. That axis may not be the right one to operate on. But
clearly the relationship between banks and central banks or banks
and regulators in different countries varies all over the map, from
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one extreme where the banks are largely owned in whole or in part
by the government.

Senator BRADLEY. Where is that?
Mr. KUBARYCH. In France the major banks are owned by the

Government, so it is hard to visualize anything but close relation-
ships between authorities and banks.

Senator BRADLEY. That doesn't make me feel more secure.
Mr. KUBARYCH. That is exaetly right, and I said it may strength-

en your argument, but you came out with a premise that they do
not control their banks and I am saying it varies a lot.

The German situation is very similar to ours, a strong, independ-
ent central bank, and strong regulatory authority in the Federal
Government of Germany, while the banks have interests of their
own. But there is more of a German kind of an atmosphere.

With that out of the way, you are better off assuming strong
relationships between banks and authorities and then spinning out
your scenario. I think there is a lot to be said for that scenario.
One has to seriously reappraise what the economic interests of our
allies are these days, how they see the use of economic sanctions
and economic relationships as a tool of meeting political interests.
And where their own economic interests are different, would those
be strong enough differences to change their political interests?

I don't have the answer to that. But I must say that I personally
am concerned that because there are strong differences in econom-
ic interests, because theid is a very different attitude toward sanc-
tions, for example, in Europd-than there is here-whether it be
because of the aftermath of Afghanistan or the Iranian events,
they have different attitudes-that your scenario is very plausible.

There could be a time when perceived economic interests and
banking interests would have a serious effect on how those coun-
tries perceive their political interests comparing relationships with
us and the Eastern bloc.

I think we have to face up to that squarely. The way you handle
that is by demonstrating more leadership, by making it clear to
them that their interests do lie with us, and they shouldn't be
seduced by some of these economic ploys that you could conceive of.

Senator BRADLEY. Do you know which countries among our Euro-
pean allies have the greatest exposure in nonmarket economies?

Mr. KUBARYCH. There is a certain amount of detail on that that I
can't release, that I have seen in various internal documents. But if
you ask anybody on Wall Street, they would say by far the German
exposure to Eastern Europe was the highest. I can't give you a set
of figures that will prove that, but that impression is a fairly sound
one.

Senator BRADLEY. And the second?
Mr. KUBARYCH. It would be a tossup between the French and the

British. There is also a significant amount of Italian banking rela-
tionships with certain of the countries that you have in mind. But
the impression would be, although I can't give you any precise
numbers on it, that the German exposure is the greatest.

Senator BRADLEY. Let me ask you-we do not have a lot of time
and this will be the last question-can the central bankers-and I
want you to explain to me as a technician, as someone who really
understands it-how do the governors of the central banks, when
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they get together, actually formulate policy that can control activi-
ty in the Eurocurrency markets?

Mr. KUBARYCH. There is a very simple answer: We do not have
policies for controlling the Euromarket. We have a debate over
regulating the Eurocurrency market. It is not a new debate, it
certainly is not a finished debate, and to some extent that debate is
a problem.

We have written quite a lot about this because it is an interest-
ing, fascinating, and important area.

Senator BRADLEY. What is your estimateof the size?
Mr. KUBARYCH. I would say the gross size right now--
Senator BRADLEY. The net size?
Mr. KUBARYCH. I haven't looked at it this morning, but the net

size is something of the order of $450 billion.
Senator BRADLEY. Do you know a man named Jay Sterling? We

had testimony last week by Harald Malmgren. Do you know
Harald Malmgren?

Mr. KUBARYCH. Yes.
Senator BRADLEY. And on a question of the size of the Eurocu-r-

rency market, he quoted an American bank analyst named Jay
Sterling who said that the size of the Eurocurrency market was not
the $400 to $600 billion, that people normally assessed it at, but
that the real gross figure at the end of 1970 may have approached
$1.8 trillion.

Mr. KUBARYCH. But that is the gross figure, which includes all of
the interbank depositing and that would be about $1.2 trillion right
now. I don't dismiss the importance of that gross number, because
it speaks to the interbank fabric of connections that we need to be
worried about. But you asked the net, and I think that the net size
certainly is in that $400 to $600 billion range.

Senator BRADLEY. So there is only $600 billion separating the
Federal Reserve and Jay Sterling in gross figures?

Mr. KUBARYCH. That is not our figure; that is a collective figure
and actually the BIS does the work. It is not a complete figure, the
1.2 trillion. It would be greater, if the reporting area were en-
larged. But I would not think it would be as great as his number.

Mr. BRADLEY. Where do you come down on some kind of regula-
tion of the Eurocurrency market, for example with the reserve
requirements?

Mr. KUBARYCH. I don't think reserve requirements are impor-
tant.

Senator BRADLEY. Why not?
Mr. KUBARYCH. It is quite clear from the negotiations and discus-

sions that have been held that there is no enthusiasm among other
European countries for reserve requirements. That is not a very
likely outcome.

There is enormous difficulty in measuring capital ratios because
of the different accounting standards, and so that is not a very
likely one. There is a general antagonism, and I think a proper
one, toward capital control, because that breeds all kinds of other
problems, and the capital control route is another method. that
will not be chosen. So, by a process of elimination there is no good
regulatory device that meets with common acceptance, and that is
why you don't have regulation.
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Now, you do have considerably more prudential concern and
better data, but that is not regulation either. We feel very strongly
that we have to continue work in this area, both at the New York
Fed and at the Board staff. We both have continuing work on the
impact of Euromarket flows on domestic monetary aggregates. We
target domestic monetary aggregates and the question is what
proportion of targeted domestic monetary aggregates are affected
directly or indirectly by your Euromarket developments.

Serious technicians in this area differ about where these flows
belong. The fact is that this is a more difficult matter, the more
transactions are done entirely within the Euromarket.

Here is an illustration. For example, corporation X has a call
deposit with a-U.S. bank in London and sends it a Telex that says,
"Deduct $10 million from our call deposit and pay it to Joe Blow
Oil Co., Ltd. into his call deposit with your bank.'

When we get that kind of payment order common in the Euro-
market, then we have a different kind of environment. Right now
that is rare. Transactions balances are generally not common in
the Euromarket.

As you know, our focus in the targeting of monetary aggregates
has been increasingly on transactions balances, the kind of bal-
ances that are mobilized and actually finance transactions.

We have treated Euromarket liabilities in the broader monetary
aggregates. Some are in M2, but the majority are in L, the broad
liquid assets definition that we just adopted in the last year. But
the more transactions that were to take place entirely in the
Eurocurrency market, the more seriously we would have to be
concerned about its impact on domestic monetary aggregates, and
therefore the whole -process of making monetary policy.

So it is an empirical issue and not a theoretical one. It can only
be studied, watched, and kept track of. But you can't write a
mathematical paper that proves what the practice is. All you cati
do is find out how do people actually do business.

Right now, my impressions from watching this as closely as I can
is that the amount of actual transactions in the Euromarket is
small. It is no more than selected deals that happen to be done in
that way. It is not a standard way of doing transactions.

Senator BRADLEY. The standard way is what?
Mr. KUBARYCH. Still paying through an account in a New York

bank. In other words, if you want to make that $10 million pay-
ment to Joe Blow Oil Co., Ltd., you Telex London and London
sends a message to New York that instructs that money be put into
a demand deposit. That transaction account is debited and the
money is paid through the standard apparatus to another bank for
account of Joe Blow Oil Co., Ltd., and he disposes of the money any
way he likes.

So there is a New York bank connection on the transactions.
Those transactions flow through accounts that are part of our
money supply. As long as that happens, then you can have money
transactions involving the Euromarket, but they are mobilizing
U.S. based deposits and these are included in our monetary aggre-
gates. We are essentially controlling that as part of the monetary
process, but if they short-circuit that, then we may have a problem.

Senator BRADLEY. How would you know if they were?
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Mr. KUBARYCH. You have to find out by surveying banking prac-
tices, and you have to continuously talk to banks.

Senator BRADLEY.-IS it a sclw process to find out? My worry is
that the process of finding out could not respond to the velocity of
events.

Mr. KUBARYCH. In order to do it in a big way, banks would have
to advertise, promote it, and market it. It wouldn't be done in the
quiet; it would be done with a blaze of marketing effort.

Senator BRADLEY. Why haven't they?
Mr. KUBARYCH. Because presumably it is not as efficient as the

current procedures which seem to be efficient and which are more
flexible. In sum, the answer is, there is no regulation of the Euro-
market. Right now, from our domestic monetary point of view, that
shouldn't worry us too much. It could worry us in the future, but
we should not consider it a major blow that we don't have compre-
hensive regulation at this time.

My prediction is, before I get out of this business, we will see it
makes sense to regulate a global dollar market globally.

Senator BRADLEY. Have you given thought as to how that could
be done?

Mr. KUBARYCH. Well, I think that one useful step would be
importing back some of this Euromarket into our own country.

Senator BRADLEY. How do we do that?
Mr. KUBARYCH. I think one suggestion we have supported-our

New York Fed president, Mr. Solomon, has supported it and I
think it is a good suggestion-is the approval of international
banking facilities in the United States. They are what are also
called free trade zones in money. The facilities would be able to do
a number of the kinds of banking business that are now done in
the Euromarkets. So there would be fewer incentives to do them in
the Euromarkets. By importing more of the Euromarkets to our
country, I think we will make the point to other governments and
centralbanks that we do not have to wait on their own analysis of
these issues that we have tools available to us to deal with at least
part of the problem of the Euromarkets by bringing some business
back home.

We will not bring back all of it; it will be an incremental change,
but it would be a good first step. It will be a signal to other
countries that we intend to try to tackle some of these problems
firsthand.

Senator BRADLEY. Do you think that an inflation defense bond
could serve that in any way?

Mr. KUBARYCH. That is a different issue. This has really to do
more with the banking mechanism and monetary mechanism. That
has more to do with financial and credit markets.

Senator BRADLEY. We will talk about that at another time.
Let me read again from Malmgren and we have to get out of this

room:
In global international lending to nonbanks, corporations and governments, the

American bank market's share dropped from 1976 to 1978 from 33 percent to under
7 percent.

Now, this reflects what you said earlier about diversification.
Most American banks had serious net repayments on Eurocurrency loans in 1978

and 1979, and in 1979 preliminary data suggests that this is falling back continual-
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ly. Among the reasons is a structural problem. The capital assets ratio for U.S.
banks requires a pretax spread of 100 basis points, one percentage point or more on
lending in order to obtain a satisfactory rate of return on capital. A French bank
will accept a pretax spread of about 45 basis points, and a German bank 55 percent,
and Swiss 60. and Japanese 65 basis points.

Moreover, a German bank can fatten its return by buying into a deal and taking
a position and drawing dividends and fees, since involvement of banks in operating
internal prices is not prohibited by German law or regulations.

The regulatory environment and the capital structure of U.S. banks means that
the profit of the 1980's works against U.S. banks in global competition.

Do you agree with that?
Mr. KUBARYCH. Well, let me just restate his point: This is a

complaint that our banks are too well capitalized, that in order to
maintain their current capital adequacy, or--capital ratios, they
have to earn a solid rate of return. Otherwise, their capital would
be diluted and they would become more heavily leveraged.

As someone who grew up more on the supervisory side of things,
I recognize that banks by their very nature, ever since they were
invented, absorb risks and that is their role in life. But to say that
it is a great burden on our banking system to have a well capital-
ized banking system is to my mind a very curious kind of argu-
ment.

Senator BRADLEY. You think that for U.S. banks to complain
might be a little self-serving?

Mr. KUBARYCH. I can understand where a banker might want to
say that he really ought to be more leveraged because he could
make more money. But I think it makes sense to improve capital
in a period of general worries about risk. It does not make sense to
argue that you are at some great competitive disadvantage because
you are trying to maintain strong capitalization.

I find myself on the other side of that issue and I really don't
want to prolong this-by talking about that point anymore.

Senator BRADLEY. I think your sentiments were expressed con-
cisely and strongly.

I want to thank you for your testimony. I have found it extreme-
ly helpful. I-hope you will come back at another time, and perhaps
we will have more of my colleagues. I will makesure they see the
record. I appreciate your contribution, and I think it has been
significant, both concerning your financing ideas and your general
expertise in these archaic financial areas, areas which policy-
makers need to know a lot more about.

Mr. KUBARYCH. I appreciate your having me very much. I must
say that I might not have been as capable of being very convincing
on some of these new ideas because it isn't easy in a detailed way
to come to grips with things that haven't happened. It is a little
easier to analyze what has happened. But it is quite clear to me
that we have to do some new things before we are through with
the repercussions of this oil shock.

Senator BRADLEY. Is that saying some people see things as they
are and ask why, and other people see things that never were and
ask why not? That is a little political lyric with which to close this
hearing.

[Whereupon, at 12:55 p.m., the hearing was adjourned, subject to
the call of the Chair.]
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Senator BRADLEY. The subcommittee will come to order.
This is another hearing in a series of hearings on the U.S.

competitive position. I have a brief statement and then we will get
to the panel.

As we begin a new decade, we are taking a hard look at our
Nation's economic future. We are more than a little anxious about
what we see. Though we have not yet slipped from our long-
occupied position at the top of the economic ladder, we sense that
our footing is unsteady and our heritage of economic progress is
threatened.

But the more we look ahead, the more we realize that to prepare
for the challenge we will have to change our economic habits and
direct our resources toward the common purpose of achieving long-
term competitive excellence.

The question that now detains us is not whether we need to
prepare to meet this challenge, but exactly how we should do it.
The hearing today will examine alternative approaches to reshap-
ing the domestic economy in order to improve competitiveness and
the different implications of each approach for Americans.

It is our good fortune to have three very distinguished witnesses:
Prof. Lester Thurow of the Massachusetts Institute of Technology,
Prof. Michael Boskin of Stanford University, and Prof. Amitai
Etzioni of George Washington University. All have earned well-
deserved recognition as creative thinkers on the subject of econom-
ic revitalization and competitiveness.

While the first principle of a U.S. economic strategy should be
fundamental reliance on the private sector to compete, the second
should be that there is a positive and necessary role for Govern-
ment. Options as to that role lie along a continuum that theoreti-
cally ranges from maximum laissez-faire to fully centralized plan-
ning.

Real options, particularly for the United States, lie at neither
extreme. But there are real options within a range that encompass
three general approaches.

One confines Government action to broad macroeconomic poli-
cies, such as tax cuts or increases and budget growth or reduction.
Policies aim to influence the level of economic activity, but not
substantially to influence the kind of economic activity. The alloca-
tion of economic resources is left entirely to the private markets.

A second approach seeks greater targeting and coordination of
Government economic policies. It assumes that some kind of-eco-
nomic activity such as capital formation or worker training better
serve society s overall aims, such as growth, productivity, and ad-
justment than do others and therefore favors tax and other policy
incentives that attract resources to these activities.

A third approach moves in the direction of national planning. It
need not entail centralized economic directives but rather entails
clear plans and coordinated policies in order to minimize the un-
productive use of resources and the confusing signals sent by dis-
cordant Government policies to markets. It may also seek to secure
the political basis for proceeding with economic adjustment by
assuring a fair distribution of the attendant costs and benefit.

I hope that this morning the three witnesses will discuss these
alternatives for the American future, as well as the broader ques-



274

tion of U.S. productivity, what that means, what determines pro-
ductivity, et cetera.

I'm sure, we will get beyond the popular rhetoric on the subject.
Also, I anticipate that we will have some disagreement among the
witnesses, or at least I hope so. And from that we might actually
get a constructive idea.

The purpose of these hearings is to suggest policy actions as well
as to formulate a theoretical basis for a strategy in the 1980's.

[Senator Bradley's statement follows:]
As we begin a new decade, we are taking a hard look at our nation's economic

future. We are more than a little anxious about what we see. Though we have not
yet slipped from our long-occupied position at the top of the economic ladder, we
sense that our footing is unsteady.

But, the more we look ahead, the more we realize that to prepare for the
challenge we will have to change our economic habits and direct our resources
toward the common purpose of achieving longterm competitive excellence.

The question that now detains us is not whether we need to prepare to meet this
challenge, but exactly how we should do it. The hearing today will examine alterna-
tive approaches to reshaping the domestic economy in ordr to improve competitive-
ness and the different implications of each approach for Americans. It is our good
fortune to have three very distinguished witnesses: Professor Lester Thurow of the
Massachusetts Institute of Technology, Professor Michael Boskin of Stanford Uni-
versity, and Professor Amitai Etzioni of George Washington University. All have
earned well-deserved recognition as creative thinkers on the subject of economic
revitalization and competitiveness. Before I invite them to the witness table, I would
like to make a few observations about the economic challenges before us.

History has shown that the development and growth of an economy can be
achieved by a number of strategies, and that different formulas work better for
different societies. Nevertheless, what is clear, I believe, is that the United States is
the greatest success story in world economic history, and that what has worked best
for the United States has been our fundamental reliance on the economic dynamism
of the private sector, given the proven track record of private entrepreneurship, I
believe that the prime responsibility for preparing the United States to compete in
the global economic contest of the future lies with the private sector.

Relying fundamentally on the economic initiative of the private sector does not
mean Government should stick its head in the sand. Public responsibilities mean
Government will influence private choices. Therefore, the aim of economic policy
should be to influence private choices positively, to steer choices in favor of behavior
that advances economic efficiency as well as social equality, in the interests of a
better society. Government can best create an atmosphere of common purpose by
assuring a fair distribution of work and compensation, of sacrifice and reward, in
connection with the global competition.

Thus, while the first principle of a U.S. economic strategy should be fundamental
reliance on the private sector to compete, the second should be that there is a
positive and necessary role for Government. Options as to that role lie along a
continuum that theoretically ranges from maximum laissez-faire to fully centralized
planning. Real options, particularly for the United States lie at neither extreme, but
there are real options within a range that encompasses three general approaches.

One confines Government action to broad macro-economic policies, such as tax
cuts or increases and budget growth or reduction. Policies aim to influence the level
of economic activity, but not substantially to influence the kind of economic activity.
The allocation of economic resources is left entirely to the private markets.

A second approach seeks greater targeting and coordination of Government eco-
nomic policies. It assumes that some kinds of economic activity such as capital
formation or worker training better serve society's overall aims, such as growth,
productivity, and adjustment than do others, and therefore favors tax and other
policy incentives that attract resources to these activities.

A third approach moves in the direction of national planning. It need not entail
centralized economic directives, but rather clear plans and coordinated policies in
order to minimize the unproductive use of resources and the confusing signals sent
by discordant Government policies to markets. It may also seek to secure the
political basis for proceeding with economic adjustment by assuming a fair distribu-
tion of the attendant costs and benefits.

As I said, most current proposals lie along a continuum and can't be patly
characterized as '"road brush", "targeted" or "planning". Much would depend on
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how-proposals were implemented. But my own inclination is to look in the range of
targeting apd coordination for a strategy for the eighties.

Faced with the profound challenge of our times, we need to set priorities, empha-size efficiency, adjust and build consensus toward,common gais--l believe we can
'do that with6ut stifling the private initiative that fuels economiic growth, and
without violating the cheiahed liberties that constitute our political heritage.
. Targeting and coohiination can be achieved hi many ways, some falling in the
realm of what is currently referred to as Industrial policy, others falling-in the
sphere of what we speak of as supplyeido economics. There is also a host of options
as to what should he targeted, which economic activities should be encouraged 'to
facilitate adjustment,, strengthen competitiveness and revitalize our economies. For
example we can spur ascending industries, try to revive maturing ones, focus on
basic industry or national infrastructure, or simply favor capital spending Wherever
it may be. Assessing the merits of thew options is what wme hope to do her today.

But whatever course we choose, I believe there will still be a clear nee4i for the
creation of a coordinating economic body in the Government. Elsewhere, I have
recommended the establishment of an economic security council in the Office of the
President. The council would set the directions necessary to preserve the U.S.'s
interest in a strong competitive domestic economy and in an open, economically
stable world order. It would seek to Ola-ify our domestic and, geopolitical objectives,
and to invigorate domestic and international economic considerations into a coher-
ent foreign economic policy for the United States. Its purpose could be summarized
as: to preerve the economic security of the U.S. by (1) Promoting U.S. competitive-
ness and productivity, (2) assuring for the U.S. an adequate supply of strategic raw
materials, and (3) recommending courses of foreign economic policy and conducting
bilateral and international negotiations to advance U.S. interests in a sound, equita-
ble and stable world economic order.

I've said a great deal about the Government role, largely because as a policy
maker this is what I can best influence. But in the last analysis, our economic
future, is in the hands of the private sector. All the core decisions which will
determine whether we keep our place in the global economic competition will -be
made not in Washington but in the workplace. They will be made by managers who
choose between today's bottom line and tomorrow's cutting edge, by workers who
choose between unduly high wages and more jobs with stable growth, and perhaps
most of all by coalitions of workers and managers who either join to resist inevita-
ble change and ultimately share only ruin, or who join to guarantee everyone's fair
stake in positive change and ultimately share inthe reward. Government can not
make these decisions. Government can only assist to a limited degree in creating a
structure of private economic incentives that sway private citizens toward the right
choices.

I believe we will all be more likely to make the right choices for our Nation's
future if we have before us a National strategy based on principles of strong
competitiveness, positive adjustment and a fair distribution of the associated risks
and rewards. The challenge is to define the specific elements of such a strategy. But
I believe that to be successful, such a strategy must promote:

First, strongly competitive industries;
Second, a capacity for economic adjustment based on the fair distribution of costs

and benefits attending adjustment among the affected segments of American soci-
etird, a clear sense of the economic directions that will enhance the competitive

advantages of the United States, reinforced by supportive public policies and market
behavior; and

Fourth, an improved integration of U.S. domestic and foreign economic policies
founded on greater attention to maximizing the benefits of trade to the United
States.

Given th~jize of the challenge and the urgency of meeting it, I am glad we have
such knowledgeable witnesses with us today. Therefore , I will hold them up no
longer. I am pleased to invite' them to siare their thoughts with us this morning.

Senator BADei. Our witnesses 'today are Professor Thurow,
Professor Boskin, and Professor Etzioni.

I would like all three to come forward to the panel. We will
begin with Professor Thurow, followed by Dr. Boskin and then Dr.
Etzioni. Welcome to the subcommittee. We appreciate your willing-
ness to come. I hope som e of my colleagues join us, but in any case
your testimony andour discussion will be in the record. And if
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some exciting things happen we will make sure that more than
just my colleagues on the Finance Committee hear about it.

PANEL: LESTER C. THUROW, PROFESSOR OF ECONOMICS AND
MANAGEMENT, MASSACHUSETTS INSTITUTE OF TECHNOL-
OGY; MICHAEL J. BOSKIN, PROFESSOR OF ECONOMICS,
STANFORD UNIVERSITY; AND AMITAI ETZIONI, UNIVERSITY
PROFESSOR, THE GEORGE WASHINGTON UNIVERSITY

-STATEMENT OF LESTER C. THUROW
Mr. THUROW. The key to making America competitive in interna-

tional markets is found at home. If productivity continues to fall 3
percent per year in America, as it is, and rise 4 percent per year in
German and? percent per year in Japan, as it is, then America's
day in the economic sun is simply over.

It cannot hope to compete. It will gradually retreat into being a
relatively underdeveloped exporter of raw materials to the highly
developed countries of tomorrow s world.

Having just recently testified to two other congressional commit-
tees on the reasons or falling productivity I will not repeat that
testimony here, but instead focus on some of the things that have
to be done to make us competitive. If you look at my analysis of
the productivity decline or the work of those that recently partici-
pated in a conference on productivity sponsored by the Boston
Feeral Reserve Bank, however, there is a common message.

Productivity is not falling because of any one overwhelming un-
fortunate event but because of a confluence of many factors. It is
death byt 1,000 cuts. But this also means that the American econo-
my can only be born again if we are willing to make 1,000 changes
in the way that we manage our economy and organize our incen-
tives.

Partly because it is the most tractable part of the problem,
investment incentives have received practically all of the attention
that has been directed at the problem of revitalizing industrial
America. As important as these incentives are, they are only part

-of the answer. But those who have been advocating investment
incentives have also been guilty of only dealing with the easy part
of the investment problem.

The easy part is the precise tax cut incentives that are to be
offered to stimulate more plant and equipment investment. My
choice is to abolish the corporate income tax while integrating
personal and corporate income taxation. This provides a strong
incentive for corporate managers to invest, only a relatively small
loss in revenue to the Government, and little adverse effect on the
after-tax distribution of income. But there are many other poten-
tial solutions.

The hard part is reducing consumption,. public or private, and
nonproductive investment to make economic room for more plant
and equipment investment. The first will require cuts in popular
public expenditure programs or tax increases, such as a value
added tax, on private consumption. The second will require the
removal of popular tax incentives for nonproductive investment.

Consider the capital gains tax. Capital gains taxes should be
indexed so that the tax is only levied on real gains, but there is no
case for a-lower capital gains tax rate-on land, antiques, second
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homes and other nonproductive investments. If lower tax rates for
capital gains make sense, they only make sense for investments in
new, highly risky, productive industrial investments.

I hafe-a litm-MS test to determine whether someone is really
serious about stimulating investment. "What incentives for nonpro-
ductive investment are you willing to see eliminated?" Anyone who
cannot answer that question is not serious about wanting more
productive investment. To suggest that more investment can be
financed out of general unspecified cuts in social expenditures
simply is not credible.

But in addition to a problem of magnitude there is a problem as
to how our investment funds should be allocated. In the American
tradition industrial investment is primarily financed through re-
tained earnings. This is a tradition that is no longer viable.

Let's consider the problem of the electronic computer chip indus-
try. This industry is one of America's sunrise industries, but it is in
the process of shifting from a technology which uses relatively
little capital to a technology that is much more capital intensive.

.... Given the firm's retained earnings there is some maximum pace at
which the industry can finance its shift to this new technology.

That would be fine if everyone was playing the same economic
game. But they are not. The Japanese strategy is to finance their
computer chip industry with a large influx of debt capital, get into
the new capital intensive technology quickly, go down the learning
curve first, and then drive everyone else out of business.

Some of America's research oriented firms are not worried about
this process because they believe that they can keep one step ahead
of the Japanese on new products. But even if this is true, and
similar bellefs have not proven to be true in other industries, the
country cannot afford to be driven out of a new industry just when
it enters the large-scale manufacturing stage. That is the stage
where massive numbers of new jobs are created, especially jobs for
those with moderate skills.. T6 expand its sunrise industries more rapidly, America needs the
national equivalent of a corporate investment committee. The job
of this committee would not be to plan the American economy, but
to direct financial resources With government loan guarantees to
those areas where they are necessary to preserve and expand our
sunris6-industries.

I ai aware that many critics say that such a committee' would
si..ply be used to prop up our dying sunot industries. This is
ce inly a danger but if you believe that Amnerica cannot organize
itself to prevent this possibility, then you believe -that America
cannot organize itself to survive in the 21st century.

Along with more investment and -better directed investment,
there is,'a needto improve our process of disinvestment. America
hsWto learn how to Oet Out of sunset industries so that the capital
and manlpwer, that's embedded in these industries can be trans-
ferrid to its sunrise ; industries.
.4 In Japan conglomerate firms help by moving resources, human
and physical, within the firm. Part of the problem ishaving some
sunrise 'industries into which cpital and people can move, but part
of the problem is in realizing, that economic progress inevitably
means economic losses for many.

I
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When an obsolete, low productivity, New England shoe factory
shuts down and a new silicon chip factory opens in California,
individuals and communities are going to be hurt. The correct
public response, however, is not to protect the domestic shoe
market from foreign competition but to help individuals and capi-
tal flow into the new growth areas.

America is one country. In the long run no one is hurt if the
population of California is slightly larger and the population of
New England is slightly smaller. In the most recent month the two
States that tie for haVing the lowest unemployment rate among
industrialized States were Texas and Massachusetts.

It is in fact possible for regions to get otit of dying industries and
to get new ones -and make it successful. And I would suggest
perhaps eastern New England has made this transition, with a
lower unemployment rate than any other industrial State except
Texas.

To break the country up into competing blocks that are antago-
nistic to each other's problems and seeking to stop economic
growth in the other's region is a recipe for economic oblivion. And
as I have pointed out elsewhere regional differe-nces in population
growth do not lead to large differences in income growth for those
that are left behind.

The United States also has to realize that it is in a new economic
world where it is no longer an isolated continental country where
it can do what it wants without regard to the rest of the world.
Like the rest of the world has long had to do, we now have to
export, not to finance luxury imports, but to finance the oil imports
that are necessary to run our economy for the foreseeable future.

Antitrust regulations are one of the areas where this-fact of life
will require substantial changes. Competition can no longer be
defined by looking at how many American firms control what part
of the American market. General Motors would be in a competitive
fight for its life against the Japanese and Germans even if there
were no other American auto producers.

Other countries encouraged firms to cooperate in ways that
would be illegal under American antitrust law. Consider the auto
industry in Japan. To a great extent it shares technology. When
booms arrive it even shares production facilities. Today there is a
good chance that your Datsun car is actually made on a Subaru
assembly line. One Japanese car manufacturer, Subaru, is helping
another Japanese car manufacturer, Datsun, strengthen his posi-
tion in the American, market. Could or would American firms do
the same? ..

Let us suppose that the current antitrust case-against IBM were
to be settled in the Government's favor. Who would benefit? The
Japanese would find tt easier to crack an industry that they have
found up to now difficult to crack. And how wold Americans
benefit? Very little since we have enough experience to know that
breaking one very large firm into three or four large firms makesvery little difference in terms.l of products or pricing behavi .or..

Regardless of market shares BM has domestic competition
where it is weakest: in small computers, and potential competition
from the Japanese where it is strongest: in large computers. And in
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any case it is a sunrise firm that we should be encouraging, not
discouraging.

Antitrust laws have lost touch with economic reality and eco-
nomic goals. They have become the real legal equivalent of the
mythical medieval debates on how many* angels co-uld dance on the
head of a pin. The only difference is that the people of the middle
ages were too sensible to actually waste time on such debates while
we are actually wasting an enormous amount of resources in an
effort that is slowly shackling our economy.

Not quite 1 year ago I participated in a conference sponsored by
Fortune magazine on what was wrong with American industry. To
get an outside view one-half of the speakers and audience were
Japanese. The difference in diagnosis and cures was striking. The
speakers from American industry spent-most of their time com-
plaining about Government, but the Japanese had a very different

_diagnosis of American problems.
The Japanese thought that the time horizon of American firms

was simply too short. What American firm would have been willing
to lose money for 10 years, as Datsun did in the United States, to
break into a new market?

The moral of their story was simple. A firm with a 15- to 20-year
horizon will almost always beat a firm with a 3- to 5-year horizon.
We are the former; you are the latter. We will invest in themiiiarket
development, research and development, and new investments that
have long-run payoffs. You won't. --

Some remedy has to be found for the American preoccupation
with the current quarter if not the current day. The fault lies in
the financial market's preoccupation with the present and in the
way that American managers are judged. Typically the American
manager is judged on his ability to produce current profits and
holds chief executive status for a relatively short period of time.

Overcoming the faults is more difficult. I sometimes believe that
the country would be better off if we simply shut down the clamor
of our financial markets for a few years and concentrated on
producing goods and services. Firms have to learn how to judge
whether managers are good at positioning the firm for the long-run
pull.

The Japanese have learned to judge management talent with
criteria other than current profits and we must learn to do the
same. Not long ago I visited the headquarters of a Japanese firm
that had fired the American manager of its American subsidiary
because he was too much oriented to short-run profits. What
American firm has done the same?

Finally let me comment on what is probably the biggest hin-
drance to industrial revitalization: that is our current anti-inflation
policies. Who would or could invest when interest rates were near
20 percent and credit controls were in plac-e earlier this year? Who
would or could invest when almost 25 percent of their existing
capital capacity is idle as it is now? The answer in both cases is not
many.

High interest rates and idle capacity might be a viable anti-
inflation strategy if inflation could be quickly cured or if inflation
were a one-shot problem. Then we would simply tolerate a period
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of time when the anti-inflation policies were killing productive
growth as an undesired, but temporary, side-effect.

But no one believes that either of those propositions is true, Even
the true believers maintain that it will take many years of high
interest rates and high unemployment to tame inflation. And given
the highly likely prospect of future energy shocks, inflation is not a
once-and-for-all problem. It is going to reoccur no matter how
successful we are in stopping it now.

As a result, tight monetary and fiscal policies would have to be in
place throughout the 1980's and 1990's if they were to have any
chance of success.

But the United States cannot afford to kill productivity growth
over the next two decades in an effort to fight inflation. It simply
must frnd some other means to control inflation. Whatever you
believe about the ultimate success of the current war on inflation,
it will be only too successful as a war on productivity.

As this brief catalog of policy suggestions indicates, the United
States is not going to easily regain its position as the world's No. 1
trader and No. 1 economy. The days of Yankee ingenuity are in
eclipse. It is our job to see if we can remove the shadow.

[The prepared statement of Lester C. Thurow follows:]
SrA MEcT or Ls'u C. THunow

MAKING A MCA COMPEIMTW IN INTERNATIONAL MARKETS

The key to making America competitive in international markets is found at
home. If productivity continues to fall 8 percent per year in America-as it is-and
rise 4 percent per year in Germany and 7 percent per year in Japan-as it is-then
America's day in the economic sun is simply over. It cannot hope to compete. It will
gradually retreat into being a relatively underdeveloped exporter of raw materials
to the highly developed countries of tomorrow's world.

Having j recently testified to two other congressional committees on the rea-
sons for falling productivity I will not repeat that testimony here, but instead focus
on some of the things that have to be done to make us competitive. if you look at
my analysis of the productivity decline or the work of those that recently participat-
edin a conference on productivity sponsored by the Boston Federal Reserve Bank,
however, there is a common message.

Productivity is not falling because of any one overwhelming unfortunate event
but because of the confluence of many factors. It is death by a thousand cuts. But
this also means that the American economy can only be "born again" if we are
willing to make a thousand changes in the way that we manage our economy and
organize our incentives.

Partly because it is the most tractable part of the problem investment incentives
have received practically all of the attention that has been directed at the problem
of revitalizing industrial America. As important as these incentives are they are
only part of the answer. But those who have been advocat' investment incentives
have also been guilty of only dealing with the easy part ofthe investment problem.

The easy part if the precise tax-cut incentives that are to be offered stimulate
* more plant and equipment investment. My choice is to abolish the corporate income

tax wh le integrating personal and corporate income taxation. This provides a
strong incentive for corporate manager to invest, only a relatively small lose in

/ revenue to the government, and little adverse effect on the after-tax distribution of
income. But there are many other potential solutions.

The hard pArt is reducing consumption (public or private) and non-productive
investment to make economic room for more plant and equipment investment. The
first will require cuts in popular public expenditure programs or tax increases, such
as a value added tax, on private consumption. The second will require the removal
of popular tax incentives for non-productive investment.

Consider the capital gains tax. Capital gains taxes should be indexed so that the
tax is only levied on real gains, but there is no case for a lower capital gains tax
rate on land, antiques, second homes, and other non-productive investments. If
lower tax rates for capital gains make sense, they only make sense for investments
in new, highly risky, productive industrial investments.
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I have a litmus test to determine whether someone is really serious about stimu-

lating investment. "What incentives for non-productive investment are you willing
to see eliminated?" Anyone who cannot answer that question isn't serious about
wanting more productive investment. To suggest that more investment can be
financed out of general unspecified cuts in social expenditures simply isn't credible.

But in addition to a problem of magnitude there is a problem as to how our
investments funds should be allocated. In the American industrial investment is
primarily financed through retained earnings. This is a tradition that is no longer
viable.

Let's consider the problem of the electronic computer chip industry. This industry
is one of America's sunrise industries, but it is in the process of shifting from a
technology which uses relatively little capital to a technology that is much more
capital intensive. Given the firm's retained earnings there is some maximum pace
at which the industry can finance its shift to this new technology.

That-would be fine if everyone was playing the same economic game. But they
aren't. The Japanese strategy is to 'finance their computer chip industry with a
large influx of debt capital, get into the new capital intensive technology quickly, go
down the learning curve first, and then drive everyone else out of business.

Some of America's recoarch orientated firms aren't worried about this process
because they believe that they can keep one step ahead of the Japanese on new
products. But even if this is true-and similar beliefs have not proven to be true in
other industries-the country cannot afford to be driven out of a new industry just
when it enters the large scale manufacturing stage. That is stage where massive
numbers of new jobs are created-especially jobs for those with moderate skills.

To expand its sunrise industries more rapidly America needs the national equiva-
lent of a corporate investment committee. The job of this committee would not be to
plan the American economy, but to direct financial resources with government loan
guarantees to those areas where they are necessary to preserve and expand our
sunrise industries: I am aware that many critics say that suc-h a committee would
simply be used to prop up our dying sunset industries. This is certainly a danger but
if you believe that America cannot orgainze itself to prevent this possibility', then
you believe that America cannot organize itself to survive in the 21st century.

4lorig with more investment and better directed investment, there is a need to
im rove our process of disinvestment. America has to learn how to get out of sunset
industries so that the capital and manpower that is embedded in these industries
can be transferred to its sunrise industries. In Japan conglomerate firms help by
moving resources, human and physical, within the firm. Part of the problem is
having some sunrise industries into which capital and people can move, but part of
the problem is in realizing that economic progress inevitably means economic losses
for many..

When an obsolete, low productivity, New England shoe factory shuts down and a
new silicon chip factory opens in California, individuals and communities are going
to be hurt, The correct public response, however, is not to protect the domestic shoe
market from foreign competition, but to help individuals and capital flow into the
new growth areas. America is one country. In the long-run no one is hurt if the
population of California is slightly larger and the population of New England is
slightly smaller.

STo break the country up into competing blocks that are antagonistic to each
other's problems and seeking to stop economic growth in the other's region is a
recipe for economic oblivion. And as I have pointed out elsewhere regional differ-
ences in population growth do not lead to large differences in income growth for
those that are left behind.

The United States also has to realize that it is in a new-economic world where it
is no longer an isolated continental country where it can do what it wants without
regard to the rest of the world. Like the rest of the world has long had to do, we
now have to export-not to finance luxury imports-but to finance the-oil imports
that are necessary to run our economy for the foreseeable future.'

Anti-trust regulations are one of the areas where.this fact of life will require
substantial changes. Competition can no longer be defined by looking at how many
Americ4n firms control what part of the American market. General Motors would
be in a competitive fight for its life against the Japanese and Germans even if there
were no other American auto producers.

Other countries encouraged firms to cooperate in ways that would be illegal
under American anti-trust law. Consider the auto industry in Japan. To a great
extent it shares technology. When booms arrive it even shares production facilities.
Today there is a good chance that your Datsun car is actually made on a Subaru
assembly line. One-Japanese car manufacturer, Subaru, is helping another Japanese

t /
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car manufacturer, Datsun, strengthen his position in the American market. Could
orwould American firms do the same?

Let us suppose that the current anti-trust case against IBM were to be settled in
the government's favor. Who would benefit? The Japanese would find it easier to
crack an industry that they have found up-to-now difficult to crack. And how would--
Americans benefit? Very little since we have enough experience to know that
breaking one very large firm into three or four large firms makes very-little
difference in terms of products or pricing behavior. Regardless of market shares
IBM has domestic competition where it is weakest-in small computers-and poten-
tial competition from the Japanese where it is strongest-in large computers. And
in any case it is a sunrise firm that we should be encou *ng, not discouraging.

Anti-trust laws have lost touch with economic reality and economic goas. ey
have become the real legal equivalent of the mythical medieval debates on how
many angels could dance on the head of a pin. The only difference is that the people
of the middle ages were too sensible to actually waste time on such debates while
we are actually wasting an enormous amount of resources in an effort that is slowly
shackling our economy.

Not quite one year ago I participated in a conference sponsored by Fortune
magazine on what was wrong with American industry. To get an outside view one-
half of the speakers and audience were Japanese. The difference in diagnosis and
cures was striking. The speakers from American industry spent most of their time
complaining about government, but the Japanese had a very different diagnosis of
American problems.

The Japanese thought that the time horizon of American firms was simply too
short. What American firm would have been willing to lose money for-10 years, as
Datsun di$ in the United States, to break into a new market? The moral of their
story was simple. A firm with a 15 to 20 year horizon will almost always beat a firm
with a 3 to 5 year horizon. We are the former you are the latter. We will invest in
the market development, research and development, and new investments that have
long-run payoffs. You won't.

Some remedy hms to be found for the American preoccupation with the current
quarter if not the current day. The fault lies in the financial market's preoccupation
with the present and in the way that American managers are judged. Typily the
American manager is judged on his ability to produce current profits and holds
chief executive status for a relative short period of time.

Over-coming the faults is more difficult. I sometimes believe that the country
would be better off if we simply shut down the clamor of our financial markets for a
few years and concentrated on producing goods and services. Firms have to learn
how to judge whether managers are good at positioning the firm for the long-run
pull. The Japanese have learned to judge management talent with criteria other
than current profits and we must learn to do the same. Not long ago I visited the
headquarters of a Japanese firm that had fired the American manager of its
American subsidary because he was too much orientated to short-run profits. What
American firm has done the same?

Finally let me comment on what is probably the biggest hindrance to industrial
revitalization-that is our current anti-inflation policies. Who would or could invest
when interest rates were near 20 percent and credit controls were in place earlier
this year? Who would or could invest when almost 25 percent of their existing
capital capacity is idle as it is now? The answer in both cases is "Not many..

High interest rates and idle capacity might be a viable anti-inflation strategy if
inflation could be quickly cured or if inflation were a one-shot problem. Then we
would simply tolerate a period of time when the anti-inflation policies were- killing
productive growth as an undesired, but temporary, side-effect.

But no one Lelieves that either of those propositions are true. Even the true
believers maintain that it will take many years of high interest rates and high
unemployment to tame-inflation. And given the highly likely prospect of future
energy shocks, inflation. is not a once-and-for-all problem. It is going to reoccur no
matter how successful we are-in stopping it now. As a result tight monetary and
fiscal policies would have to be in place throughout the 1980s and 1990s if they were
to have any chance to success.

But the United States cannot afford to kill productivity growth over the next two
decades in an effort to fight inflation. It simply must find some other means to
control- inflation. Whatever you believe about the ultimate success of the current
war on inflation, it will be only too successful as a war on productivity.
. As this brief catalogue of policy suggestions indicates, the United States is not
going to easily regain Its position as the world's number one trader and number one
economy. The days of Yankee ingenuity are in eclipse. It is our job to see if we can
remove the shadow.



Senator BRADLEY. Thank you. Professor Boskin.

STATEMENT OF MICHAEL J. BOSKIN
Mr. BosRt. Thank you, Senator. I would like to commend you

and your subcommittee for holding hearings on this very important
topic. I thinkthere has been a lot of loose talk about industrializa-
tion and'revitalization. I hope the hearing sheds some light on the
substance.

I would like to apologize. Apparently my testimony, of which I
have only one dpy, did not make it here through the private mail
carrier which promises overnight delivery. So, there is at least one
anecdotal example of where the private market replacing
government has not worked. 1 1

Senator BRADLEY. Either-that or it is an example of the merits of
the targeted approach because I received a copy.

Mr. BoKN. You did receive a copy? Well, there is a communica-
tion gap up there in any event. I was told it did not arrive. So I am
glad you received a copy.

I would like to basically make three points. The first is that our
long-term problem of slowdown in productivity and real economic
growth, the potential for increased standard of living in the United
States, has as its mirror image some of our .problems abroad and
competing abroad; and that our real problem is promoting our
long-term rate of real economic growth in the United States.

If we do not do so, if we suffer the kind of slowdown in the rate
of real economic growth we have experienced recently, and there
are alternative ways of measuring that and some disagreement
about how, I think we will soon see ourselves passed by not only in
world markets but in terms of per capita living standards by many
of the countries with whom we compare ourselves.

So my second point is we should not be overly alarmed, we
should be concerned but not overly alarmed with the improved
worldwide position of many other economies. Our share in world
manufacturing exports has declined substantially in the last two
decades from about 29 percent in 1958 to about 18 or 19 percent
today; we helped engineer the greatest expansion in world trade in
history through tariff and other trade impediment reductions.

On the other hand, we should expect that as the growth of the
rest of the world accelerated relative to the United States, since
they started from a much lower base, since they themselves started
to develop improved trading operations and decreased impediments
to trade such as common markets and the like, we should, have
expected their exports to grow more rapidly than ours.

My third'point is that we do have an ability to reverse or at least
to start to halt this trend and to take the longer term view, as
Professor Thurow suggests, and start to deal with the problem of
inadequate productive growth, inadequate growth in real GNP per
potential employee.

And! Believe the single most important centerpiece, of such a
strategy must be to increase our rate of national capital formation.

That is not the exclusive cause by any stretch of the imagination
in the slowdown of our productivity growth. The studies by Profes-
sor Thurow, Professor Denison, a variety of other people, suggest
that only part of our slowdown in productivity growth can be
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traced to a slowdown in our rate of national capital formation, and
that there are other causes.

I do not mean to deny that. My own research suggests a major
component has been the slowdown in our rate of real national
capital formation.

Until the early 1970's the capital/labor ratio in the United
States grew at about 2.5 percent per year, and it has not grown
since then, partly because of the huge influx of workers into the
labor force.

The slowing rate of national capital formation, which I will
remind everybody is the sum of household capital formation, busi-
ness capital formation, and Government capital formation, is due in
my opinion to three reasons: One, a sharp decline in Government
investment. In the 1960's the Government was investing about 4
percent of GNP, and contrary to most opinions, only a small minor-
ity of that investment was in defense. We were, building highways,
roads, school buildings and the like. Today by my own investment
the Federal Government's share of GNP that goes into investment
is well under 2 percent, between 1, and 1.5 percent, and indeed is
probably not sufficient to cover a genuine rate of depreciation and
obsolescence on the Government's capital stock. That is, we are
drawing down the Government's capital in order to finance current
expenditures.

Two, a decline in private saving and investment, and a realloca-
tion of that investment toward nontraditional goods and services
such as pollution and safety control, which may serve noble social
ends but whose contribution to productivity evaluation thereon is
exTremely difficult to come by.

How much do people value some increase in safety or some
increase in air quality? Even as difficult as those things themselves
are to measure, putting values on them, as the market puts values
on increased numbers of automobiles and the like, is extremely
difficult to do.

So, a small part, but only a small part, I think is due to that, to
the continued shift into the service industry and the like. But real
net investment last year was between 2 and 3 percent of gross
national product, a very, very small amount. Gross investment was
the lowest rate in the industrialized world.

And if either of two appealing conjectures upon which econo-
mists unfortunately have no substantial empirical information to
refute or confirm either of these conjectures, one, that the level of
investment is an extremely important determinant of the level of
innovation in our society, that is, that there is a learning by doing
process in the course of investment itself, new ideas, new technol-
ogies, new products, et cetera are produced, or second, that new
technology either must for cost reasons or other reasons be em-
bodied in new investment as opposed to old investment, our low
rate of capital formation, national capital formation, our low in-
vestment rate, gross and net, is leading us to embody new, technol-
ogy in our capital stock more slowly, and perhaps producing that
new technology more slowly than we have in the past; and embody-
ing it in our capital stock less rapidly than are our major
competitors.
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My own opinion is the major reasons for this decline in invest-
ment and its reallocation toward some non-productive uses, as
Professor Thurow correctly pointed out, are the reduction in the
real after-tax and after-inflation returns to such activities such as
savings and investment, and the increase in the uncertainty with
which those returns will be earned.

It is now well documented that as the inflation rate increases,
the expected variance of the inflation rate increases still more than
proportionately. So that as our inflation rate goes up, the uncer-
tainty felt about the level of the future inflation rate increases
dramatically and acts to, in my opinion, curtail time horizons,
make business investment short rather than of long duration.

Second, the interaction of inflation, our unindexed tax system,
has resulted in high and rising tax rates on investment and saving
income.

The effective marginal tax rate on investment income has risen
precipitously in the last decade despite legislation designed to do
the reverse. Indeed, by my own estimate the effective marginal tax
rate has risen by about one-third on investment income.

Now it varies markedly from industry to industry, from type of
investment to type of investment because of. many special tax
features, the corporate tax and a variety of other special tax fea-
tures, it varies significantly across industries which must for a
variety of reasons rely heavily on equity finance as opposed to debt
finance.

Since interest is deductible from the corporate tax, we have seen
a big increase in borrowing.-And the corporate tax has not been an
impediment to investment in industries wher6 there is a substan-
tial reliance on debt finance in my opinion.

But these things have caused a sharp decline in the real net
return to savings and investment.

Let me give you one paradoxical and striking example, altough it
is not in investment in physical capital, except to the extent State
and local governments use these revenues to so invest, is that

---because of inflation in our unindexed tax system, tax exempt bonds
are over-taxed.

That seems strange. We have tax exempt bonds but they are
over-taxed. If one thinks about it for a moment, you realize last
year a not uncommon return for many individuals holding State
and local government bonds, which often are used as the vehicle to
finance State and local government capital expenditures, was about
9 percent, and yet our inflation rate was 13 percent.

So even though the tax-was zero, because they were tax exempt,
these people suffered real losses of 4 percent and were not allowed
to deduct them from their other income.

There are other examples on the other side of the balance sheet
where people are deducting nominal as opposed to real interest. I
do not want to get into elaborate detail on that. But because of our
high inflation and our unindexed tax system, as a general proposi-
tion the 'effective tax rates on investment income have increased
substantially in the last decade.

The expected return has decreased substantially. And the uncer-
tainty with which that return will be earned has increased
substantially.
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All of those things I think are eroding not only the level of
investment but -are shifting it toward investment of expected
shorter duration, quicker payoff as opposed to longer term invest-
ment, and much of it into, especially by the household sector,
investment that might be considered unproductive in the sense of
producing goods and services, although perhaps more productive in
terms of producing greater potential income later in life.

The next point I would like to make is that in attempting to
redress these disincentives that have accumulated over the last
decade' or more, we should try to adopt a principle of neutrality,
neutrality across types of investments, neutrality across industries,
neutrality across regions.

I do not mean to say there could never be a case for abandoning
that principle on rare occasion when well documented for a variety
of reasons. But I think we ought to start from a premise that
millions of private investors and thousands of financial interme-
diaries are likely to do a better job in allocating our scarce capital
resources among competing claims for investment opportunities
than is a government bureau, a reindustrialization board, however
noble its intentions and however high quality the few individuals
who would be chairing it are, or indeed Congress itself.

We already have many types of tax and other legislation which
discriminate among industries, discriminate among types of invest-
ment and the way we deal with depreciation and the like. Our
principle ought to be, our starting point, our anchor, our bench-
mark, our place of departure ought to be neutrality.

And, therefore, I would like to draw a very sharp distinction
between the need to promote our general rate of capital formation
in order to increase labor productivity in the future and, hence
increase future wages and standards of living in the future, and
the notion of targeting investment incentives and subsidies into
either attempting to pick winners to outguess the market, to out-
guess the best intentions of competing private investors, or to bail
out or restore or reinvigorate or prevent a natural evolution out of
certain areas or industries, out of our earlier comparative advan-
tage into our future comparative advantage.

I do not think it would behoove us to bring- back the barge as the
predominant form of transportation of materials in the United

tates. And I hear too much, in my opinion, discussion which
woul4 lead me to believe that some people are about to propose
policies which would move us in that direction.

As Professor Thurow has suggested, and I would like to second,
we are one country, having slightly more people in the South and
West 10 years from now and slightly fewer in the North and East
if current migration patterns continue, should not be viewed as a
detriment to society.

People are moving for a variety of good reasons. And I thinkwhat we need to do is deal with orderly transitions.
That gets me to my next point, which is the case that is, the one

potential case that is compelling is when there is a very sharp,
unanticipated change in events such as the dramatic change in
energy prices we have experienced in the last decade, et cetera,
which could not easily have been anticipated, and hence there
might be severe harm done to a particular group in the population,
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and I focus it on individuals rather than on firms they may or may
not happen to be working for or regions they may or may not in
the future or the past happen to be living in, suffer some grave
harm, such as a dramatic increase in unemployment because of
such events.

In that case I think that retraining insurance, the unemploy-
ment insurance system, and relocation assistance are highly desir-
able. But we should not have as our goal keeping them in indus-
tries or in locations or in occupations or in activities that are less
than the most productive.

If the market is sending us signals there are more productive
investments to be made elsewhere, I think we should be careful of
rejecting that signal unless we have compelling informatio-n that
that market signal is incorrect.

And I think too often the lure of protectionism, the short-time
horizon of U.S. businesses, of U.S. workers, of U.S. consumers, of
U.S. governmental policymakers and U.S. economists probably too,
leads us to suggest remedies which would temporarily, it is hoped,
alleviate the situation which wind up becoming long-term subsidies
to a variety of areas, occupations, industries, and individuals to
prevent them from eventually relocating in areas, locations, indus-
tries, which- would be both more desirable from their own point of
view and from society's.

With that said, let me return to the notion that we have to
increase our national rate of capital formation. As Professor
Thurow mentioned and as we all agree, there really has to be a
major commitment to reduce unproductive investment, channel
government or personal consumption into national capital forma-
tion, national investment.

That might mean reorganizing the priorities in government ex-
penditures, it might-Ymean removing or redressing the imbalance
that we have willy-nilly created between spending and saving in
our tax system, it might mean those and other policies.

But what it does mean in my opinion is that our national invest-
ment rate must be increased substantially and not just for a year
or two once we come -out of the recession. We are talking about
increasing our rate of national capital formation by a nontrivial
amount, by a substantial amount, and sustaining that increase
over long periods of time.

The Japanese did not increase their standard of living substan-
tially, the Germans did not increase their standard of living sub-
stantially by having a 1- or 2-year increase in their rate of invest-
ment. They had high rates of investment for long periods of time,
years, indeed decades.

That unfortunately is part of the bitter pill we will have to
swallow. If we want to continue to provide our citizens with a
continually rising standard of living, we are going to have to in-
crease our rate of national capital formation.

It seems to me that has to be our major goal for the future, and-
that the ways to go about doing it, in addition to redressing this
imbalance- that-inflation and our unindexed tax system have cre-
ated, are to attempt to slow inflation, which would increase the
after-tax/after-inflation rate of return because of this interaction of
inflation and our unindexed tax system; secondly, I think we
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should continue the move toward a tax system which integrates
the corporate and personal income tax.

I agree wholeheartedly with Professor Thurow that we should
attribute the income earned in corporations back to the owners of
the shares of those corporations on a pro rata basis, and then move
the base for that personal tax away from income toward consump-
tion.

That is, eliminate the double taxation of saving we now have in
our income tax.

There are a variety of proposals before Congress and a variety of
other suggestions that would move us part way in that direction.
My own personal-point of view is that if we keep this longer term -
goal in sight rather than just enact a gerry-built system of specific
incentives for specific regions or specific areas or specific noble
goals for saving or things of that sort, that we can indeed create
such a tax system which would be in my opinion both much more
efficient and more equitable than our current tax system in the
next decade.

In the short run some proposals which would move- us in the
right direction and in my opinion would have substantial appeal
and substantial short-term payoff would be the adoption of a- uni-
versal individual retirement account to cover people who are not
covered by such vehicles now, for example, workers who are not
fully vested in their pensions who pay a very small pension atwork who are not able to invest in IRA accounts; increases in the
limits and the coverage on the current IRA and Keough accounts;
simplification and acceleration of depreciation.

I do not want to identify myself with any specific example of
that, but we have a hedge podge of depreciation schedules and an
overlay of so-called accelerated depreciation on that in a variety of
ways, based on estimates of service lives which have been adjusted
but which were done several decades ago at a time when our
industrial plant and equipment was very different than it is today;
partial corporate tax integration, for example dividend relief; and
indeed creating a tax-free rollover reinvestment of-I probably
sho"I have added, because I agree with Professor Thurow-produc-
tive cpital gains.

So I think the tools to start to redress the imbalance are before
us. I would just stress that I think that targeted investment incen-
tives and subsidies, while they may on rare-occasions haV6-a useful
purpose and a desirable goal to serve and be an efficient means of
doing so, should be the exception rather than the rule.

Our benchmark and starting place ought to be neutrality and
increasing our general rate of capital formation, Government and
private.

Thank you.
[The fu1 statement of Michael J. Boskin follows:]

SPURRINo ECONOMIC GRowTH: GzsRAL CAPITAL FoRMATION VERsus TARGETED IN-
VSiTMENT INCENTIVE AND SUBSIDIcs By MICHAEL J. B0SKIN, PROFESSOR OF ECO-
NOJC, STANFORD UNIVERSITY

SUMMARY

1. The most important long-term problem facing the United States is our very
sluggish rate of real economic growth per employed worker. Put simply, our per-
formance in recent years has been abysmal, both by our own historical standards
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and relative to that of other advanced economies. Since the early 1970's, our rate of
real GNP growth per employed worker has been virtually zero.

2. At the core of our sluggish real economic growth has been a slowing rate of
national capital formation.

3. The slowing rate of national capital formation is due to:
(a) A sharp decline in government investment;
(b)-A decline in private saying and investment and a reallocation of that.

investment toward non-traditional goods and services, such as pollution and
safety control;

(c) A reduction in private saving and real net investment in the United States
is due primarily to a reduction in the real after-tax return to such activity and
an increase in the uncertainty with which those returns will be earned.

4. The decline in the real net return to saving and investment, and the increase
in uncertainty, are caused primarily by our high inflation rate and the insidious
interaction of inflation with our unindexed tax system. The effective marginal tax
rates on investment income have risen precipitously in the last decade without any
specific legislation.

5. We should move to make the decision between saving and spending as neutral
as possible. This implies integrating the corporate and personal income tax and
shifting to spending as opposed to income as the basis of taxation. This would move
us to a tax system which taxed saving and investment income once, not twice.
Among the important short-run possiblities moving us toward this overall goal
would be some of the following:

(a) A universal IRA account;
(b) Increases in the limits on the current IRA and Keogh accounts;
(c) Substantial extension of the interest exemption to the point where it

covers the majority of interest received by the majority of American taxpayers;
(d) Simplification and acceleration of depreciation;
(e) Partial corporate tax integration (e.g., dividend relief); and
(f) Tax-free rollover of re-invested capital gain.

6. Make the general redressing of the disincentives to save and invest in our
economy as neutral as possible with respect to industries and locations for such
investments. Let private capital markets allocate scarce capital into those invest-
ments which are expected to be most productive. Do not attempt to replicate the
efficiency of the interaction of millions of investors and thousands of financial
intermediaries with government boards or bureaus. Do not attempt "to bail out","re-invigorate" specific areas or industries via targeted investment subsidies or
credits; policy instruments such as the investment tax credit should be made as
general as possible.

_ 7. The U.S. economy has veered off course in the last decade and a half. Our
major policy goal for the future must be to restore healthy, noninflationary econom-
ic growth. This can only be accomplished in an environment with a more stable,
predictable, slower rate of monetary expansion; a slower rate of growth in govern-
ment spending; a concerted effort to remove disincentives that obstruct saving,
investing innovating, and working. We have the tools before us to accomplish such
goals. We should not confuse increasing our rate of capital formation, productivity
and hence future standard of living with targeting investment subsidies and/or
specific credits to areas or industries which are suffering temporary economic harm
or are declining relative to other-areas and industries as potential sources of
productive employment and investment in the United States.

I. INTRODUCTION: THE PROBLEM

In the midst of a substantial recession, and what is hopefully the crest of the
worst inflation in the history of the United States, it is tempting to focus almost
exclusively on our short-run economic problems. My own personal viewpoint is that
we face an even more insidious danger to our economic and social well-being: Our
very sluggish rate of real economic growth per employed worker over the last
decade or more and its potential continuance in the future. Put simply, our growth
performance in recent years has been simply abysmal, both by our own historical
standards and relative to that of other advanced economies. Over the last century,
the United States, as well as such other societies such as France and Germany, have
seen their real GNP per capita, and per employed worker, grow at an average of
almost 2 percent per year. While substantial temporary fluctuations have occurred
in this rate, such an average was not only maintained over the last century, but if
we look at the two and a half decades after World War II, real incomes grew even
slightly more rapidly than at this rate. At such a rate, GNP per capita will
approximately double between generations; that is, each successive generation will
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be approximately twice as wealthy over its lifetime as the generation which preced-
ed it.

Since the early 1970's our rate of real GNP per capita growth has slowed marked-
ly, to about half of its previous post-World War II level. But even this decline
dramatically understates our poor economic performance for the period.

Since the 1970's was a decade of unprecedented labor force expansion, due to the
combination of substantial increases in female labor force participation and the
post-World War II baby boom generation moving into the labor force in unprec-
edented numbers, real GNP per employed worked has grown at a horrendous one-
tenth of one percent per year since 1973. The latter figure compares to about 2.7
percent for France, 3.2 percent for Germany, 3.4 percent for Japan, and 1.6 for Italy.
While it was probably unwise for us to expect to be able to grow as rapidly as these
countries decades ago when our standard of living was so much higher than theirs,
it is becoming decreasingly plausible, that our sluggish growth performance relative
to these countries can be explained by the now modest differences in the level of
income per capita among us. To put the matter in perspective, if these rates
continue, average income in the United States will soon fall behind that of France
and Germany, and eventually that of Japan.

While the exact causes of our sluggish economic growth are a subject of some
current dispute, the general outline of what has been happening is becoming clearer
all the time: We have not been adding enough capital to our capital stock; we have
not been generating enough new technology and embodying it in that capital stock;
we have chosen, sometimes unwittingly, to pursue policies which impede our ability
to produce goods and sqfvices for other ostensibly noble social ends; and we had the
structure of our economy change substantially. For example, we have witnessed an
increasing displacement of private economic activity by government economic activi-
ty; a changing age, experience and occupational mix of the labor force; a shift in
output away from manufacturing towards services; a rapid expansion of government
regulatory policies; and high and rising inflation and marginal tax rates on the
return to saving and investment, and a declining rate of national capital formation.
I have elsewhere I reviewed and evaluated some of these studies which try to
pinpoint the exact cause of our recent-productivity slowdown. What I would like to
do in the remainder of this testimony is to state what I believe to be the central
core of our problem, discuss very briefly several of its major components, describe
what I believe our long-run policy goals ought to be, and propose several important
short-run policy proposals which will move us in the proper direction.

II. THE NATIONAL SAVING PROBLEM IN THE UNITED STATES

Private saving is important for two reasons: It is a major form of funding availa-
ble to finance new investment, and it is the way in which our citizens transfer
resources from. one part of their lifetime to another, especially from their peak
earning years to retirement. By the first quarter of 1980, the personal saving rate in
the United States was at a 30 year low and less than half of its average in the mid-
1970's; and by way of comparison, it was a small fraction of that in Japan, France or
West Germany. Our national saving rate has three components: personal, corporate,
and government saving. While our personal saving rate has fallen substantially,
busines- gross saving has remained relatively constant; Federal government dis-
saving has increased substantially; and state and local government (as the official
statistics measure it) gross saving has increased somewhat. Overall, our rate of gross
saving has fallen slightly in recent years relative to the 1960's and early 1970's.
However, it is important to point out a variety of factors which have occurred in our
economy which could and perhaps should have led to a substantial increase in
saving over this period and hence, the modest decrease in saving should be viewed
properly in my opinion as quite alarming.

First, there has been an enormous change in the economic environment, and
demographic situation, facing current and future elderly persons in the United
States. A major reason for saving, as mentioned above, is to provide resources to
maintain standards of living during retirement. Since 1960, life expectancy of the
elderly population of the United States has increased substantially, while at the
same time, there has been an acceleration of the explosion in earlier retirement.
Only one male in five over the age of 65 is still in the labor force; more people now
collect their first social security check at age 62 than at age 65. My own best
estimate is that the average length of retirement period has increased about 30

1. See M. Boskin, ed., "The Economy in the 1980's: A Program for Growth and Stability."
Institute for Contemporary Studies, 1980.
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eorrent. 2 By itself, this should have led to a substantial increase in private saving
rretirement. In part, at least, it appears that this incentive has been offset by a

substwtal expansion in coverage and the level of social security benefits. Since
social security benefits are-financed on a pay-as-you-go basis, whereby the current
benefits received by retirees are financed by the current taxes paid by workers, no
real capital formation occurs whith this form of financing social security; if, indeed,
this substitutes for private saving as many commentators have suggested,3 it would
seriously affect our overall saving rate. While the exact magnitude of these offsets is
difficult to determine, and there is some controversy at the moment among profes,
sional economists as to the importance of this effect, my own belief, expressed in my
study for the JEC Special Study on Economic Change 4 is that there has been a
substantial social security offset for private saving in the United States.

A second re.'on to worry about a non-increasing, let alone decreasing rate of
private saving, concerns the changing age structure of our population. Because of
the post-World War II baby boom generation, and the recent baby bust generation,
early in the next century, the ratio of retirees to workers in our society will
increase substantially. If we continue to experience this lengthened retirement
period (or see it lengthen still further), and continue to experience very low rates of
private saving, the baby boom generation, when it retires, will show up at retire-
ment ages having saved a disproportionately low share of their lifetime income
relative to previous generations of retirees, and thus will be thrown relatively more
heavily on other sources of retirement income support such as social security. As is
well-known, the social security system already faces an immense long-term funding
crisis even if current relative replacement ratios are maintained, let alone increased
to offset low private saving rates over the years to come.

Thus I conclude that a substantial increase in the rate of private saving in the
United States over the long-run is important quite independent of its role in helping
to finance ifi-v&-tment. But this second major purpose of private saving should not
be ignored.

While our national rate of gross investment has not fallen quite as much as our
gross saving rate, we have in part financed the differential by-substantial increases
in our importation of foreign capital. While in the short-run this will help us keep
our rate of investment and capital formation from declining still further, it is not.
providing our citizens with claims to assets which can be transformed into retire-
ment consumption later on. Further, it is unclear how long an advanced ecofiomy
like the United States can continue to finance a major fraction of its investment by
importing capital. While few would object to the notion of there being a substantial-
ly operative world short-run capital market, most of the success stories of economies
growing by importing capital to finance investment have been those economies
which were immature in the economic sense relative to their times: the United
States and Canada in the last century, many less developed countries today, etc.
History has not always been kind to those advanced economies which have failed to
finance their own investment opportunities out of their own saving.

Elsewhere, I have tried to set up a framework for analyzing what an optimal or
socially desirable real net rate of saving and investment, or capital formation, would
be for the United States.5 While that analysis is too lengthy to repeat here, suffice it
to say that in comparing the opportunities for increasing future standards of living
by increasing our rate of capital formation today and foregoing some current con-
sumption, appear to substantially outweigh these costs. My figures suggest that we
ought to be saving and investing in real net terms substantially more than we have
been for many years. Indeed, it is unclear that we added anything to our ability to
produce goods and services in 1979. Of our $386 billion dollars of gross private
investment, once we subtract replacement of our wearing out capital stock, residen-
tial investment, and anti-pollution and safety control equipment, real net private
investment amounted to about $40 billion dollars. My own estimate suggests 1 that
real federal government disinvestment was approximately as large. Therefore, I am
deeply concerned about the prospect of continuing our low rate of capital formation
in the years ahead. I believe that accelerating that rate of capital formation is a

22. See M. Boskin, ed., "The Crisis in Social Security," Institute for Contemporary Studies,
1977.

3M. Feldstein, "Social Security, Induced R'Airement and Aggregate Capital Accumulation,"
Journal of Political Economy, 1974.

14. M. Boskin and M. Robinson, "Social Security and Private Saving: Analytical Issues,
Econometric Evidence and Policy Implications," in Jt. Econ. Comm., U.S. Congress, "Special
Study on Economic Change," in gress.

. . Boskin, "Some Issues in upply-Side Economics," Journal of Monetary Economics, forth-
coming.

' See M. Boskin, ed., Economy in the 1980's, op. cit.
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necessary condition for restoring our reasonably rapid rate of real economic growth
and gains in standard of living of the average American; and that increasing that
rate of real investment must involve increasing our rate of saving from our own
resources.

III. WHAT CAN BE DONE TO INCREASE SAVING?

Private saving decisions are primarily influenced by several factors: The prospec-
tive returns as measured by the after-inflation, after-tax rate of return to saving;
the potential risks involved; age structure, family structure, and the milieu in which
economic decisions are effected by government programs, such as social security.

Our tax system taxes the return to saving and investment approximately twice as
heavy relatively as do those of Western Europe. We rely very heavily on taxes on
income, with some notable exceptions, and these taxes tax saving twice: first, when
it is earned as part of income and then when it earns an interest return. There is
now a growing body of evidence, some of my own as well as that of other people,
that suggest that private saving decisions are much more responsive to the real
after-tax rate of return than was previously supposed. This in turn implies that our

. heavy taxation of interest fini6me seriously impairs private saving decisions. While
it undoubtedly influences the form of saving, because of our comparatively lighter
taxation of some saving vehicles than others, high and rising effective marginal tax
rates on -the return to saving have obviously been a major contributor to our low
rate of saving.

Second, our high, and until recently rising, inflation rate has decreased private
saving incentives for two reasons: first, it adds substantially to the uncertainty
involved in the expected real net rate of return to such saving; it also combines with
our unindexed tax system to drive up the effective marginal tax rates on different
types of saving. This problem is much more widespread than the commonly known
"bracket-creep'. Even with a flat rate income tax, the failure to allow a deduction
to separate out the inflation component of interest, causes an over taxation of
interest returns. A paradoxical example that demonstrates the point was mentioned
to me by Professor George Break of the University of California: recentl tax
exempt bonds have been overtaxed! Think about that for a moment. The bonds are
tax exempt. How can they be overtaxed? A not uncommon interest rate in recent
months for tax exempt state and local government bonds has been on the order of 9
percent. But inflation has been running much higher than that. Therefore, the
owners of these securities have been suffering real losses. Since they cannot deduct
these real losses from their other income in computing their tax liability, they are
being overtaxed even though their rate of tax is zero. It is clear that so long as
either high inflation continues or our tax system continues unindexed, that this
problem will remain and seriously retard private saving incentives.

Third, a variety of government -programs have formed substitutes for private
saving, and some of these programs do not result in any real capital formation. The
most important example is social security, and I shall not repeat here what I have
said elsewhere on numerous occasions other than to summarize once again the view
that social security, while undoubtedly playing an extremely important role in
mitigating much economic distress, and while it must remain a cornerstone of our
income security system for the aged, has had the unfortunate side-effect of impair-
ing private saving incentives in the United States.

Fourth, our changing demographic and labor force structure and household com-
osition have led to a variety of changes in incentives to consume and to save.

While it may well be that in the next decade a modest increase in our saving rate
will occur as the baby boom generation moves into their forties, an age at which
saving rates tend to be somewhat higher than in the late twenties and thirties, it is
clear that we must have a substantial increase in overall saving just to remain even
with respect to the relative future contributions to their retirement income of
private saving and other sources.

In brief summary, we have generated, usually in an attempt to achieve other
goals, a series of obstacles to private saving, and therefore, capital formation and
long-term increases in our standard of living in the United States. Among the most
important are our high inflation, high and rising effective marginal tax on saving,
and a variety of government programs substituting for saving. Unless we begin to
reverse this tendency soon, we will see the already damaging consequences worsen
in the years ahead. It is my belief that we need to encourage substantially private
saving in the United States. Perhaps it would be more accurate to say we need to
unravel the disincentives we have created for private saving in the United States.-
Let me now turn to some suggestions for doing so.

I As discussed in M. Boskin and J. Shoven, "Issues in the Taxation of Capital Income," American
Economic Review, 1980, Proceedings of 1979 Annual Meetings.



293

IV. LONG-TERM POLICY GOALS AND SOME SHORT-TERM INTERIM PROPOSALS

A good general guideline for overall economic policy with respect to saving and
investment would be to make the decision between saving and spending as neutral
as possible. We have for many years, via deliberate government policies, and by
some other policies which were designed for other purposes, continuously stacked
the deck in favor of spending and against saving. These policies have included the
high and rising effective marginal tax rates on interest income; the extremely high
rate of inflation we have experienced in recent years; the interaction of high
marginal tax rates and inflation; the growth of a variety of government programs
which potentially substitute for private saving; and the failure to realize the crucial
role of saving for our long-term economic well-being. In addition, there has often
been a substantial short-term bias in government economic policy designed to en-
courage spending in the often mistaken belief that such spending would enable the
government "to fine tune" minor cyclical fluctuations in the economy. Experience
has indicated that such programs have as often been destabilizing as stabilizing for
the performance of the economy and it is only in times of severe economic disrup-
tion that are sustained, over long periods of time, that the government appears to
be able to take steps to mitigate these economic problems.

The goal of neutrality would be served by moving toward a tax system which
taxed saving and investment once, not twice. While we have moved partially in this
direction in several pieces of legislation recently, from IRA and Keogh accounts to
the modest interest exclusion which will be introduced into the tax code next year,
we still have a long way to go. Our ultimate goal ought to be to integrate the
corporate and personal income taxes (for example, by treating retained earnings as
income distributed on a pro rata basis to corporate shareholders) and then switch
this integrated tax to a personal expenditure tax in which individuals would be
allowed a deduction for saving of any type in an unlimited amount. There is a
substantial intellectual case for doing so, and the 1977 Blueprints for Basic Tax
Reform of the U.S. Treasury documents and elaborates many of the practical details
of implementation. I believe that this type of tax system ought to be our goal by the
end of this decade. It would restore neutrality in the consumption/saving choice,
increase the after-tax rate of return to saving and investment, decrease the disin-
centives that we now encounter, and substantially increase the rate of capital
formation. But a drastic move in this direction all at once is both undesirable and
politically impossible. What is important is that tax policy over the next few years

consistent with a move in this direction. Among the important possibilities
worthy of consideration are the following:

(a) A universal IRA account. This would extend inclusion in IRA accounts to
millions of workers who are not currently eligible.

(b) Substantial increases in the limits on current IRA and Keogh accounts and/or
proposed new universal IRA account.

(c) Substantial extension of the interest exemption to a point where it covers the
majority of interest received by the majority of American tax payers. While the
original exemption is an important first step in principle and willhave an effect on
some savers, it clearly is a rather modest amount and does not reach saving
decisions at the margin of anywhere near all taxpayers and savers.

(d) Simplification and acceleration of depreciation.
(e) Partial corporate integration, (e.g., dividend relief).
(f) Tax-Free rollover of re-invested capital gains.
A second and related set of proposals is obviously crucial for other reasons: get

the inflation rate under control. Just doing this would substantially reduce the
effective marginal tax rates on investment income we have been experiencing in
recent years, reduce the uncertainty involved in saving and investment, and spur
private capital formation. The most important items here are a sustained moderate
rate of money supply growth by the FED-and decreasing the rate of growth of
federal spending and deficits.

Third, get Federal government dis-saving and dis-investment under control. While
exact magnitudes are hard to come by because of variety of accounting conventions,
perhaps establishment of a separate capital account would be desirable in the
budgeting process to reveal just how far our government investment has fallen off
in recent years.

Fourth, a restructuring of social security with the twin goals of guaranteeing
income adequacy in retirement for the low income part of the elderly population
and putting the long-term future of social security on a sound basis is highly
desirable. To do so merely by raising the taxes over the years ahead will leave us
with tax rates for social security alone on the order of 23 or 24 percent or more of
earnings before anyorne pays a dime of federal, state or local income or other taxes.
It is my own belief that the time has come to reconsider the role of social security
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and the overall income security system of the elderly, and to rethink the target
retirement ages that are set either explicitly or implicitly in the structuring of our
social security system. At a time when our population has rapidly shifted out of
physically demanding and dangerous jobs, the life expectancy of the elderly has
increased substantially, a large and growing fraction of our labor force is entering
the labor force later because of greater college enrollment, it seems time to recon-
sider our traditional retirement age. Currently there exist a substantial number of
disincentives to continue work in the social security system. These are undoubtedly
designed to enable those who, for valid reasons, find it extremely difficult to contin-
ue to work to retire in a dignified manner. I believe this system can be reformed by
continuing to provide adequate income to these persons in what is currently an
early retirement phase, while gradually raising the age for full social security
benefits for the non-disabled, elderly by perhaps one month per year for the next 24
years. This would leave us with a target or normal retirement age of 67, without
reducing the annual retirement benefits to any elderly person. This by itself would
substantially eliminate the long-term social security deficit without requiring tax
increases above and beyond the enormous tax increases already legislated in the
1977 Amendments and due to take effect in the 1980's and 1990's.

Finally, I also have urged a separation of the transfer and annuity functions of
social security. The transfer, or income adequacy, function should be shifted to an
expanded supplemental security income program, and the annuity, or earned enti-
tlements part of the program, should be put on a fair actuarial basis for everyone,
i.e., they should all earn a common rate of return and no issue of equity or fairness
among alternative population groups should be addressed in this part of the pro-
gram. Ultimately, it might also be desirable, to allow proof of private pension
coverage above and beyond a certain amount to satisfy this part of the social
insurance problem.

V. AVOID CONFUSING GENERAL CAPITAL FORMATION WITH TARGETED SUBSIDIES AND
INCENTIVES

In the last year or two- an increasing number of influential business and labor
leaders and politicians have called for "the re-industrialization of America". This
phrase encompasses a variety of policy goals and proposals to achieve them. In one
fell swoop, proponents of "an industrial policy" believe that we can save declining
industries, re-invigorate certain urban locations and promote our general economic
growth. While there may on occasion be circumstances in which specifically tar-
geted subsidies or incentives might be temporarily warranted, such situations are
bound to be the exception rather than the rule. I cannot emphasize too strongly that
our problem is a general lack of capital formation, not low rates of capital formation
in specific industries. That is, in all but rare instances, we would expect the private
capital market to channel the available supply of investment funds to those invest-
ments which were expected to be most productive. It would be naive to assume,
however noble it might sound, that a national re-industrialization board, a commit-
tee of concerned government, business and labor leaders, or indeed, Congress itself,
could in general do a better job in allocating our scarce supply of capital among the
many competing investment opportunities than could millions of private investors
and thousands of financial intermediaries. Therefore, the first principle to be adopt-
ed-and abandoned only in extremely rare cases with overwhelmingly compelling
circumstances-is that economic policies with respect to capital formation, invest-
ment, saving and innovation should be neutral with respect to industry, location,
etc.

Once this is said it is important to point out, as it was done by inference above,
that our current sets of policies are by no means neutral with respect to investment
decisions. While we have a variety of policies which channel investment into some
forms rather than into others, the major problem for some time has been the
general erosion of incentives to save and invest caused by the insidious interaction
of high inflation, the general double taxation of investment income, and high and
rising marginal tax rates thereon. It is redressing these general disincentives which
have accumulated over the last decade and more that should be our primary goal in
the decade ahead. We must resist the temptation to replace private capital markets
with planning bureaus or agencies, or selective investment credits or subsidies in
attempting to allocate the supply of capital. Stemming from the first principle
discussed above, despite the best intentions of such targeted subsidies or incentives,
they are generally likely to lead to an inefficient allocation of our scarce capital
stock. Indeed, we would be in danger of having our scarce resources flow to their
least productive, rather than most productive, uses.

It is perhaps tempting to combine the general need for capital formation to
increase productivity and hence future wages and standards of living with policies
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to assist, bail out, prevent the decline of, or re-invigorate certain industries and
areas. I do not propose to discuss any particular industry or area in this testimony,
but I would like to dispel some popular myths which lie behind the call for such
targeted subsidies and incentives. The first myth is that such policies can help
promote our long-run economic growth. I believe that nothing can be further from
the truth. If, indeed, the most productive use of our scarce capital was to invest in
such areas, private capital markets would have generated funds for such invest-
ment. If they do not, private capital markets are sending us a signal that there are
more productive investments to be made elsewhere. Therefore, in the long-run, our
standard of living would be lowered rather than increased by such targeted invest-
ment subsidies as opposed to generally neutral treatment of investment income.

A second popular myth supporting targeted investment subsidies or credits sug-
gests that this will lead to many new jobs, especially for the least advantaged in our
society. I certainly agree that there is hardly a more noble goal of economic policy
than in providing improved job opportunities for the disadvantaged. But are target-
ed investment incentives a sensible way of doing so? I believe that they would be
extremely cost ineffective in promoting such employment. First of all, it is unclear
that there would be much net increase in employment at all. Partly, these incen-
tives would tend to cause a substitution of capital for labor in the production of any
particular amount of output; this of course would be offset by the general increase
in demand for labor due to an expansion of output. But-wbo would get these new
jobs? If the subsidies were targeted to specific locations, how are we going to define
eligibility for such investment subsidies? How are we going to enforce them? Will
we have many agents from the Internal Revenue Service going around counting
how many employees in different plants are working per week, let alone employees
previously unemployed or who live in a central city ghetto? Indeed, it is unclear
that the bulk of any employment redirected to these areas would primarily affect
the predominantly disadvantaged in them as opposed to higher skilled workers who
would be drawn into these areas from surrounding communities and jobs.

Therefore, my conclusion is that investment and saving, i.e., national capital
formation, must be substantially increased in the years ahead. But the first premise
of our policies ought to be to redress the disincentives that have been created by
inflation and high tax rates in as general and as neutral a manner as possible. In
brief summary, capital formation yes; targeted investment subsidies and credits no!

VI. CONCLUSION

The U.S. economy has veered off course in the last decade and a half. The
problem is ultimately tied closely to our severe inflation and current recession, but
it is a much longer term problem than that. And much of the malfunction can be
traced to man-made disincentives to produce income and wealth. Our major econom-
ic goal for the future must be to restore healthy, non-inflationary economic growth,
and this can only be accomplished in an environment with a more stable, predict-
able and slower rate of monetary expansion; a slower rate of growth in government
spending; and a concerted effort to remove disincentives that obstruct saying, invest-
ing, innovating, and working. Our major need is for a steady, coherent, coordinated,
Iong-run series of policies and a general policy framework to achieve these goals.

Without deluding ourselves about the possibilities of rapidly reducing inflation or
instantly promoting our rate of growth, we must begin to unravel the disincentives
for capital formation that high inflation, high and rising taxes, and other policies
havecreated.

Obw-i'ously the policies proposed above must form a package implemented steadily
and continuously over a long period-certainly over many years, perhaps decades.
The gains from doing so will be enormous: restoration of non-inflationary steady
economic progress, and the substantially reduced social and economic tension
among different population groups that ensues in a growing rather than a stagnant
economy.

In brief, we must make a healthy, growing economy our primary domestic con-
cern. A variety of disincentives have been built up over the last decade and a half to
stand as obstacles to our long-term economic growth. To promote our economic
growth, an increased rate of national capital formation and innovation is necessary.
In the long-run, the bulk of this must be financed from increased private saving.
The increased growth that will result will allow a variety of other important social
objectives to be met; increasing productivity will help us finance future social
security benefits without raising tax rates more than currently contemplated; this
in turn should allow more ample opportunity for leaving resources in private hands
to generate further investment and innovation. The reduction of inflation will
substantially mitigate these disincentives, and provide a much more stable environ-
ment in which people can save for a secure retirement.
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We have the economic capability of reversing the downward trend of our econo-
my. It is clear to me that the cost of not surmounting the obstacles to our own
economic growth extend beyond our economic well-being and that of our children
and grandchildren. They include the threatened loss of political, diplomatic, and
military leadership in the free world as an important example set for the mass of
mankind-living on the brink- of subsistence, tottering between relatively free soci-
eties and dictatorship-becomes extinguished. Our economic success stands as an
important symbol of the compatibility of free political institutions, free markets,
and rapid economic progress. How we respond to our economic challenge may
influence decisively the evolution of many of the world's other economic and politi-
cal systems.

Senator BRADLEY. Next, Professor Etzioni.

STATEMENT OF AMITAI ETZIONI
Professor ETZIONI. Thank you, Senator Bradley.
I'd like to join my colleagues in congratulating you and your

subcommittee and staff on holding this hearing. I, too, feel that
there has been an abundance of loose talk, and these hearings may
help us clarify the issues.

With your permission I'll deviate somewhat from my prepared
statement and submit it for the record, and I'd like to highlight a
few points.

I believe it is correct to say that we need to strengthen the
economy at home if we are to shore up our competitive status. The
issue, that I believe we are discussing this morning, is what are the
criteria which will guide our policymaking, and from what intellec-
tual disciplines and-analytical schemes are you going to derive the
criteria for our consideration.

In my judgment the first criteria, which is all too often omitted
from this discussion, is national security. It's elementary that
people are first concerned with their security and safety, and eco-
nomic comforts and other elementary needs come second, and that
has great ramification for the issue at hand.

For instance, I can't imagine discussing energy policy without
asking questions as to what degree are we still subject to boycotts
by other countries, to what degree are we subject to cartel pres-
sures which could wipe out, by our reduction in output and in-
crease in prices, all the consideration and development efforts
being made in the preceding year.

When we come to discuss railroads and coal mines, the question
of national security is very important. To look at it still another
way, if you look at the reports on what it would take for us to
deliver a division of American soldiers to Asia and what we are
lacking in elementary industrial equipment, the list, the published
list, I'd like to say-I don't deal in classified reports-is stunning.

I know that on other occasions you pointed to the fact that we
don't have a clear national instrument in which the question of
national security and the question of economic policy can be effec-
tively brought together; and that is very much evident in a good
part of this discussion, and maybe one of the most productive
things to come out of this discussion is an institutionalized, system-
atic, opportunity to integrate other considerations with what I
would like to call the national security, hyphen, industrial policy.

It's the hyphen we're missing. We have some discussion of indus-
trial policy, a lot of discussion of national security, but we don't
have good opportunities to link them. Indeed, we are often worried
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more about votes in the United Nations, or if a country will or will
not send a delegation to the Olympics, than what it's going to do to
our hundred billion dollar a year wealth drain.

And the reason basically is that the foreign decisions are made
in a context in which you get points if you can swing somebody's
U.N. vote, but you don't get a point if you can stop them squeezing
us in the oil price market.

Then we come to the economic criteria, and there are different
schools of thought. We have some people who have a special ear for"sunsets" and "sunrises", and they know which industries are God
blessed and which are cursed. Industries to them come born with
labels, and they say these are the sunrise industries, they're the
good guys, and then there are the sunset guys, the bad guys. Either
God or somebody else attaches these labels to the industries, and
then we know which one to kill and which one to water appropri-
ately.

I am not as optimistic about that inner ear or analytical capacity
in Government or any other place to predict what 10 years from
now, let's say, or how many shoes we need American-made, wheth-
er Japanese, West Germans, the Malaysians, the Indonesians, and
all other people who could make shoes-I should mention the
Italians [laughter] would do, and that by calculating all projections
of shoe productions in all countries, and taking into account com-
petitive industries because obviously if you deal here with what's
called comparative advantage, it's not enough to know how many
shoes everybody is going to make, but you have to know what other
shifts are going to be made in other industries.

So, in short, I would disagree with those who feel that it might
just strain our analytical capacity a bit to -have to engage with
such detailed analysis of most industries.

That raises the question then of what other criteria should guide
our decisionmaking, one of which is definitely very much a part of
what we need-we heard, I think, two very excellent presentations
today-is to base our judgment on sound economic theory, in the
way it's largely practiced in the United States, which deals with
savings rates, and unemployment rates, interest rates, and the
hardcore of economic theory.

Then there is the softcore, and I'd like to speak to that part for a
moment. It is a branch of economics which is not very popular in
the United States. It is slightly stigmatized, though increasingly
tolerated as the mainstream has run into one or two difficulties
which have been too often pointed to for me to be as unkind to
repeat them here.

The other branch of economics is something referred to as devel-
opmental economics, historical economics; it is less mathematical
and less analytic, and more descriptive and more concrete. And
what it does, it looks at histories of countries, to ask how did we do
it, what did go into the first industrialization of America or the
development of other- countries, and then derive from that a list of
elements. We may then revisit these elements to see in what shape
they are. I'd like to take a minute to run through what such a
developmental concept would point to as the seven elements of
industrialization, and then maybe a brief comment on each as to
what status they seem to be, and in what way they may be shored
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up, without going to target industry, by industry or having to make
decisions about industrial diamonds and ballbearings or whatever
specific industries we need to build.

I think there may be relatively wide agreement that the follow-
ing elements belong in the infrastructure and capital goods sectors,
the two foundations of a strong economy. First, the transportation
of goods, obviously, if you don t have an effective system to move
goods around, raw materials, you in effect fragment the market,
and you lose the benefits of economies of scale.

Now, again, which is the best way of moving goods is a secondary
question which deserves some discussion. And I would agree with
those who say that if you cannot find one way of doing it which is
clearly superior to the others, public policy should not intervene to
favor railroads over slurry or slurry over railroads, if there is no
very strong evidence that railroads are better, or railroads against
trucking and so on.

And so the main thing we do need in view of the deterioration of
the railroads is to strengthen the capacity to transport goods, and
it will require a subsidiary analysis of which one of the alternative
avenues if any have a clear advantage. If none has, they all should
be given whatever support public policy can accord.

The second element provides a nice contrast, because unlike the
transportation system which has been deteriorating-not just the
railroads, the highways are beginning to deteriorate, too-is the
communications system, which in American history was the intro-
duction of telegraphs and telephones replacing the Pony Express.
Today the communications industry is still in relatively good
shape.

Some people may say well, we should put all our resources in
strengthening the strongest on the assumption that there are our
comparative advantages, and that unless we support the computer
and communications industries, they are going to weaken, too.

My approach suggests that the communications industry is doing
very well, don't fix if it ain't broke. If we do not intervene too
much, it may continue to do well, and that we should focus our
resources on those necessary elements of industrialization which
have weakened.

The third factor is energy. So much has been said, written,
analyzed and reported, it's extremely difficult to add anything to
the discussion other than I would point to the following.

Sheer conservation, in the sense of reduced activity in order to
use less energy, is not compatible with re-industrialization. In-
creased energy efficiency is. Thus, there is a difference between
replacing our jets, which are very fuel wasteful, with new jet
engines which are more fuel efficient, or replacing the cars which
are fuel wasteful with cars that are more fuel efficient than to say
we should walk, ride bicycles and use horses.

Now, there's a great charm and attraction in these activites
which are not labor, capital, or energy intensive. And I personally
would fight for the rights of all Americans who wish to walk, and
ride horses, and ride bicycles to be given all the opportunity they
could.

But in terms of an industrial system, using these less productive,
less efficient modes of transportation obviously will not do. So
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there is here a fork in the road between what might be called
conservation school number one, which simply means do less, and
in that way you will conserve; and then there is the second school
of conservation which says we need to encourage industry to make
it more fuel efficient.

By the way, I would agree with those who say the market is
doing a surprisingly good job here. The increase in fuel prices has
motivated industry enormously to look for fuel efficient ways them-
selves. So maybe our main effort has to lie in developing our
alternative resources.

The innovative capacity-there is somebody at NSF who keeps
two files, a rosy file and a dark file, and you can ask for the rosy
file, and you would get a list of indicators as to how well we are
doing in research and development, and how much more innova-
tions we have and so on; and then if you ask for the dark file, you
can get statistics on slippage and falling in our commitment to
R.&D.

I think on balance a case can be made that our research and
development capacity, in effect the main source of innovation, has
been slackening. First of all, in terms of proportional GNP, it has
fallen from 3 percent in 1964 to 2.4 in 1979. I don't think that fully
captures what's happening.

What's happening is that an increasing proportion of our R. & D.
resources goes to "defensive" R. & D., to check, for instance, 30,000
chemicals for their toxic and carcinogenic effects. I don't believe
anybody could object to people checking chemicals for toxic or
carcinogenic effects. I think there's a great human and ultimatlely
economic need to do so.

The effect nevertheless is that if you take 10,000 technicians,
engineers, and to some degree scientists and assign them to that
duty, as in my judgment they should, that leaves you 10,000 fewer
working on new products in the other sense of the term, of adding
new elements to our productive capacity.

So I think the answer there in effect is we need not only to
return to 3 percent of GNP, we need to increase commitments to
R. & D. in order to allow sufficient resources for defensive R.-& D.
and for innovative R. & D., especially in the energy-related areas.-
areas.

Moving on down the same list, the three remaining elements are
human capital, the supportive legal and financial institutions, and
capital formation. And so much has been said about this, including
points made this morning, that I'd like to move along to the next
issue.

The next issue as reflected in the questions that were prepared
by the subcommittee, raise the question "how to." Assuming that
one agrees to follow one, or I would recommend strongly a combi-
nation of these considerations, taking into account national secu-
rity needs, taking into account the lessons econometrics teaches us
as to saving rates and investment rates and these issues, and
taking into account this more historical development list, what is
the way to get public policy support of whatever needs supporting.

It's convenient to divide the existing schools of thought into
basically three approaches-the fully targeted approach, the semi-
targeted approach, and the nontargeted.
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To start on the left, the fully targeted approach assume, at least
implicitly, a high planning posture. It does assume that there will
be some kind of trade department with 300 desks, one for each-
main industry, which will at least analytically survey the need of
every and all industries, assess them in comparison to other indus-
tries in the United States and in other countries, and derive from
that highly targeted signals as to who should be promoted and who
should not, on an industry-by-industry basis, leading first of all to
extremely high analytical demands.

I would strongly urge if you go in that direction that somebody
do a study of past performance. We have a tendency to let people
like myself get away with giving advice and then not checking
them. I wish there would be a rating system the way we have for
bonds, AAA, AA, and A, in which a place where people come and
say they can do that, they can predict the future of specific indus-
tries in the long run, that we would retrieve their previous predic-
tions on a computer. I think it would moderate us all a bit and will
lead us to a least be cautious before we go too far in the direction
of a national trade ministry with planning committees for 300
industries.

At the other end of continuum is the completely nontargeted
approach, there is the notion of what might be called supply side
number one, which basically- suggests that if you return the re-
sources to the private sector, they will float on their own goodwill
to where they are supposed to end up and shore up America's
productive capacity.

What troubles me about that approach, the completely nontar-
geted, is that first of all it may well lead in the short run to a
sharp increase in inflation and consumption, including consump-
tion of imported gasoline. So on that ground alone I would be
worried.

More deeply and analytically, I would say that if it is true, as
has been argued in favor of returning all those resources to the
private sector, that the Government largely distorted and per-
verted the private economy through heavy regulation and through
years of deflecting resources, it would be kind of surprising that by
just changing the level of taxation, we could restore all that's
wrong in the economy.

I believe we need some semitargeting, the kind of middle-of-the-
road approach here, supply side number two, if you wish to call it,
which will try to guide the resources released by reducing taxes
and Government expenditures to the right sectors, though not to
specific industries. We should guide them to go to the infrastruc-
ture and to capital formation. And I very much agree with the
challenge Professor Thurow put before us this morning that you're
not serious if you're not saying from where you want to take it
away.

And I would rather like to talk about it after the election than
before, but if we have to, the analysis points clearly to the fact that
we set up a system over the last 20 years which very heavily
promotes residential homes. And the question which must be
asked in this moment of pain is can we afford to continue to have
tax laws and interest rates and a large variety of institutions
which in effect tell Americans that if they invest in real estate,
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which in the case of residential home, is a consumer product, that
they'd do more for the country than if the had invested in pro-
ducer goods.

Now, I realize that every American dreams to have their own
home, and ways will have to be found to respond to that dream,
but for the next 10 years I'm not confident that we can find
resources first for defense, then for some minimal decent standard
of social services, then for the kind of reindustrialization we talk
about, and for continued increase in consumer products.

Just to give one example, the tax laws allow a person who sells a
home and buys a new one within 13 months not to pay any tax on
the capital gains achieved on the first home. There is no parallel
law if you invest your money in a capital good.

I could give many, many more such examples. There is now a
new $100,000 exemption (one in a lifetime) on homes that doesn't
exist in any other investment area. All this if you put it all
together-and there are many more details-if you just came fresh
from a faraway planet you would assume that somebody designed a
system to deliberately tilt it in favor of' investing in co.,sumer
goods and not in productive capacity.

And that's exactly what did happen. We came from an era in
which we thought we were affluent beyond belief. In the fifties the
main concern of some of our leading intellectuals was that we will
not find enough outlets for our productive capacity. Then Galbraith
wrote "The Affluent Society," and David Riessman, "Affluence For
What?" The concern was not how to increase productive capacity,
the danger was believed to be in it being idle.

Just to recapture that period, it was suggested in those days that
we should bombard Communist China with nylon stockings and
dishwashers for two reasons: One is to corrupt this fanatic society
and make it as soft-bellied as we are, and a second, to find the
assembly lines something to do.

Well, our laws, which tend to be somewhat behind times, reflect
still that tilt. What I think we're all talking about s the need to
correct them so they will, at least for a decade, favor productive
capacity.

The specific list, would have to include, in my judgment, very
much the antitrust laws, which reference already has been made
to. I would also favor changing the Foreign Corrupt Practices Act.

I would like to see us saying to Americans who work overseas
that they should abide by the law of the land in which they're
working rather than by American laws. We've long given up the
idea that we're going to be the world's policemen. I think we
should apply it to this area. So the Italian, and French, and Ger-
mans, and Japanese, and American businessmen who are compet-
ing in Thailand, should all compete under the same law, the Thai
law, and not the respective laws of their land.

This is not an ethical copout. The Thai law does not condone
corruption; it prohibits corruption. Now, if the Thai authorities are
somewhat less diligent than American morals would like them to
be in enforcing these laws, that truly is not our business.

Similarly, I do agree that the antitrust laws should not affect
collaboration on technology. For instance, the three car manufac-
turers are not allowed to share information about pollution control
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devices, and therefore face unnecessarily higher cost of developing
these.

The justification given by the Department of Justice for that
position is that if you allow them to get together on pollution
controlling technology, they would lock in on a bad technology.

Senator BRADLEY. On a what technology?
Professor ETzIONI. If we lock in on a bad technology--
Senator BRADLEY. Bad.
Professor ETZIONI. The idea is that if you have no competition

among researchers, GM, Ford, and American Motors are going to
get together on some inefficient technology, that's from the days
before the West Germans, Japanese-they're going to remind us
very quickly what the more efficient technology is.

The one review which I cannot find-I checked with the Treas-
ury, the Federal Reserve Board, and with several congressional
committees-is a kind of review of the state of use of credit. We
tend to take the position, Secretary Miller, Mr. Walker, that con-
trolling credit in any shape or form is an anathema, intervenes in
the private sector, the private sector should take care of that, and
in the 6 weeks in which the White House put up a limited version
of credit controls, everybody felt terribly guilty about this new
invasion-well, I shouldn't say everybody, but those people I spoke
to-about this new invasion of the private sector, and as soon as it
was possible they dismantled these credit controls.

But the truth is that the Government intervenes in the credit
markets every day of the week and during weekends. It's done in
the way we do it, the American way. Rather than have an over-
arching plan for it, we spot intervene, spot interventions which are
decided independently of all the others.

So we give students interest-free loans for the years they study
as if our number one national priority is to have more students
and we do not provide similar terms to people who want to get into
venture capital which I think is a much more urgent need.

We give tax exempt bonds to municipals, to certain schools and
other favorite industries. We do not give them to others.

Actually that is precisely my point. There is no, as far as I can
establish, systematic review of what the Government intervention
in the credit system is. I think once somebody would generate such
an overview the absurdities which have been generated by an
accumulation of spot interventions would stand out, I still don't
believe that should lead us to a national planning of credit, but I
think it would lead us to remove some of the anachronistic and
some of the undesirable interventions, in part to return it to a
freer market, in part to tilt it away from consumer products to
productive capacity.

Last, on the R. & D. business I'd like to make one point which I
think is somewhat different from what is at the moment the con-
ventional wisdom. The conventional wisdom is just to increase
R. & D., and again, it's somewhat like arguing against virtue to say
that that's not the way to go. I believe it's not enough to simply
turn more resources in that direction. I believe we're particularly
short at the applied end of our research. There is a very vicious
prestige factor built into it which makes basic research prestigious,
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and desirable, and welcome, and applied research somewhere be-
tween dirty and stigmatized.

A survey of scientists found that only 1 percent of 2,051 scientists
doing basic research expressed a desire to engage in applied re-
search, 55 percent of 379 applied scientists wished to work in basic
research. That leads to a concept on the campus known as "Robin
Hooding," in which if you get money for applied projects, do all you
can to turn it into a basic project anyhow.

The mechanisms of supervision are such that in effect by and
large a very large part of our so-called applied work in effect ends
up being basic. Somebody put it very well like this: "We've been
asked to report to Congress how much applied work we're doing in
our agency. The agency spends roughly $3 billion on research. And
we said well, if we report 50 percent applied, that will upset the
scientific community; if we report 20 percent applied, Congress will
feel we do too little; if we report 30 percent, it s too pat- a figure;
thus, we report 29 percent. And so we've been reporting 29 per-
cent"-I'm quoting-"for the last years."

The significance of that while it is true that basic research is
ultimately the foundation of knowledge, but the yield for innova-
tion, for industrial capacity, for energy drive in the short run has
to be found at the applied end, and I would favor your considera-
tion in increasing the applied part, if at all possible.

Ultimately we need a place in which all these considerations, the
international part of it and the domestic part of it, can be put
together. And just to return to a point I started with, I would
welcome an institutionalized opportunity for examining these
considerations.

Thank you.
[The prepared statement of Mr. Etzioni follows:]

STATEMENT OF AMITAI ETZIONI

We must go beyond fiddling with the dials, to try to reduce unemployment by x
points, decrease inflation by y points; we must engage in a broad-based effort to
shore up America's productive capacity. It is this capacity which provides the
resources for all that we do-for defense and social services, for a high standard of
living and those government expenditures which are necessary. And it is this
capacity which has been weakened by decades of over-consumption in the public and
private sectors and underinvestment in maintaining and updating our productive
capacity. ..

The new approach to shoring up America's productive capacity will have to
encompass seven elements which shaped the nation's economic strength in the first
place. The seven elements of re-industrialization include transportation of resources
and goods; communication of information and signals; abundant energy; vigorous
innovative capacity; effective mobilization and preparation of labor, or human capi-
tal; supportive legal/financial institutions; and a high level of capital information.

1. TRANSPORTATION OF GOODS

A developed economy requires large-scale, expeditious movement of raw materials
to processors and of products to markets. Material and products in transit add only
to costs, not to -production.

A look at the state of the American transportation system shows that airlines, the
sector in relatively the best shape, carry less than one percent of the load. The
means of transportation on which we rely most are less sound. Railroad tracks,
roadbeds, and, to a lesser extent, equipment are seriously deteriorated; even in 197&
dollars, the railroads will need to spend an estimated $62 billion between 1976 and
1985 to maintain and renew rights-of-way and equipment. What is less widely
known, is that the nation's highways as well, built with federal funds with insuffi-
cient provisions for maintenance, are deteriorating. As of 1975, 42 percent of all
paved highways and 27 percent of interstate highways were rated either "fair" or
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"poor". The Department of Transportation estimates that it would take an average
of $21.8 billion a year, again in 1975 dollars, -each year until 1990, simply to
maintain highways in their 1975 condition. Actual expenditures are far below these
levels.

2. COMMUNICATION SYSTEMS

As transportation moves goods, communication moves symbols-symbols which
carry information, control actions, and express sentiments and values. Accessible
information is important to productive decisionmaking; instructions and other con-
trol signals are vital for large-scale administration; expressions of values broaden
parochial loyalties to an encompassing sense of national identity. Thus, rapid and
reliable communication is essential to a national economy and national policymak-
i1 historically, the introduction of the telegraph and telephone served the first

industrialization of America. After World War If, computers, communication satel-
lites, and national TV networks were added. Communication is by far the strongest
of the seven elements of industrialization and the least in need of revitalization.

3. POWER

Obviously, a high production society requires enormous amounts of energy from
power sources which are routinely available and easily stockpiled. American indus-
try was built on cheap energy, but now cheap energy has vanished.

Much has been written and said as to what is to be done. Let me simply highlight
here the main relevant points.

(1) Secure flow of oil takes precedence over costs.
(2) Less rapidly rising costs are vital to re-industrialization.
(3) Conservation simply through lower economic activity is not as helpful as

conservation through increased energy-efficiency, combined with development of
new oil and of alternative energy sources.

(4) A major drive for energy development can be best financed by an import tax
on oil.

(5) Such a drive should be tied to job development and trade-adjustment assist-
ance.

4. R. & D.

Efficient, expanding production of both capital goods and consumer goods and
services requires continual innovation and adaptation of tools, techniques, and

-technologies. Research and development, including inventions, engineering ad-
vances, and technological education, undergirds the directly productive segments of
an industrial economy and also renews other elements of the infrastructure.

Research and development shows fewer signs of deterioration than some ele-
ments. For three years in a row, real growth in research and development expedi-
tures by industry have been increasing, in constant dollars. But as a percentage of
Gross National Product, total research and development expenditures fell from 3
percent in 1964 to 2.3 percent in 1979. Second, while many of the nation's industrial,
energy, and security needs are highly applied, American R & D is more "basic", less
applied than that of several of the nation's main competitors. A return to a higher
federal R & D budget and a higher applied yield is urgently needed.

5. HUMAN CAPITAL

Industrialization requires a labor force motivated, educated, and trained to staff
the evolving factories, offices, laboratories, and financial institutions. Vocational
education must be examined to see if it can be made more job-relevant and tied to
the industrial agenda of the 1980s. The higher education drain of resources and the
anti-industrial tilt should be reviewed, while we also evolve steps to promote produc-
tivity.

6. LEGAL/FINANCIAL INSTITUTIONS

A modern industrial economy demands a legal and financial structure commensu-
rate with its size and complexity. A nationwide, easily mobilized flow of sufficient
capital for large projects, which industrial growth requires, depends in its initial
phases on such supportive legal and financial institutions as standardization of the
currency, a national banking system, and the concept of limited liability. As the
economy develops, these institutions must be elaborated and adopted to meet its
needs.

The American economy operates within a legal and financial framework which
has not been modified-as rapidly as conditions have changed, and which reflects a
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tendency to impose American values elsewhere. Thus, aside from changes in anti-
trust laws and venture capital laws, discussed below, it seems to make sense to
change the laws concerning the conduct of American business representatives over-
seas, to state that they would be expected to abide by the law of the land they work
in, not the USA. This would return them to equal footing with their overseas
competitors, without evading ethical responsibility. Most countries prohibit corru
tion, and if some are less diligent in enforcing their laws than others, that-should
not be the business of the United States.

7. CAPITAL GOODS

While early industrial development was in part piggybacked on the produce of
field and forest, the machine and its products were preeminent in industrialization
proper. The creation of an infrastructure suitable for modern economic development
culminates in the accumulation of capital goods.

While U.S. spending on new plants and equipment has continued to rise in recent
years, in real terms it has been falling. We must increase plow-back investment,
which recently has been less than 10 percent, to 12 percent of the GNP, in order to
provide the capital to replace obsolete equipment (especially in steel, rubber, and
textiles), and to come closer to the nation's main competitors (West Germany now
reinvests about 15 percenrt,-Japan, about 21 percent).

In addition, America's lower rate of personal savings, less than half that in most
Western European countries and only about, one third that of Japan, has been said
to hinder its economic performance. West Germany's success story is often cited-as
the Wall Street Journal reported, since the 1960's the funds made available by
savings have helped push productivity ahead faster in Germany than in any other
Western nation, and have allowed banks to make ample loans to
German companies.

NONTARGETED, SEMITARGETED, AND FULLY TARGETED APPROACHES

How to tilt our collective efforts to rebuilding our industrial base depends on one's
conception to the proper relations between the economy and the polity.

I. Nontargeted
In the view of radical conservatives, the less the polity is introduced into the

economic realm, and the smaller its take, scope, and mission, the more productive
America will be. In economic policy, this suggests large tax cuts as the cornerstone,
returning to the private sector resources previously used by the-public sector and
unleashing incentives for entrepreneurship, saving, and risk taking, all held in
check under high tax levels. This view is also known as Supply Side I, or "turning
on the spigots'; its most outspoken advj rates are Jack Kemp, William Roth and
Arthur Laffer. Its attribute most relevant to the issue discussed here is that the
transfer of resources from the polity to the private sector is nontargeted; where the
resources go and how they are used is left altogether to the operation of the market.

II. Semitargeted
Many conservative economists, including Herbert Stein, Alan Greenspan, and

George Schultz, argue instead that while Americans do need less government con-
trol, intervention, expenditure, and taxation, there is a need, at least during the
restoration era, to guide or semitarget the resources, in order to counter inclinations
toward over-consumption and under-investment, to make up for the lag in adapta-
tion, and to serve national security needs.

III. Targeted
Still another view, the thesis of industrial policy, calls for a government master-

plan which would target resources fully and specifically. Key to industrial policy is
a one-by-one review of industries, either by government agencies or a government-
industry-labor committee, to decide which will be promoted, which phased out.
While there is room for some such effort, as an overall approach, it is technically
impossible and politically incompatible with American institutions and traditions.

industrialization stands between non-targeted assistance and fully-targeted in-
dustrial policy as semitargeted. Its concern is with setting priorities, providing
incentives, and building consensus. Re-industrialization focuses on elements which
serve the needs of all industries, not just certain ones. Re-industrialization would
increase the amount of capital available, for example, to all parts of the American
economy, not just to steel or rubber. It would improve the transportation system for
all parts of the economy, not just for coal or grain. Under a policy of re-industrial-
ization, the polity sets the context, which is productive capacity; within that context,
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the market targets. Given an improved context, the market will allocate capital
where it will be most efficiently used.

SPECIFIC STEPS

Specific steps must be taken to implement the strategy of re-industrialization.
1. Antitrust laws

Existing antitrust lawi- reflect an earlier era and must be subjected to basic
review. Rather than modification, they require basic reformulation.

The main changes to be considered:
(i) Apply U.S. laws only within the U.S., and change them so they will not

prohibit collaboration whose purpose is to increase exports or reduce the costs of
environmental, worker and consumer protection.

(ii) Allow collaborative R & D in developing pollution control devices, for instance,
to reduce the costs of quality-of-life programs.

(iii) Prohibit concentration when it produces a restraint of development, but do
not assume concentration is against the public interest on the face of it. In the
future economy, large concentrations of capital may be required in many areas,
from synthetic fuels to fusion research.

(iv) Remove limit-to-3-percent-share-of-market criteria, for the same reasons.
2. Credit editing

Market decisions are distorted, not merely by government intervention via the
tax and regulatory systems, but also by relative terms of credit which often are not
favorable to new initiatives and capital formation.

(i) Since no systematic overview seems to exist, the first step here is to provide an
analysis of the effects of government interventions in the credit marketplace and of
market imperfections.

(ii) We should consider removing extraneous factors which tilt credit away from
productive capacity.

(iii) Provision of credit for new ventures must be encouraged.
3. Tax incentives to investment

A drive to increase the incentive to invest rather than consume is a necessary
part of re-industrialization. Various schemes have recently been suggested to in-
crease citizens' incentives to save and to invest. This is not the occasion to review
their relative strengths and weaknesses. None of them alone is likely to solve the
problem of under-investment; a combination of several might be needed. A change
in the laws limiting the right to invest in new corporations ("venture capital")
might well be combined with laws encouraging re-investment of dividends and
interest. One new way to achieve this should be spelled out briefly. I suggest that
dividends and interest reinvested within thirty days in stocks or bonds be tax-l not
as current income, but at capital gains rates when the stocks or bonds were sold,
provided they have been held for at least one year. This would go at least some way
to put investment in business on a footing similar to investment in residential
houses, now favored by the tax laws. For instance, if one sells his principal resi-
dence and buys a new one within 13 months, no capital gains tax is imposed.
4. More applied R. & D.

Many steps have been suggested to increase the share of GNP to research and
development, and to enhance university-industry ties. Although no particular level
of R & D expenditures is sacrosanct, it would indeed be desirable to return R & D
expenditures to 3 percent of GNP. It would not be sufficient, however.
Because R. & D. is the main source of new products, which in turn keep the
economy vigorous, primary emphasis should be on devising ways to increase-the
applied yield of our research and development enterprise.

HOW TO STOP THE OPEC WEALTH DRAIN

A major hindrance in undertaking a drive for re-industrialization without neglect-
ing our defense needs nor wantonly disregarding our social needs, is the high price
of oil. In 1980 Americans will pay $100 billion for imported oil. As Felix Rohatyn
has pointed out, the total value of the American corporations listed on the New
York Stock Exchange is about $900 billion; thus, in five years the nation's oil bill
will amount to more than half the value of the major American corporations.

Obviously a way must be found to reduce this wealth drain. Increased conserva-
tion and development of other energy sources are not the whole answer; oil export-
ers can more than offset gains made in this way by price increases and production
cutbacks. There is an urgent need to create an analytic facility to review, from a
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combined perspective of American economic needs and international relations, the
answer to this drain on our wealth.

AMITAI ETZIONI

Dr. Amitai Etzioni is University Professor at George Washington University and
Director of the Center for Policy Research. He is also the father of the re-industrial-
ization thesis;

He is the author of twelve books, including "A Comparative Analysis of Complex
Organizations", "Modern Organizations", "Political Unification", "The Active Soci-
ety', "Genetic Fix" and, most recently, "Social Problems" (Prentice-Hall, 1976).

Dr. Etzioni's achievements in the social sciences have been acknowledged by
several fellowships, including The Social Science Research Council (1960-61), The
Center for Advanced Study in the Behavioral Sciences (1965-66), and Guggenheim
(1968-69). He was a guest scholar at The Brookings Institution in 1978-79. He
served as Senior Adviser in the White House, 1979-1980.

His achievements in natural science have also been recognized. His book, "Genet-
ic Fix" (a Harper & Row paperback) was nominated for the 1973 National Book
Award in the area of science. He served for two years as a member of the editorial
board of Science.

Outside of academia, Dr. Etzioni's voice is frequently heard in the popular press,
from the New York Times to the Washington Post, from Psychology Today to
network television.

He has consulted widel for government agencies, including the Department of
Health, Education, and WVelfare; the Departments of Labor, Commerce, and the
Treasury; The National Science Foundation; The President's Commission on the
Causes and Prevention of Violence; and the White House, during several adminis-
trations.

He founded the Center for Policy Research, a not-for-profit corporation dedicated
to public policy, in 1968, and has been its director since its inception.

In 1976, the American Revolution Bicentennial Administration accorded Dr. Et-
zioni a certificate of appreciation for his outstanding contribution to our nation's
bicentennial commemoration.

Dr. Etzioni is married and has five sons.

Senator BRADLEY. Thank you very much, Mr. Etzioni.
I think that all of you provided a perspective on the issue and

what I'd like to get at is your view as to whether you think invest-
ment as a percent of GNP has to increase, or whether it can
remain at its present level of about 10 percent of GNP or whether
you think investment has to be reallocated. And if it has to be
reallocated, what mechanism is best to do that?

Mr. THUROW. I'll start off. I think it has to be increased for a
very simple reason. It's not that investment has gone down; it's
that our population and labor force are growing very rapidly at the
moment. People differ a little bit on exactly how fast the capital
stock has been growing in the 1970's, but all estimates show the
capital-labor ratio falling at the end of the decade. And it's not that
investment went down in 1978 and 1979; it's that our labor force is
growing very rapidly.

Japan invests 20 percent of its GNP in plant equipment with a
labor force that is not growing; Germany invests 15 percent of its
GNP in plant equipment with a labor force that's falling; America
invests just 10 percent with a labor force that's growing very
rapidly.

That just isn'tviable if you believe we're all equally smart. The
only way that's viable is if you think Americans are 2 1z- times
smarter than the Japanese and 75 percent smarter than the Ger-
mans. I think we just need a much higher rate of capital formation
in absolute terms.-

I think of propping up losers is a loser. And we don't have the
excuse that the British did. When they adopted that policy, nobody
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else had it, and you could not demonstrate that it was a disaster.
But the British have now demonstrated to the world that propping
up losers is the ultimate economic disaster, and that is what the
President proposed in his revitalization program. We don't have to
have a government agency to kill losers. The market will kill losers
for us. And if we were in the world by ourselves, I would say let
the market pick winners. But I'm afraid the Japanese will kill our
winners. The market will kill the losers, and the Japanese will kill
the winners, and we're left with not much in between.

Take my semiconductor example seriously. Most people would
say, whether they're right or w-rong, that computer chip semi-
conductors is a growth industry; it's a sunrise industry. But we face
a national Japanese strategy to drive us out of that business.

They've done it in steel, they've done it in TV set manufacturing.
What makes us think they won't do it here? I had lunch not too
long ago with somebody from the Japanese embassy who with a
smile said, "You know, we just practice the kind of economics you
teach in Ec 1, because in Ec 1 you teach people to have a good idea,
then go out and borrow massive amounts of capital, build the
factories, and do it. Well, that's what we do."

But if you have a corporate structure which operates on retained
earnings and won't in fact either borrow or lend enormous
amounts of money to small firms, then you have a structure that
can't compete.

I would like to be able to sit here and say well, the country
doesn't have to have a policy of picking winners because it's going
to be messy, it may get politicized, but I just think that's not
viable.

Senator BRADLEY. Following up on what Dr. Etzioni said about
national security, some of our so-called losers at the moment, one
could argue, are important for our national security. It's important
that we have a steel capacity. It's important we produce a certain
number of automobiles in the long term. Do you agree that certain
industries must be preserved for reasons of national security, or
should comparative advantage rule to the extreme, which means
not only that we become dependent on foreign sources for raw
materials abroad, but we become dependent on foreign sources for
certain basic products.

Mr. THUROW. We're all interdependent. We're the world's great-
provider of food. The rest of the world is-Europe, Japan-depend-
ent on us for that necessity. Does that mean they should go off and
try to have independence in food? It's a necessity clearly. You can't
run long military wars without food. Well, I think the answer is
no. But then the answer also has to be no if we're talking about
steel.

And we're not talking about eliminating the steel industry.
There are lots of places where the American steel industry is
viable-high technology specialized steels. The real question is
should we be making millions of tons of pig iron. Perhaps we
should be importing some of that raw pig iron and then making it
into specialized steel.

Senator BRADLEY. Would you speculate on a percent of GNP you
think our investments should aim toward?
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We don't want to be in a world where we have a per capita GNP
twice the next wealthiest country. Jt's nice to have wealthy neigh-
bors. It makes the whole world more pleasant. On the other hand,
we don't want to have half the per capita GNP they have. --

The amount we have to invest I think depends on how much
they do. And I would think that if you really look at our growing
labor force and the Germans and Japanese between 20 and 15, we
need to be in that ballpark.

Senator BRADLEY. Yes.
Mr. BOSKIN. I'd like to second that. I've actually done some

analytical work trying to look at not just the issues that Professor
Thurow mentioned, but trying to get at people's rate of time prefer-
ence and the tradeoff between the future consumption that in-
creased investment would allow and the cost of foregoing current
consumption. And I think at a minimum we have to raise our
investment rate by 5 percentage points over a sustained length of
time.

I think that that would result in a substantial acceleration -and
have a side effect of raising our rate of innovation. I think it would
also because such a large fraction of gross investment is replace-
ment, would mean that our rate of real net investment would be
increased substantially more as a percentage than the half again
increase in the gross investment rate.

I also think that we have to be very, very chary of policies
designed to deliberately realine or reallocate investment. Professor
Thurow has pointed out sort of the risk in trying to bail out or
reinvigorate is the current popular phrase I suppose, industries
which he describes as sunset industries. That terminology is one
that I don't necessarily agree with.

Senator BRADLEY. You what?
Mr. BOSKIN. I don't necessarily agree with that terminology,

because I think it's applied with too broad a brush to an entire
industry. I think he was very careful, for example, to point out that
steel is really composed of many different smaller industries that
are closely related.

The point I would like to make is we have many examples
besides the United Kingdom of the so-called industrial policy being
an abysmal failure. In Italy, the IRI. The Soviet Union, it is not
widely recognized, has an enormous system of differentiated invest-
ment subsidies or something that is close to a system of differenti-
ated investment tax credits or profit taxes. They don't call them
taxes because there aren't things like taxes in the Soviet Union;
they're called contributions by people's enterprises. But the rates
are set to vary enormously across industries to try and meet plan-
ning targets and quotas, and that has historically been a problem
with the Soviet Union.

Argentina, last year the Argentinian national railroad, which
has been a constant sponge soaking up government revenues, had
gross revenues which were only one-third of its operating expendi-
tures; that is, it ran a deficit twice its gross revenues.

I think there are an enormous number of examples of these
situations. I also think it's important to point out that once you get
into such a situation still more than we have started to get into-
look at the United Kingdom-it is very, very difficult to get out of
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it, and not always with bad reason. There are enormous short-term
costs to trying to get out of the industrial policy the British adopt-
ed, and they're unfortunately going through that right now with
the policies of the Thatcher administration.

One of the questions you raised, Senator, on your list of ques-
tions you forwarded to us was, is there an example of supply side
economics which has helped deal with this, and Professor Etzioni I
think correctly drew a distinction between two types of supply-side
economics-the one that offers the hope, I believe a somewhat
naive one, that a mere cut, across-the-board cut in tax rates will so
invigorate the economy so quickly that many of our problems will
disappear-what he called supply-side one.

I think there is no convincing empirical evidence or example of
that happening. On the other hand, I think we have for too long
ignored the structure of incentives, the sets of returns and risks
that investors and savers and innovators face, and they basically
have been eroded.

And if we go back to what he called supply-side two, I think
there is a compelling case to try, in trying to deal with this prob-
lem, to redress the imbalance. We are not talking about getting
new incentives, getting new tax breaks, et cetera, but we redress
the imbalance, redress the disincentives that have grown up over
the last decade and more.

And that would lead us away from a tax system, a spending
system, and a monetary and fiscal policy which overemphasizes ---
spending at the expense of saving and investment. And in my view,
unless we do that we have very little chance of increasing our rate
of investment. I would also not neglect the fact that investment is
falling enormously, and it is probably time to redress that.

Senator BRADLEY. Do you both agree that increased investment
comes from increased saving and reduced consumption?

Mr. BOSKIN. Yes. Ultimately it has to come out of one of two
sources. It has to come out of either current American citizens
consuming less, either through less public goods through the Gov-
ernment or less current consumption, that is, increasing their own
saving, or we have to borrow abroad to finance it.

Now, our investment rate hasn't fallen as far as our saving rate
in the last few years because we've increased our imports of foreign
capital. One problem is that while that helps to keep our invest-
ment rate up and therefore is desirable in the short run, our
citizens are not acquiring title to those capital goods, for example,
to finance their retirement, or child's education, or the purchase of
a home later on in their life.

So I think that in the very short run we could certainly increase
our investment rate by importing more foreign capital, and indeed,
that in the very short run, policies to stimulate saving would have
their immediate impact on our international account rather than
domestic investment. Over a span of a few years it would show up
in domestic investment and must come therefrom.

History has not been kind, in my opinion, to advanced econo-
mies, economies that were mature at the date in history you're
looking at, which attempted to promote their growth and finance
their investment by importing capital. The overWhelming bulk of
the success stories of financing investment and promoting growth
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through importation of foreign capital have been the economies
that were immature or less developed at the time you're speaking
of, either less developed economies today or indeed the United
States or Canada at earlier times in their economic history.

Mr. THUROW. I think one thing you have to realize the extent to
which the rest of the world goes to reduce consumption. The
Swedes have just upped their value added tax, which is a tax on
consumption, to 24 percent; so every time you buy something in
Sweden, you pay a 24 percent tax to discourage consumption.

It's standard in Europe for most countries to have a 15 percent
value added tax, which means that they have a 15 percent tax to
persuade you not to buy things. Well, we do the opposite.

Senator BRADLEY. Do you favor a value added tax?
Mr. THUROW. I think we need something the equivalent of a

value added tax to force down consumption.
The American family saves 4 to 5 percent of their income and

the Japanese family saves 25 to 30 percent. People wave their
hands and say "culture." Well, culture may play a little bit of a
role, but there are some real incentives there.

Consumer credit is not available. If you want to buy a car, you've
got to save all the money ahead of time. That does two things. One,
it means somebody else's savings don't have to finance your car;
and two, business can use your car savings until you get enough to
buy that car. Same thing on mortgages. Instead of having a 20
percent downpayment and an 80 percent mortgage, they tend to do
the opposite. Well, it means they're actively discouraging people
from buying houses.

The ultimate absurdity is American tax law and housing. Think
of all those special provisions which are all available for your
second house, your third house, your fourth house. Maybe the
country has a little bit of national interest in getting people into
good housing on their first house, but why all the big tax breaks on
recreational homes? It just doesn't serve any national purpose that
I can think of.

Professor ETZIONI. Let me just add a footnote here. I agree very
much with most of what's been said already. We do need more
capital. I would use as a benchmark, not as an ultimate goal, 12
percent only because--

Senator BRADLEY. You'd what?
Professor ETZIONI. I would use 12 percent as kind of a first

target.
Senator BRADLEY. OK.
Professor ETZIONI. Not because I have anything against 15 or

21-12 percent gets you on the way there-but because I'm mindful
of my colleagues in economics who studied the past effects of public
policy on this percentage and concluded that often if you jumped
up and down and sideways, you know, we didn't increase the
proportion very much; so it would take a very gigantic, monumen-
tal effort to bring it from 10.5 up to 12. But this is not the main
point.

The main question I wanted to add a footnote to is where it's
going to come from. And while I very much agree it will have to
come from reduced public and private consumption, I have to point



312

again at this $100 billion a year tax imposed on us from the
outside.

It was pointed out the other day the total value of all American
corporations listed on the New York Stock Exchange is something
on the order of $900 billion.

Senator BRADLEY. What do you say to people who say yes, I
understand, we're going to pay $100 billion to OPEC next year for
our oil, but the Japanese pay a lot, and the West Germans pay a
lot. Yet it doesn't seem to have as dramatic an effect on their
economic performances, or at least it isn't used as much by their
politicians as an explanation of poor performance.

Professor ETzIONI. That's definitely true, though I would like a
law to be passed that every time one of us makes these cross-
cultural comparisons he be required to list all the other things
which also differ between the societies, because these analogs fly so
easily-the Japanese do it, let's us do it.

Well, the Japanese are different from us in many, many ways.
They bring their children up differently. They are a smaller
nation. Their population has different age compositions, different-
and I can sit here all week listing how they're different.

So to suggest that if you take one item there we like and copy it,
it will work heF_ this might be true for traffic signs and limited
technology , b&- for major social institutions-it will not work. The
issue here is therefore, do we have any choice in continuing to
transfer that amount of wealth to the oil exporting countries, or to
take the next step, being a leader of the Western World, should we
help other countries, including Japan and West Germany, to face
less of the pressure?

Now, the free market enthusiast's answer is that the high price
is good for us. It makes us conserve more and develop more, and it
spurs us, and it does what the Government cannot do. It makes the
market teach us to use less energy.

But the fact is that if we shift to an energy efficient and develop
a different energy system, it will take us 10 years, and we will need
at least $100 billion a year for the transition. And so, obviously if
in the transition years somebody will keep squeezing"us harder and
every gain we make will be more than offset by an increase in
price and production cuts, we would have to reindustrialize under
ever harsher circumstances.

Senator BRADLEY. Yes.
Professor ETZIONJ. So that's the reason I would like us to see to

what degree we could moderate the price increase of oil.
Mr. BOSKIN. Senator, I'd just like to Come back to a point Profes-

sor Thurow mentioned, and our fascination with certain successes
the Japanese have had. As Professor Thurow mentioned, the Japa-
nese give up a lot in order to export a lot, in order to promote their
growth; that is, they've had a generation of people who have had a
lower current level of consumption than they otherwise could have
had in order to pi zmote their future standard of living, either in
old age or their children.

I think it is important to point out that we're judging their
success ex post rather than ex ante. I guess if I was going to
suggest we draw any lesson from this discussion today in talking
about trying to pick winners, guess losers, that saying that the
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Japanese have been successful ex post in following certain strate-
gies that we have not followed, we should also point out that there
have been many important examples of losers ex post.

The supersonic transport comes immediately to mind. There was
a time when President Nixon declared it was important for the
United States to be first in everything. He wanted to have the
United States build a supersonic transport. And we saved ourselves
billions of~dollars and a colossal embarrassment, and unlike the
French and British we are not now shoving good money after bad
because we built so far ahead of the demand for a supersonic
transport.

So I think it is important to realize that it is a lot easier to judge
success ex post than ex ante, and the notion that we can predict
which industries will be flying high, doing very well far into the
future better than the market, is highly debatable.

Senator BRADLEY. What do you think of Professor Thurow's idea
of a corporate investment committee to begin to direct attention
to--

Mr. BoSKIN. My feeling is that most committees are enjoyable
social occasions. I think that there is generally a feeling that we
need more cooperation and less bitterness about the division of the
pie in our society, and it somehow serves that psychological need.

I don't see how that committee could do a better job-that is,
take an available amount of investment funds and yield a higher
return-than the private market would create. In fact, I would find
it very difficult to think of them doing a better job than just buying
the Dow Jones--

Senator BRADLEY. What do you say to his example of the com-
puter chip industry? Is the market going to take care of that, do
you think?

Mr. BoSKIN. I think there are examples where through specific
policies of foreign competitors some of our industries are put at a
competitive disadvantage. And I think that with respect to the
supply of Capital because of the way credit is allocated in those
countries and a variety of other instances, I think those are excep-
tions rather than the general rule. The Japanese are not coming
along a broad front and invading every industry in the United
States.

I think they are exceptions rather than the general rule, number
one, and number two, I think they are generally best dealt with at
the source, that is, through reciprocal trade agreements on that
level rather than in trying to emulate that policy across the board
in many of our industries.

I didn't mean to suggest that there are never cases for targeted
investment subsidies or for trying to work out reciprocal agree-
ments when indeed there is special government favoring in other
countries of export industries which make our domestic industries
face unfair competition.

Senator BRADLEY. I have a vote. I'm going to go vote. I'll be back.
[Recess.]
Senator BRADLEY. Let's see, where were we when I left? I think

we were--
Mr. THUROW. I would like to respond a little bit on--
Senator BRADLEY. Fine. OK.
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Mr. THUROW. When you think about picking winners, I think the
problem is not saying what industry is going to be successful 15, 20
years in the future. I agree with everybody else that's impossible.

When you talk about picking winners, what you're really saying
is what industries are successful right now and how can govern-
ment help them. If the answer is they don't need any help, then
that's the answer, and we shouldn't give them any help.

If you look at the industries that are right on the verge of being
successful at the moment like the computer industry, what kind of
aid do they need, if anything.

That's where the systematic dialog ought to be going on. It's not
what kind of industries are a gleam in somebody's eye and going to
be successful 25 years from now. I agree there, there are lots of
gleams, and nobody knows.

If you look at our current growth industries, some of those-
industries have problems that perhaps we could help alleviate. And
I think that's the place where picking winners where everybody
would have some agreement on who those current winners are.
Everbody would have some agreement on what problems do those
winning industries have to solve, in order to be successful in inter-
national competition.

Senator BRADLEY. Do both of you believe that our economy
should be export led?

Mr. THUROW. Well, everybody's economy can't be export led. The
Japanese are doing something the rest of the world can't do, or we
all can't do. This year they're going to have a 8 or 9 million car
year, ana they're going to consume 3 at home and export 6.

Well, obviously the whole world can't do that. So I don't think
we need an export led economy because we all can't have that, but
we have to have an economy that's got industries which are export
industries and are viable, and where our winning industries can at
least win our domestic market. If they get pushed out of our
domestic market, then we're in real trouble.

Senator BRADLEY. One of the things that struck me about your
testimony was that both of you advocated integration of corporate
and personal income taxes.

Now, are you both talking about the same thing? When you say
that, are you both talking about eliminating the corporate income
tax and allocating taxable assets to owners of those assets, mean-
ing the--

Mr. THUROW. Yes; I think we're talking about the same thing.
But there are a lot of businessmen that don't like that.

Senator BRADLEY. Yes, I- know. One question is, if you have that
kind of tax reform, the person who has stock, is assessed the tax
under this scheme on the retained earnings, so he has to have cash
flow somewhere to pay for that, is that correct?

Mr. THUROW. That's right. He's got stock which he can sell, and
if you want you can have the government withhold from corporate
stock just like we do on earnings. You would get a W-2 form from
your corporation saying that it earned this much on your behalf,
sent this much on your behalf to the Government, add this into
your taxes, and figure out what you owe.

If you're talking about the people who've got a lot of corporate
stock, they can also borrow against that stock, they can sell that
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stock, they get some dividends. You can have, great sympathy for
solving their cash flow problem is nice, but you just can't blockade
the world over what is basically a trivial problem.

Senator BRADLEY. Yes.
Mr. BOSKIN. I would just add to that that there are all sorts of

other improvements that integrating the corporate and personal
income taxes would make. The nominal rate structure of the per-
sonal income tax is obviously very different from that in the corpo-
rate tax, and there are some individuals and organizations who
would face very low tax rates under the personal tax who pay
much higher taxes under the corporate tax, including universities,
tax exempt organizations, the many low income workers who have
their pension funds invested in equity-financed corporate projects.
And there are also many people who do the opposite, whose mar-
ginal tax rates under the personal tax would be much higher than
under the corporate tax, and who through retained earnings, et
cetera, have a vehicle for reducing their effective tax rate.

So I think such a system would be more equitable as well as
more efficient in promoting balance.

Mr. THUROW. If you were going to do it, you couldn't make the
distinction we now make between earned and unearned income in
terms of the maximum rate. If you think the maximum rate for
earnings is 50 percent, then people who make exactly the same
amount of money in corporate income ought to pay the same rate.
Or if you think 70 is the magic top rate, then it ought to be 70 for
both. People who get $1 million, whether they earn it or it comes-
in earnings on their shares, ought to pay exactly the same tax rate.
And so part of integration would be an equalization of those two
maximum rates.

Senator BRADLEY. The equal income-equal tax rule.
Professor ETZIONI. Can I go back for a moment to the national

security issue if this tax business is--
Senator BRADLEY. Well, certainly you can, but first I'd like to

pursue the tax thing to conclusion. Integration of the corporate and
personal income tax, would that facilitate the functioning of the
financial markets? Or, what would that do to the financial
markets?

Mr. BOSKIN. Well, it would have a variety of impacts. The first
thing it would do would be to reduce the overall effective tax rate
on investment income, and I think lead to a capital expansion. In
the very short run its impact would depend upon whether the
effective tax rates of people who are holding the bulk of shares are
higher or lower than the corporate rate. I think on average they're
pretty close, so I don't think it would have a major impact on the
stock market right away or anything of that sort.

It would provide some redistribution or some increase in the
value of shares for assets or companies which are predominantly
held by lower income individuals and reverse for higher income--
individuals. But overall I think it would lead to a big increase in
the-lead to a substantial increase in the return to investment
because of a lowering of the effective tax rate, and hence stimulate
investment demand.

Senator BRADLEY. Why is it in the interest of the corporation?
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Mr. BOSKIN. Why is it in the interest of the corporation? It is in
the interest of the corporation, in my opinion, because it's in the
interest of the shareholders.

Mr. THUROW. I think that's an important point to make. It may
not be in the interest of the corporate manager, which is different
than the interest of the corporation. One of the great virtues of the
current tax system, if you're the manager or president of a big
firm, is that you've essentially got some imprisoned revenue that
you can allocate, that your shareholders are not going to demand.
A lot of corporate managers don't want to do it because it clearly
would make their life a little bit more difficult in that there would
be pressure to pay out dividends-especially if you weren't earning
the rate of return that other investment opportunities were earn-
ing.

Now they don't want that money because they would have to pay
a lot of taxes when they got it. So even though you're earning 5
percent and the rest of the world is earning 10, when they take the
taxes, it doesn't make sense to take it away from you.

I think you need to make a big distinction between what's good
for the economy, what's good for the corporation, and what's good
for the corporate president.

If you raise the aftertax rate of return by abolishing the tax from
10 to 20 percent, that's a tremendous incentive to go off and do
some investing. It would have a very positive effect on investments.
And if you believe in capital markets, it puts more of the money at
the test of the market.

Now, most of the money businesses invests never meets the
market test, because a corporation earns it, keeps it, and invests it
regardless of whether they're earning the market rate of return.

You can see that in steel where the American steel industry
invested in open hearth furnaces 8 years after the Japanese quit.
During that entire period of time they were making a rate of
return on capital investment that was less than half the national
average. The only reason they could do so is that they had a large
source of retained earnings that nobody could take away from
them. They could misinvest it and that's exactly what they did.

Senator BRADLEY. Mr. Etzioni.
Professor ETzIONI. Thank you.
To return to the national security considerations, I really would

like to discuss it a bit more, because I'm slightly troubled by the
notion that we all should just do our comparative advantage and
let the national security chips fall where they may.

The point has been made that while we grow food, would that
mean that other countries would have to grow their own food, and
I think that might be a good place to return to the discussion. And
I think the answer is definitely yes, that's exactly what they're
doing.

Britain, for instance, as a matter of deliberate policy decided not
to allow the farm sector to decline beyond a certain point, though
the British conditions for growing food are very disadvantageous,
precisely because they didn't want to, in the case of war, depend on
imported food completely. And other countries have taken a simi-
lar position. Or to put it in a more generalized manner, all coun-
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tries in worrying about their national security engage in some kind
of protectionist measures.

Now, I'm not talking about hurting competition like not allowing
the Japanese to import pickup trucks, but for instance, those
people who think we should let all our blue collar industries go
overseas. In effect, by us engaging mainly in computers, and elec-
tronic, and other futuristic, and postindustrial business, this has an
implication for national security.

Now, it's true we don't need all the steel, but we need some kind
of steel, some stronger railroads, more boxcars, more coal. And
again, it may be comparatively advantageous to dig coal in Austra-
lia-I don't know that it is-but I'm saying we and all other
nations allow to mitigate the comparative advantage considerations
by some national security considerations.

Mr. THUROW. You can probably find legitimate cases where there
are industries that we ought to support for national security
reasons.

The problem is the argument gets vastly exaggerated as to how
many of these industries there are. When I was working for the
New York Times last year, I wrote an article about protective
textile, and the head of Burlington Industries wrote a letter to the
paper basically saying, "Do you want American soldiers to be
marching to battle in uniforms-made in Taiwan?" His obvious
answer was no.

Well, is it really horrible to have uniforms made in Taiwan? I
suspect the answer is no. Maybe there are some specific types of
military things that are so important we need to bolster those
industries in the United States. But you know, the famous chil-
dren's nursery rhyme for want of a nail, if you want to do that
kind of thing, you could make everything in the United States into
a military necessity, and it just isn't true.

.Professor ETzIom. OK. Fair enough. I'm happy we came to some
kind of consensus. It seems we also agree we need less consump-
tion, more investment, and just floating resources to the private
sector won't do it.

To the other point, just one sentence on it, which I think is very
important. We should distinguish industrial policy one from indus-
trial policy two. Industrial policy one wants a desk for every indus-
try, and in effect it's just a polite term for planning. And we're
talking about something different, that there are a few industries
which may be challenged by the Japanese that may be needing
support.

I couldn't flag that difference too much. Certain toxics, if you use
them in medication, if you use very small amounts you're doing
fine; if you use too much, you kill the patient.

And so, yes, I can see supporting a few industries to keep us
competitive, but that's a long way from industrial policy the way
it's usually understood.

Senator B.Rzy. I gather from what all of you say that the
problem of time horizon is a significant one-in financial markets,
in protectionist legislation, in general reluctance on the part of all
sectors, including the political community-to fail to, look at the
long term.

68-4 0-80-21



318

What can we do to encourage focus on the long term, to get away
from the short term thinking?

Professor ETZIONI. Well, here Congress can help because there is
such a thing as public consciousness, first of all, and it is affected
by public dialog and by leadership. I don't say that's a cure-all, but

• that's one place to start.
Then we have institutionalized habits which encourage the short

trm, and they have to be changed.
Senator BRADLEY. Such as?
Professor ETZIONI. We put pressure on banks not to invest in

companies whose debt-equity ratio is unfavorable, and unfavorable
is defined one to one. The Japanese-forgive me if I do draw an
analog from that society-the ratio they tolerate is up to one to
nine.

So we could ask the comptroller of currency as part of the
deregulation to lay off a bit, not all the way, and allow the banks
to be a little more adventuresome, and in the same way not to
demand such quick return. We could have multiyear budgeting
instead of one year at a time more widely practiced. We could
make people be able to better predict the economic environment.

We don't know now what the next year's tax is going to be. If
Congress would give us a reading on what the tax and the depreci-
ation scale and all these things are going to be for 3 to 5 years, it
surely would help the business community to know what the future
is like.

Mr. THUROW. I would like to back that up. Take nuclear power
rules and regulations. What are the rules and regulations going to
be a week from now or 6 years from now. We ought to have a
grandfather clause so if you start a plant today, you get to operate
under today's rules and regulations and for the length of that plant
or at least for the length of building it. But changing rules and
regulations in the process of building big projects like nuclear
powerplants, synthetic fuel plants, petroleum refineries, just drives
everybody up the wall, and it leads them not to do it.

Senator BRADLEY. Do you think that if we move more from
equity financing to debt financing that would force managers to
look at the long term?

Mr. THUROW. I think it would have a little bit. I think part of it
is the culture of American management. I don't think government
is to blame for all of our problems. This whole business about
taking every mid-level manager, setting him up as a profit center,
and then promoting him or not promoting him just based on
whether his profits go up in a nice quarterly pattern I think is
absolutely crazy.

There are a lot of things I think we need to do in the private
economy to give that longer time horizon.

Take investors. In the United States, investors have an in-and-
out strategy. If you don't like the corporate manager and you think
he's inefficient, you don't go to work as a shareholder to get good
management that are doing the right things; instead you just sell
your--shares. You leave the same dolts running the company, but
you get out.

We've just got to start changing, and it really takes a thousand
band-aids. There are no magic solutions.
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Professor ETzoIm. A greater capital gains which would-
Senator BRADLzy. Were going to get to that.
Mr. BosKiN. I would just like to come back to the point I made

earlier, which is I think that the best way to increase people's time
horizon is to decrease uncertainty.

Professor Thurow mentioned i-gulatory uncertainty about future
rules and regulations. I think probably the two biggest sources of
uncertainty in investmentmther than the natural evolution of-busi-
ness cycles from shocks f;abroad and things of that sort, are
inflation-high and vacillating inflation rate-and fiscal policy-
trying to figure out what the effective tax rates are going to be so
you can get a notion of what you're expected return on an invest-
ment project will be.

I think reducing the inflation rate and reducing the effective tax
rates on investment income are the two things that are necessary
to increase people's time horizon and make them willing to engage
in longer term investment opportunities.

I think that gets back to things like changing structural revi-
sions in the tax laws, perhaps allowing tax-free iiover of reinvested
productive capital gains, and things of that sort, and keeping a
close to stable price level.

Senator BPwiD . Do you agree with Professor Thurow that one
of the major problems with our productivity arises from the way
we have fought inflation by creating idle capacity?

Mr. BosKm. I think that is one component. I don't think it's the
mjorcomponent, but I think it's an important one.

Senator BeADLw. And, Professor Thurow, if you believe it's a
much bigger component, which I believe you do, what ways do you
think would be more effective to fight inflation?

Mr. Tmunow. I don't know whether we're really disagreeing on
the magnitudes here or not, I don't think the way we're fighting
inflation is 50 percent of the answer. Let's say it's 15 percent of the
answer.

There isn't any way to solve the inflation problem until we first
solve the energy problem. As long-as you're getting huge energy
shocks in a highly indexed economy, you really have a choice of
having inflation or having big recessions, neither one of which
hels investment.

You have to have a long-run strategy for solving economic prob-
lems. When you get the energy independence and are not getting
these external shocks, then you can think about a whole range-of
policies, including the conventional ones we're applying at the
moment that might be able to squeeze inflation out of the system.

People do what they call feedback control. The problem is that
they're just out of sync, and it's explosive. If you ask yourself how
long the current recession will take to drive the current 10-
percent rate of inflation down to zero, well, that's a long time; but

ow long do you expect it to be' until we get the next energy shock,-
well, it's a much shorter time. And the strategy just doesn't work
when you've got those kind of time constants.

Senator BwwLmy. Yet the inflation rate in West Germany and
Japan is a lot lower than it is here, and they've had the same oil
shocks, shocks much more fundamental to their economy than to
this economy.
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Mr. THUROW. You've got to be careful. First of all, our inflation
-rate at the moment is zero, and the German's is 6 percent. Second,
the Germans don't count mortgage interest rates or the cost of
buying a house. It's not at all obvious that the German inflation
rate is lower thah-ours. The mdsured inflation rate is lower than
ours, but that's because housing does not show up in the German
index at all. And even in July as opposed to August when we had, I
guess, a 10-percent rate of inflation, 47percent of it was mortgage
interest rates, so we had a 5-percent I'kof inflation in July, which
was less than the German 6 on their basis.

It's not at all obvious we're doing worse on the inflation front,
but productivity comes into this, too. If you have an energy shock
which takes 2 percent of your GNP, and you've got 7 percent gain
in productivity like the Japanese, and let's say workers settle for 9
percent, well, since net productivity is going up 5, you end up with
a 4 percent rate of inflation.

But if American workers signed for exactly the same wage in-
crease, 9, the productivity is going down 3, OPEC takes 2, and
you've got a 13 percent rate of inflation. I don't think it's obvious
that we've done worse than the Germans and the Japanese in
handling those energy shocks; and on a first difference basis, they
upped the German rate of inflation just as much as they upped
ours. They went from 2 to 6; we went from 6 to 10.

Senator BRADLEY. When you say energy independence, do you
mean we should be able to produce all the oil or other forms of
energy we consume in this country.

Mr. THUROW. We either produce enough energy or have the
potentia-to produce enough energy that people can't simply raise
the price of oil as a political decision.

Senator BRADLEY. OK. Let me ask you, if that is the case, given
the level of interdependence in the world, wouldn't we still be
directly affected by price increases in oil to our allies? It's one
economic system.

Mr. THUROW. Oh, I-think energy independence means more than
independence for the United States. We've got to be helping our
allies get energy independence at the same time. That's where you
come down and get into trouble with the nuclear power industry. If
you do your arithmetic and ask, could the United States become
energy independent without nuclear power, let's say by 1990 or the
year 2000, you can just barely squeeze into it. If you say can the
industrialized world do without nuclear power, I think the simple
answer is no. When you're talking about energy independence, you
have to go back and rethink nuclear power. I think the United
States can talk about industrial independence without it; the indus-
trialized world cannot.

Senator BRADILY. Because we're getting down to the wire and
pressed for time, let me raise another aspect of productivity-the
labor component, and have each of you tell me what you think we
can do to improve the human capital that we have and its contri-
bution to productivity. And a variant on that, let me ask you to
describe what you think we must do to get down the learning curve
faster, to produce more goods at cheaper costs given the same
amount of labor.
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Professor Em-zom. Well, we go back again to one point on which
weseem all to agree-

Senator Bwwzv. And whether or not you believe this raises
fundamental questions, and your best guess as to whether the
political system can handle it. You have about a minute and a half.

Professor E'izom. All right. I wonder what I will do with the
second half of that time period.

We seem all to agree that there are no magic cures in this area,
and if there are none in the other ones, when you come to these
human factors, if anything it gets more complicated.

But quickly, I do believe our school system has particularly
moved away from feeding the industrial needs. So for instance,
hearings are scheduled, I understand, on some other committee on
a vocational educational act, and it's very heavily tilted away from
industrial needs, and it's very much engineered to some purposes
introduced in the sixties which I happen to be very fond of, since as
increasing equality and increasing the number of women in the
labor force, which is all fine and good. But they are almost deliber-
ately designed not to deal with this training and preparation for
worK. And so reintroducing sensitivity to industrial needs into
training programs is one element in that.

The other is a more philosophical argument. About half the
schools in the country have what is called automatic promotion,
which means you are promoted whatever your achievements.
That's not a preparation for a competitive system. There is now a
countermovement, referred to sometimes as minimum competence,
so people that graduate at least have certain skills. And that
struggle in effect to some degree is very closely tied to the consum-
er social golden age, and to return to somewhat more self-disci-
pline. X

College isWthe same thing. We went through an era where we
threw out many requirements, and structure of curriculum, in
varying degrees in varying places. There is now a return to struc-
ture, to some self-discipline, and a somewhat more serious study.

These matters to a very large degree should not and cannot be
federally mandated or controlled, but the degree that national
policymakers give signals here, they could help what is already a
movement anyhow-return to structure, to return to some kind of
a greater rationality and greater measure of self-discipline.

Closer to the tax and incentives system, attempts have been
made to tie achievements in productivity and get workers opportu-
nities to share in gains in productivity, for example, in the idea of
profit sharing and stock sharing, which have their problems be-
cause in a large corporation you can't see readily-the connection
between your effort or renewed effort and your payoff, and there
are very serious measurement difficulties, because a change in
productivity may be affected by breakdowns in assembly lines in
somebody else's -company.-

So there are no easy solutions, but I believe something has to be-
done in all those points, from the schools to the colleges to the tax
incentives.

Mr. BosKm. I'll try to meet your 90-second deadline, Senator.
Senator BRADLZY. Take a minute.
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Mr. BosKIN. I guess I would like to draw a distinction between
two things; that is, the creation of productive employment for
people who are currently or in the future prospectively out of
work, which I think is something we did not unfortunately have a
chance to address today, and I'd like to spend a second discussing
in a moment; and second, enhancing the productivity of people who
are already working or likely to fing jobs easily.

I think the second is basically an issue of promoting our rate of
investment innovation, and or the Government basically to
smooth transitions in region and in industry that would naturally
occur as resources flow from the lowest to the most productive
uses, net of tax and risk.

With respect to providing employment for people who are cur-
rently unemployed because of the recession or for groups in the
popul action that have chronically high unemployment rates, I think
that basically we're learning more and more is not an easy-thing to
do with broad brush macroeconomic policies and requires, as Pro-
fessor Thurow put it, specific programs on a large number of
fronts, whether dealing with the structure of minimum wages be-
cause of teenage unemployment or unemployment in particular
areas of the economy where people might be provided relocation
insurance or retraining programs and things of that sort.

I think the answer there basically is to try and run a strong,
healthy economy. That will get us down to some basic overall level
of unemployment, and then from there dealing with things like
minority teenage unemployment requires structural policies.

I think that getting those people who are unemployed to work
would do the most to increase the productivity of the economy than
what modest gains we'll have in the productivity of people alreadyworkingMr. HuRow. Let me say when we start talking about human

capital, I think we tend to jump too much to the schools and blame
the schools. Well, most human capital I don't think is created in
the schools. A lot of it is done at home and in the finms.

There are a number of things in the human capital area though
that I think we need to think about. I would argue that one of the
human characteristics we've got to change is kind of our adversary
system to more cooperation.

Now, that's trite to say, and it's difficult to do, but I think it's
really important. If you look at the amount of resources we grind
up in adversary relationships which are complete-they're not zero
sum games; they're negative sum games. If I sue you and win, some
lawyer gets the resources, and I can't take anything away from you
except some-thing you've already got.

Last year I had an accident and severed an achilles tendon, and
spent a-large part of the year in a cast. And the first question
everybody asked me, I think almost without exception, was not is
your leg ever going to get better, but did you sue the bastard?

Well, that a standard American reaction. A year ago the
head of Nippon Steel was giving a talk on how to do business in
Japan. He started out by saying in the United States there are 220

lion ple and 500,000 lawyers; in Japan there are 110 million
people and 13,000 lawyers. If I sued somebody or my company sued
somebody, we would both be dishonored. I would never do it. What
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American businessman or American individual would say that
kind of thing?

If you grind u a lot of resources with 500,000 lawyers, then
you've got 500,000 people not doing anything. Take the question of
security guards. Since 1972 we've added 152,000 private security
guards to the American economy. We now have in a million, 1
percent of our labor force are either public or private policemen. If
you have a society that doesn't need public and private policemen,
then those people produce output.

In terms of productivity measures we don't care whether you
have your camera or some thief has your camera, it's what's the
output per hour of work.

There are lots of things you can say about schools. I think at the
moment clearly we have no problem in terms of substantive knowl-
edge. We've got unemployed everybodys, Ph. D.'s on down, and so
it's not in that problem'we have labor force problems.

Maybe it's the whole pattern of the way we teach school. I've
sometimes joked the most important thing I learned in school I
learned in the first grade, and that was the rule was one finger
when you need to go to the bathroom right now, two fingers when
you needed to go but you didn't have to go right now, and three
when you wanted to speak; otherwise, keep your mouth shut and
sit-in your seat.

Well, that's not the way we teach first grade any more. But if
you think about it in a worker on the assembly line, what I learned
in the first grade may be the most valuable thing the schools ever
taught me.

Senator BRADLE. You can offer no other suggestions here?
[Laughter.]

About how we may-I mean, there are a wide variety of possibili-
ties-you know, bonuses and lifetime employment and a lot of
other very practical suggestions which I'm sure that other commit-
tee members would like to hear. Because I think the problem is
that we tend to think of productivity too much as inanimate, and
it's not.

Mr. THuRow. But, see, I think-that comes back also to a question
of management.

Senator BwwLwY. So you would try to get managers to be less
concerned with the bottom line at the end of the year-

Mr. Tmuow. But, see, let's take the issue of cooperation. You
know, most Americans have lifetime employment in the sense we
have a seniority system of hiring and firing; and so if you've
worked in a place 5, 10 years, your chances of getting fired are
remote for most Americans. But we don't take advantage of it in
the sense of trying to engender an attitude that this means that
we're all in the same ship together, and the question is how can we
make successful cars if we're workers and managers at Chrysler.

Now, then the question is, is that something wrong with the
American character, or is it somet hing wrong with American man-
agement that we can't get that kind-of cooperative relationship?
The objective facts are if you're a worker at Chrysler, you depend
on Chrysler being able to sell good cars, and so presumably you
should want to build good cars, you have a direct selfinterest. We
have been very bad in a management sense of conveying direct
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selfinterest. Supposedly one of the good things happening out of
the current crisis in the automobile industry is they2rebuilding up
a lot more cooperative relationships between workers and manage-
ment in terms of quality control.

In the human capital area the reason I'm a little bit flip is I just
don't think that it is something where the Federal Government is
going to solve the problem one way or the other.

Mr. BOSKIN. I'd just like to reiterate that. Many of the most
obvious incentive schemes are those that can be created in private
industry, and the issue remains if they're not there now, why
aren't they? And I think that Professor Etzioni pointed to one
example, which is it is extremely difficult to monitor when some-
body makes a productivity-enhancing improvement, exactly where
that is in a complicated production process.

But certainly things like bonuses, a variety of types of recogni-
tion, these are things that are standard practice in many types of
firms, from dropping things into the suggestion box to patenting or
generating a new product or a new type of process.

So I certainly think that the major area or major opportunity
there lies in providing incentives in terms of pecuniary and recog-
nition incentives -within firms for doing that sort of thing. I don t
see what the Government can really do to enhance that.

Senator BRADIZY. I'd like each of you to say a quick word about
disinvestment.

Mr. THUROW. The real problem is politically we won't let the
market work. And I think that is why we really have got to have
an economic-social safety net for individuals but not firms. You
know, the idea of letting everybody perform their economic high
wire act and let them fall to the ground isn't viable because people
aren't willing to live in that kind of a world.

And the problem with having a safety net by propping up dying
firms is that it ends up being an inefficient social safety net that
grinds up a lot of resources and doesn't get, you to where you want
to-be. The important part of disinvestment is having a social wel-
fare system that we're all willing to live with. If this firm collapses
and these guys go out of business, people's standards of living are
going to fall, but they're going to fall down to an individual safety
net with which they can live and with which the rest of us are
willing to see them living.

I think a strategy of propping up individuals rather than firms,
is better than propping up dying industry.

Mr. BOSKIN. I would agree that the market is forcing disinvest-
ment. I think the issue that has been raised here is when that
disinvestment is really market forced in a genuine competitive
sense and when we can differentiate that from a disinvestment or
a potential disinvestment that is forced by unfair competition or a
situation that gets created-for example, encroachment by foreign
industry operating under different rules of the game, or different
tax structures, or different supplies of capital channeled to them
through government sources, and our companies are being outcom-
peted for that reason rather than facing a genuine world competi-
tive market.

I think the market will do a good job of forcing the disinvestment
in general, and I think the case for propping up a firm or an
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industry, apart from the case for mitigating the full economic
harm done by individuals who might be temporarily unemployed if
Chrysler or some firm like that went under, really revolve around
being careful in identifying when those- firms or that industry is
being faced with some competition that is deemed unfair for a
viable reason.

Senator BRADLEY. Let me say that I'm sorry. I have 3 minutes to
vote. We're at the end of the hearing. I want to thank all of you for
coming and participating, and maybe we can do this again when
we have a little more time than we had today. And I think that
your contribution is important. The record is open. And I appreci-ate your cooperation.

he hearing is adjourned.
Wh ereupon, at 12:30 p.m., the hearing was adjourned.]

y direction of the chairman the following communications were
made a part of the hearing record:] -
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This paper examines the apparent "Illness" afflicting the U.S.

automobile and steel industries. The International competitive position

of these two industries has deteriorated sharply in recent years, even

while the U.S. competitive position in aggregate manufacturing remained

reasonably stable (or deteriorated slightly) relative to our major

trading partners. The relative decline of the two major industries may

hive resulted from interindustry distortions in the patterns of relative

wages and prices in the United States, or it may be attributable to

other factors. The paper examines the behavior of wage rates and labor

productivity in the two industries, relative to that in U.S. manufacturing

as a whole, to shed light on the root cause of their deterioration.

A. The Problem

Postwar changes in U.S. comparative advantage in manufactured

products may be divided into (at least) two periods. Early after World

War 11, the United States along with other industrialized countries lost

comparative advantage in traditional labor intensive industr1es - such

as textiles, clothing, and leather goods - to a group of developing

countries (the so called "new industrial states", or NIC's), which

gradually captured world markets in the products suited to their mix of

factor endowments.

Second, the last fifteen years witnessed a decline in the U.S.

competitive position in two traditionally capital-intensive "heavy"

industries: iron and steel, and road motor vehicles. World markets in
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these products are being gradually captured by Europe and Japan, as the

regular cyclical fluctuations in the markets for these products are

reinforced by structural difficulties within the United States. Table 1

presents data regarding both the U.S. trade balance and the share of

U.S. exports in total world exports for aggregate manufacturing, steel,

and motor vehicles. While throughout the period 1963-1977 the U.S. trade

position in all manufactures was either in balance or shoved a small

annual surplus, there has been a-sharp rise in the trade deficit in the

road motor vehicles and iron and steel industries. In addition, the U.S.

share in world exports of these two product groups declined much more

sharply than the U.S. share in all manufactured goods exports. Both

these indicators of international comparative advantage clearly show a

relative decline in the U.S. competitive position in the two industrial

product categories. This trend continued and accelerated in 1979, when

U.S. manufacturing exports and trade balance surplus rose sharply, while

the opposite occurred in steel and motor vehicles.

In the international trade literature, measures of "revealed"

comparative advantage for various countries are based upon the countries'

trade performance over time in a vast array of products. On these

measures, the U.S. is shown as losing comparative advantage in the

products of the two industries under consideration. Yet, these measures

reveal nothing about the internal causes of these changes. Under a

regime of floating exchange rates, such as that which prevailed during

the 1970's, the trade position of individual industries is determined by

their ranking by comparative advantage in production, or equivalently,

by its inverse, the unit cost of production. Once so ranked, the
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A. U.S. Trade Position

All Manufactures

Year Exports Imports

1963 $13.3 $ 6.9
1968 22.4 18.6
1973 42.7 42.5
1977 77.8 74.5

Table 1

United States Trade in Autos and Steel

(billions of current dollars)

Road Motor Vehicles

Balance Exports Imports Balance K:

$6.4 $ 1.3 $ 0.6 $0.7
3.8 3.3 3.9 -0.6
0.2 6.0 10.1 -4.1
3.1 11.6 -17.5 -5.9

Iron and Steel

!ports I!ports Balance

$0.5 $0.7 $-0.2
0.6 2.1 -1.5
1.3 3.0 -1.7
1.7 6.0 -4.3

_B. Share of U.S. Exports in the Exports of North America, Western Europe
and Japan (per cent)

Year All manufacturers Road Motor Vehicles Iron and Steel

1968 18.6% 22.5% 6.62
1973 17.0% 16.7% 6.02
1977 16.5Z 16.0% S.Oz

Source: General Agreement on Trade and Tariffs, International Trade, Various
issues, Appendix Tables.

classification of industries (and products) into export, non-trade,

and Iiport-competing categories is determined by the market value of

the dollar exchange rate.1 The question is: did changes in labor

compensation and/or productivity occur in the United States during the

past fifteen years which moved the two industries from a strong to a

weak position in a ranking by comparative advantage? Or were there

other changes, relating perhaps to management decisions regarding

product mix, marketing strategy, etc., which were responsible for the

loss of competitive position?
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B. Labor Compensation, Product1ity and Costs

This section examines the recent behavior of labor compensation,

productivity, and implied unit labor cost for aggregate U.S. manufacturing,

as well as the two "ailing industries" of basic steel and steel products

(SIC 331) and motor vehicles and parts (SIC 371). The data are drawn from

the U.S. Census of Manufactures for 1957, 1967, 1972, and 1977, and from

related government publications (see appendix B for a description of

data sources), and are summarized in tables 2 through 4. The tables are

arranged in a manner similar to "growth triangles." Each entry is the

percentage increase in the appropriate quantity during a period which

begins with the year listed at the top of the column and ends with the

year listed at the beginning of the row. Thus, in the first column of

panel I-A, average hourly earnings for all manufacturing workers are

seen to have risen by 43 percent from 1957 to 1967, by 93 percent from

1957 to 1972, and by 195 percent from 1957 to 1977. Similarly, the

second column shows an increase of 35 percent from 1967 to 1972, and

the third column shows an increase of 53 percent from 1972 to 1977. The

year 1957 was chosen as a base year for this study because it was a Census

year for manufactures and because the trade statistics indicate that the

decline in the United States' international competitive position in steel

and motor vehicles did not begin until after 1957.2

Table 2 shows that the percentage increases in wage rates in steel

and motor vehicles have consistently exceeded (by a wide margin) those in

aggregate manufacturing, both for all workers and for production workers

considered separately. We note that the percentage increases in the two

industries have been strikingly similar, attesting to widely-held belief
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regarding the unusual strength of the two major industrial unions In

these industries. Wage rates, however, are only one component of labor

compensation paid by firms. Compensation also includes legally-required

payments for Social Security, unemployment insurance, and workers

compensation insurance, plus negotiated payments for worker fringe

benefits, such as vacations and pensions. In addition, significant

amounts of time "in the plant" are used for non-output-producing activities,

such as "clean-up" and "set-up" time, and paid rest periods. Appendix A

presents detailed figures, compiled from a variety of sources, about

labor remuneration in all forms. The results are in line with the

conclusion drawn from table 2: Labor compensation increased more rapidly

in the "ailing" industries than in total manufacturing.

Table 3 presents, in the same format as table 2, data regarding

the percentage increases in output per worker for both all manufacturing

workers and production workers only. The data regarding output per hour

of all manufacturing workers, presented in the left-hand column of table 3,

shows that the rate of increase in labor productivity in the motor

vehicle industry has consistently exceeded such ggins for aggregate

manufacturing by about fifty percent, while the rate of productivity

increase in the steel industry has averaged only about two-thirds of that

attained by all manufacturing.

By definition, the unit labor cost of production is equal to the

ratio of hourly payments to laborand output per hour; hence, its growth

rate equals the algebraic difference between the growth rate in hourly

labor compensation and in output per hour. Table 4 presents estimates

of the implied percentage increases in unit labor costs for aggregate



Table 2

Percentage Increase in Average Hourly Earnings, Selected Periods
(current dollars)

A. All Manufactures

I. All Workers
1

Terminal Initial Year
year \1957 1967 1972

1967 43%

1972 93 35%

1977 195 106 53%

IT. Production Workers Only

Terminal ' Initial Year
year 1957 1967 1972

1967 40%

1972 89 35%

1977 182 102 49%

1957 1967

B. Steel & Steel
Products
(SIC 331)

C. Motor Vehicles
and Parts
(SIC 371)

1967 36%
1972 93
1977 224

1967

1972

1977

1957

51%

113

230

42%

138

1972 "Id 1957

1967 34%

1972 92

68% 1977 227

1967 1972

42%

119

1967 1972

43%

143

Ci

70%

1957 1967 1972

1967 46%

1972 108

1977 22355%

42%

121 55%

onproduction Workers are assumed to work the same annual hours as production workers. For increUes
in payroll per employee, see Appendix table A-I, column II.

Source: Calculations by authors from Census of Manufactures data; see appendix table A-3.
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A. All Manufactures1

B. Steel & Steel
Products
(SlC 331)

C. Motor Vehicles
& Parts
(SlC 371)

Table 3

Percentage Increase in Output per Hour of Labor Input, Selected Periods

I. All Workers

1957 1967 1972

1967 33%

1972 55 16%

1977 69 27 9%

\ 1957 1967 1972

1967 19%

1972 34 13%

1977 37 16 3%

1957 1967 1972

1967 45%

1972 77 20%

1977 110 42 19%

II. Production Workers Only

(not available]2

1957 1967 1972

1967 23%

1972 40 14%

1977 47 20 5Z

1957 1967 1972

1967 48%

1972 78% 20%

1977 111% 42% 18%

for all manufactures, "output" equals real GDP originating; for steel and motor vehicles, "output" is a
physical production series constructed by Bureai of Labor Statistics from industry data.
No index available from Bureau of Labor Statistics.

Source: Calculations by authors from Bureau of Labor Statistics data; see appendix table A-3.
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Table t

Percentage Increases in Unit Labor Cost, Selected Periods

A. All manufactures

B. Steel & Steel
Products
(SIC 331)

1

C. Motor Vehicles
& Parts
(SIC 371)

/

I. All Workers

1957 1967 1972

1967 1OZ

1972 38 19%

1977 126 79 44%

1957 1967 1972

1967 17%

1972 59% 29%

1977 187% 122% 65%

67 1957 1967 1972

1967 6%

1972 36 22%

1977 120 77 36%

U. Production Workers Only

(not available]

%, 1957 1967 1972

1967 11%

1972 52 29%

1977 180 123 65%

i 1957 1967 1972

1967 2Z

1972 30 22%

1977 112 79 37%

Source: Calculated from tables 2 and 3, above.

iI
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manufacturing and for the steel and motor vehicle industries, based upon

the data contained in tables 2 and 3 above. The increases in unit labor

cost are starkly different for the two "ailing industries." In motor

vehicles, labor cost increases have been consistently equal to or somewhat

below the comparable increases for aggregate manufacturing, while in

steel the increases in unit labor cost have averaged approximately fifty

percent higher than those for all manufacturing.
3

C. Implications for Policy

It is clear from the data presented above that the illnesses

afflicting our two "ailing industries" are not alike. Steel lost its

position in the ranking of industries by comparative advantage due to

increases in production costs which far exceeded the average for all

manufacturing. In turn, these increases were due t-o a combination of

above-average increases in labor compensation (both in wages and

supplementary benefits) and below-average increases 
in productivity.

4

In the motor vehicle industry, while wage rates rose at rates well above

the average of all manufacturing, advances in labor productivity offset

most if not all of the increase; labor costs remained roughly in-step

with the national average. Thus, it is likely that the industry's position

in the ranking of U.S. industries by comparative advantage has not changed.

The deterioration of the industry's foreign trade position, therefore,

must be attributed to other factors, such as producing the wrong product

mix to satisfy current market demand, or the reluctance of the multi-

national U.S. automobile companies to export domestically produced vehicles

5to countries wherein they own subsidaries.
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This is not to imply that the automobile industry could not have

benefited from more moderate increases in labor costs. If wage rates

had risen at rates comparable to the average of all manufacturing - 195

percent between 1957 and 1977 - the rise in unit labor cost of production

would have been approximately 85%, substantially below the average of

126% for all manufacturing. That would have strengthened the competitive

position of the industry, perhaps offsetting other adverse factors.

Among the other adverse factors affecting the competitive position

of U.S. motor vehicle manufacturers is the increase in the price of

steel, an important input in auto production. Table 5 summarizes the

recent price behavior of aggregate manufacturing, and of one segment

of the steel industry (SIC 3312, the only steel producing industry for

which such data are available). Data concerning the importance of steel

as an input into motor vehicle manufacture can be obtained from the 1972

national input-output tables, and are summarized in Table 6; Direct

purchases by motor vehicle manufacturers from primary iron and steel

manufacturers were about 14% of total purchased inputs; additional

indirect purchases-were made through the purchase of screw machine

products and stampings (43%) and fabricated metals (12%). A decomposition

of the latter two categories of products into their steel content yields

an estimated total (direct plus indirect) steel value-share for motor

vehicle output of 17.6% (i.e., 17.6¢ of steel at 1972 prices per dollar

of motor vehicle sales to final demand at 1972 prices).

Import protection of the steel industry through the use of tariffs,

quotas, voluntary export restraints, and the trigger price mechanism

artificially increases the price of steel in the U.S. above world market



Table 5

Percentage Increase in Output Price Index,
U.S. Manufacturing, Selected Periods

A. Producer Price Index, Aggregate U.S. Manufacturing

1957 1967 1972 1977

1967 8%

1972 27

1977 93

1978 105

18%

79 52%

90 61 6%

B. Output Price Index, Basic Steel (SIC 3312)

\ 1957 1967

1967 8%

1972 41
1977 134

1978 156

1972 1977

31%

117 66%

137 81 9%

Source: Calculations by authors from Bureau of
see appendix table A-5 for sources.

Labor Statistics data;



838

Table 6

1972 Input-Output Coefficients, teel and
Motor Vehicle Manufacture,

I. Direct purchases of 1-0 59, Motor Vehicles and Equipment, as a percent
of total purchases, from:

1-0 37, Primary Iron and Steel Mfg. 13.7%

1-0 41, Screw Machine Products & Stampings 43.3%

I-0 42, Other fabricated metals 11. 7%

II. Total Requirements of the
Final Demand of 1-0 59:

Output of 1-0 37 per Dollar of Deliveries to
17.6%

'Relationship of 1972 SIC and 1-0 Industry

1972 1-0 Code

Primary Iron and Steel
manufacturing

Screw Machine Products
and Stampings

Other fabricated metal
products

Motor Vehicles and
Equipment

37

41

42

59

Classifications

1972 SlC Code

331-2, 339,
3462

345, 3465-6,
3469

342, 347, 349

371

Source: Ritz (1979), Appendix B, Tables 1 and 5.
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levels. Since steel is an important input into the motor vehicle

industry - comprising nearly one-fifth of the value of the product -

the protection of steel is formally equivalent to a tax on domestically-

produced automobiles. For every five percent increase in the domestic

price of steel above the world market price, the price of domestically-

produced automobiles increases by one percent, further undermining the
6

competitive position of the industry.

These results lend themselves to a couple of tentative policy

conclusions. Should the United States adopt a sectoral "industrial

policy", the two "ailing industries" ought to be treated differently.

The steel industry should be permitted to shrink in size, retaining

only its highly efficient segments and most modern plants. Maintaining

or restoring it to its original size would be much too costly. Import

restrictions on steel, in all their forms, only perpetuate inefficiency.

They need to be removed, so that only the viable segments of the industry,

that can meet international competition, would remain. Should the resulting

size of the industry be deemed too small to meet national security requirements,

modernization of additional plants (to make them competitive) should be financed

by a direct subsidy out of the defense budget.

Keeping steel prices at international level would have a salutory

effect throughout the entire manufacturing sector. Steel is an important input

in many industries. Consequently, the ever rising steel prices contribute to

inflation 7 on a broad front, and at the same time erode the competitive position

of selected industries where steel is a particularly important input. Because

the degree of dependence on steel as an input varies from one industry to another,

a rise in steel prices can distort the ranking of industries by comparative

advantage. One of the industries so affected is autos. The trend of rising

steel prices needs to be arrested and reversed.
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No such shrinkage is called for in the motor vehicle industry.

What is required is acceleration of the changes in plant capacity to

supply a product mix in better conformity with consumer preferences;

more aggressive mangerial decisions concerning marketing strategy in

foreign countries; lower steel prices; and a somewhat more moderate

wage policy for production workers and managerial personnel. In no

way will import controls, so avidly promoted by both the union and the

companies, contribute to the long run restructuring of the industry.

Conversely, it is the competitive pressure emanating from Japanese

and European producers that forces the domestic industry to keep prices

down and satisfy consumer preferences. The current plight of the

industry is a warning signal that should be heeded by labor and manage-

-ment alike, if it is not to follow in the way of steel. Based on

the data presented here, there is no reason why the auto industry should

not be viable and internationally competitive.
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FOOTNOTES

'See e.g., Kreinin (1979), pp. 230-232.

2In addition, 1957, 1967, 1972, and 1977 were all prosperous

years in the U.S. economy, so that the effect of cyclical fluctuations
on changes in wage rates and productlvity is held to a minimum.

3In contrast, the major "expanding" industries in U.S. trade
(such as aircraft and equipment, computers, and semiconductors) have
had implied unit labor cost increases well below that of average
manufacturing; see, e.g., Ruttenberg (1978).

4The relatively low rate of capital investment in the steel
industry may be-an important determinant of the low rate of productivity
growth. This observation in no way weakens the conclusion in the text,
however. We ask only if labor costs and productivity growth are related
to the loss in U.S. comparative advantage in steel, and reach an
affirmative conclusion. An explanation of the low rates of capital
spending and productivity growth would require a simultaneous structural
model of factor demand and production in the industry, a task beyond
the scope of this study.

5 International trade statistics show a continuous vise in auto
imports, the net trade deficit in autos, and the share of imports in
apparent U.S. auto consuimption. The import share reached 28 percent
in 1979; see U.S. International Trade Commission, Automotive Trade
Statistics 1964-1979 (Washington, D.C.: June 1980), pp. 6, 7.

6This discussion springs from the theory of effective protection.
See M.E. Kreinin, op. cit., pp. 293-300.

7Rising production costs, for whatever the reason, are often
"validated" by the Federal Reserve in increasing money supply.
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Appendix A

Frtnge Bentfits and Non-wage Payments

The analysis of labor compensation presented in section B,

above, is based upon the Census' definition of "payroll" cost, which

is similar to the Federal tax law definition of business labor cost.

Increases in supplementary benefits and payments - such as increased

paid vacation, sick time, paid holidays and personal absences, paid

"set-up" and "clean-up" time, extended rest periods, etc. - are only

partially included in these figures. Specifically, the Census'

estimates of "total production hours" are equivalent

to "total hours spent in the plant," and the "payroll"

figures are the dollar amounts paid to workers by firms during these

in-plant work hours. A more inclusive estimate of the increase in

labor compeniation may be constructed by combining data published by

the Bureau of the Census in the Annual Survey of Manufactures with

data published by the U.S. Chamber of Commerce in its survey Employee

Benefits.

Since 1967, the Annual Survey of Manufactures has published data

regarding total labor remunerations and its three major components:

payroll, social security and other legally-mandated payments, and other

employee fringe benefits. The last component includes payments made to

workers while not at the plant, such as paid personal holidays, sick

leave, and vacation. Separate series regarding production and nonproduction

workers are not available.

Table A-1 presents the percentage increases in these payments on

a per employee basis from 1967 to 1976. (Since the number of hours per

employee per year has declined during this period in the Census data,
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the percentage increase-s in payroll per employee are somewhat less'

than the percentage increases in payroll per hour, as reported in

table 2.) The figures in column I show that the percentage increases

in total labor compensation per worker for the steel and motor vehicles

industries have consistently exceeded those for aggregate manufacturing.

Columns II - IV provide a breakdown of these increases into their major

components. In part, the increases in column Ill may be attributed to

--the increases in the social security tax base during the period, which

affects high annual earnings industries such as sMeel and motor vehicles

more severely than the average of all manufacturing. Column IV shows,

however, that the steel workers have been significantly more successful

than aggregate manufacturing or the motor vehicle workers in achieving

payments for hours not at the plant; the 1967 - 1976 percentage increase

for steel workers exceeds the average of all manufacturing by about

one-quarter, and exceeds the gains of the auto workers by about one-sixth.

Supportive evidence (albeit at a more aggregate level) is provided

by the U.S. Chamber of Commerce's survey Employee Benefits. Table A-2

presents data from the 1967 and 1977 surveys-regarding two classes of fringe

benefit payments for primary metals (SiC 33) and transportation equipment

(SiC 37). The category entitled "hours Paid But Not Worked", which includes,

e.g., vacation and paid personal absences, has increased as a percent of

payroll by about one-fourth from 1967 to 1977 for both aggregate manufacturing

and the two major industry groups. However, the category "Paid Rest Periods",

which includes hours paid-for "in-the-plant but not at work", has increased

as a percent of payroll by over one-half for primary metals workers, by

one-fifth for aggregate manufacturing, and by one-seventh for transportation

workers in SIC 37. Since these hours in-plant but not at work are

counted in production worker hours, this sharp increase in primary

metals may explain a portion of the shortfall in productivity growth

in this industry relative to aggregate manufacturing.



I Table A-i

Percentage Increase in Total Labor Compensation and Payroll, U.S. Manufacturing,
(all workers; per employee)

1967. 1972, 1976

A. Total lS
Manufacture i!

I.
Labor Compensation1

1967 1972

072 37%

976 92% 40%

1967 1972

B. Steel 1972 47%
(SIC 331) 1976 33% 58%

C. Motor
Vehicles
(SIC 371)

1967 1972

1972 53%

1976 22% 45%

11.
Payroll

1967 1972

1972 33%

1976| 80% 35%

1967 1972

1972 42%

197611122 49Z

1967 1972
1972 46%

1976 104% 39%

I l l .
Social Security3

1 1967 1972

1972 50Z

1976 152% 68%

1967 1972

1972 56%

1976 194Z 89%

1967 19721972
1972 70%

1976 198% 75%

Other Payments'

1967 1972

1972 81%

1976 1217% 75%

1967 1972

1972 85Z

1976 r276% 103%

1967 1972

1972 99%

1976 1234% 68%

1. Labor compensation equals the sum of payroll, social security, and other payments.

2. Payroll cost includes employees payments for social security.

3. Social Security plus other legally-mandated payments, such as unemployment insurance and workers
compensation insurance.

4. All other benefit payments, including pension, vacation, etc.

Source: U.S. Census of Manufactures and Annual Survey of Manufactures, various issues.
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Table A-2

Supplementary Benefits and Payments,

As Per Cent of Payroll Cost

Paid Rest PeriodsI

Aggregate Manufacturing

Primary Metals (SIC 33)

1967

3.0%

2.3%

Transportation Equipment (SIC 37) 3.1%

1977

3.6%

3.62

3.5%

Hours Paid But Not Worked
2

1967 1977

7.3% 9.22

8.1% 9.8%

7.9Z 10.2Z

1. Various categories of hours at the plant, paid but not worked. These hours
and payments are included in Census categories "production worker hours"
and "payroll."

2. Various categories of hours not at the plant, paid but not worked. Payments
are included in Census "total labor cost"; see text.

Source: Employee Benefits (Washington, D.C.: U.S. Chamber of Commerce), 1967, 1977.
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Data Tables & Sources -

Average Hourly Earnings

Table A-3

and Productivity, U.S. Manufacturing, 1957, 1967, 1972, 1977
(current dollars)

A. Average Hourly Earnings

All Manufacturing
Production Workers

All Workers Only
1957 $2.34 $2.09
1967 3.35 2.92
1972 4.51 3.95
1977 6.90 5.89

Basic Steel and Steel Products (SIC 331)

All Workers Production Workers Only

$3.05 $2.90
4.15 3.90
5.89 5.57
9.89 9.48

Motor Vehicles and Parts -(SIC 371

All Workers

$2.65
3.99
5.65
8.74

Production Workers OnIy

$2.57
3.76
5.35
8.30

B. Indexes of Labor Productivity (1967 - 100)

All Manufacturing
All Workers

75.0
100.0
116.0
126.9

84.3
100.0
112.7
115.6

81.6
100.0
114.2
119.6

68.9
100.0
122.1
144.7

67.6
100.0
120.3
142.4

Source: Average Hourly Earnings: Census of Manufactures, 1957, 1967, 1972, 1977, Volume 1, General Statistics.
Nonproduction employees are assumed to work the same annual hours as production employees.

Labor Productivity: Productivity Indexes for Selected Industries, 1979 [SiC 331 and 371]
Handbook of Labor Statistics. 1978 [aggregate manufacturing]

1957
1967
1972
1977

I

I

I
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Table A-4

Total Labor Compensation and Payroll per Employee, 1967, 1972, 1976
($1,000 per year)

1. All Manufacturing 1967 1972 1976
A. Total Labor compensation par Employee $7,490 $10,270 $14,390
B. Direct Payroll payment per Employee $6,680 $8,910 $12,050

(Ratio (A/B) 1.12 1.15 1.19 )
C. Social Security and Legally $357 $536 $898

mandated payments
D. Other payments $457 $829 $1448

II. Basic Steel & Products (SIC 331)
A. Total Labor compensation per Employee $9,560 $14,090 $22,240
B. Payroll payment per Employee $8,140 $11,550 $17,230

(Ratio (A/B) 1.17 1.22 1.29 )
C. Social Security and Legally $421 655 1,236

mandated payments
D. Other Payments $1,005 $1,862 $3,779

III. Motor Vehicles and Parts (SIC 371)
A. Labor compensation per Employee $9,472 $14,482 $21,013
B. Payroll payment per Employee 8,024 11,718 16,336

(Ratio 1.18 1.24 1.29 )
C. Social Security and Legally $426 726 1,268

mandated payments
D. Other fringes 1,022 2,032 3,413

Source: Annual Survey of Manufactures, 1968-69, 1974, 1975-76, Supplementary
Labor Cost. (Data available annually, 1967-1976; not included in
Census of Manufactures reports).



348

Table A-5

Output Price Indexes. Aggregate Manufacturing
and Steel, Selected Years

All Manufactures

1957 92.8

1967 100.0

1972 117.9

1977 179.0

1978 190.1

Steel (SlC 3312)

92.7

100.0

130.7

216.9

236.9

Source: Bureau of Labor Statistics, Handbook of Labor Statistics,
1978 (Washington, D.C.: June 1979), Tables 128 and 129.
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National . ,
Farmers Union .-

STATEMENT OF

REUBEN L. JOHNSON
DIRECTOR OF LEGISLATIVE SERVICES

NATIONAL FARMERS UNION

,TO THE

SUBCOMMITTEE ON INTERNATIONAL TRADE
COMMITTEE ON FINANCE
UNITED STATES SENATE

WASHINGTON, D. C.

Relative to U. S. Trade Policy
As it Affects American Agriculture

July 28, 1980

At the 78th annual convention of National Farmers Union held March 2-6,
1980, in Denver, Colorado, our delegates approved a policy statement on
"INTERNATIONAL COOPERATION AND THE FAMILY FARM."

This statement, which is attached, presents recommendations for a more
effective trade policy, including views on trade expansion, revitalization of the
Food-for-Peace program, development and implementation of international commodity
agreements with meaningful pricing provisions, access for farmers to world markets,
and development aid to the emerging nations.

Despite the fact that U. S. agricultural exports reached a record $32 billion
in value in fiscal 1979 and appear to be heading towards another all-time high in-
the current year, there are several shortcomings and disincentives In U. S. trade
policy which prevent a substantially better performance.

During the past decade, the U. S. government has engaged in a variety of
trade promotion activities, including market information, credit assistance, tax
incentives, trade missions and exhibitions, with most of these efforts oriented to
access to markets.

During that same time, U. S. federal policy has largely skirted the question
of fair prices for raw commodity producers.

0 Suits 600, 1012 14th Street, N.W.. Washington. D.C. 20006 - Phone (202) 628.9774
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U. S. agencies, notably the State and Treasury Departments, have consis-
tently opposed International commodity agreements which proposed any effective
machinery for assuring remunerative prices to producers of raw materials.
Unfortunately, USDA officials have often concurred in such policy decisions
even though the effects have been damaging to U. S. farmers.

The results of this-bias are clear enough. During the past ten years, the
prices of manufactured goods have risen 33 percent faster than the prices of raw
materials, placing farmers and other producers of raw materials at a severe
disadvantage.

This bias against agreements which would assure remunerative prices on
raw commodities has repeatedly shown itself in individual commodity negotiations,
and particularly in the United Nations Conference on Trade and Development
(UNCTAD) negotiations on the so-called "Integrated Commodities Program," or
Common Fund.

Opposition by the U. S. and other industrialized nations to fair prices on
raw commodities dragged out the UNCTAD negotiations for almost four years. When
agreement was finally reached late in June, the Industrialized nations gave them-
selves a veto power by insisting that all key economic decisions would have to be
approved by a 75 percent majority.

Further, the irrplertentation of the Integrated Commodity Program was delayed
until the second half of 1981 and until the agreement is ratified by 90 of the 101
participating nations and by states accounting for two-thirds of the fund's $470
million in assets.

It should be no surprise that producers of several commodities, having been
rebuffed in their efforts to develop international commodity agreements with pricing
features, have turned to the exploration of approaches which would enable them to
ration the supplies going to market.

The most notable exception to the " 'heap food/cheap raw materials" system
has been the OPEC oil cartel. The success of OPEC may eventually be emulated
by producers of tin, copper, cocoa, tea, coffee, sugar, and other commodities.

When that happens, as with petroleum, our nation and consumers will pay a
vastly higher price than if we had agreed to a reasonable floor under raw materials
prices.

In addition to its central bias against fair prices for farm and raw materials
producers, U. S. policy also has inhibited export performance by interfering with
the opportunities of producers to freely export their products.

Export controls have been imposed by the federal government six times during
the past 15 years, mostly on the pretext of shortness of domestic supplies, but in
the most recent instance on the basis of foreign policy reason

These export stoppages have caused American farmers and industries losses
running into several billions of dollars, losses which also have an impact on the
national economy.
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Besides hurting farm producers, the Insistence of federal decision-makers
that U. S. farm commodities must continue to be sold in international markets at
"clearance prices," well below the cost of production, continues to aggravate our
balance of payments situation.

Our agricultural export earnings could easily be $4 to $5 billion higher
annually if our export products were priced at a fairer level. We now export
about 1.4 billion bushels of Wheat, 2.5 billion bushels of corn, 800 million bushels
of soybeans and over 80 million hundredweight of rice. Just adding a dollar to
the export selling price of each of these commodities would improve our export
earnings by almost $5 billion.

What's more, this could be achieved readily, without any appreciable loss
of market volume, through international commodity arrangements with effective
pricing provisions.

Our trade deficits with a number of individual countries or groups of
countries could be substantially improved by a more reasonable pricing policy
on exported farm commodities.

For example, our trade deficit with Japan for 1980 is expected to be $9 billion
and to increase to $10 billion in 1981. Yet we continue to be satisfied to sell Japan
our grain and other farm commodities at bargain prices.

The United States now imports about $45 billion worth of petroleum from the
oil-exporting countries and sells them about $2 billion in farm commodities. It does
not make sense to sell oil-producing nations our grain at give-away prices. This
policy not only hurts us but hurts other grain exporting nations as well. -

The experience under the International Wheat Agreements from 1949 through
1969 was that, in the context of such orderly marketing conditions and pricing
provisions, the United States doubled both its wheat export volume and its market
share of world wheat exports.

Current United States policies include a number of disincentives to expanded
exports and incentives to damaging levels of imports. Among these are:

0 The virtual neglect of the trade development aspects of Public Law 480,
--the "Agricultural Trade Development and Assistance Act," better known as
the Food-for-Peace program. Further there is a lack of emphasis on food-
for-work assistance which would increase the purchasing power of develop-
ing country residents for food and other necessities.

• The lack of provisions in the Trade Reform Act of 1974 (P.L. 93-618),
the Trade Agreements Act of 1979 (P.L. 96-39), and the Export Admin-
istration Act of 1979 (P.L. 96-72), making import injury adjustment assis-
tance readily available to farmers and the agricultural industry. These
adjustment assistance provisions were largely designed for industrial
cases and have been difficult for agriculture to use effectively.

• The tendency of the U.S. international Trade Commission (ITC) to apply
a highly-strained interpretation of the law and the intent of Congr( s
as regards the finding of injury, refusing to recognize import injury
unless the imports are the principal cause of economic difficulties in an
Industry.
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There seems to be little on the horizon which appears encouraging.

A special committee of the International Wheat Council, which took place In
London, June 23-26, occupied itself with a proposed International Wheat Agreement,
largely consultative In nature, and contemplating a reserve stocking program at a
token level of 10 million tons.

With little prospect for a multilateral grain agreement with economic provisions,
the emphasis in USDA and other United Statas agencies will likely be on bilateral
trade agreements.

While bilateral trade agreements introduce a small amount of predictability -
into an otherwise chaotic free market, they are weak in that they do not normally
deal at all with price levels.

The five-year grain agreement with the USSR was notable for its lack of
any price provisions.

Likewise, the soybean agreement with Japan dealt only with quantities,
not with price.

The bilateral grain agreements could help assure our customers of United
States credibility as a grain supplier. However, this will probably not be very
convincing until federal officials renounce interference with United States agricul-
tural exports for purely political motives.

In conclusion, as we observed earlier in this statement, the emphasis of
most export measures is misplaced, in that it is oriented to volume rather than
to price.

Until price stability is achieved at levels satisfactory to basic producers,
there will continue to be a growing trend towards protectionism. The alternative
to protectionism is the creation of a context of orderly marketing in which reason-
able returns are assured to raw materials producers.
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ARTICLE It
INTERNATIONAL COOPERATION

AND THE FAMILY FARM
American farmers today tive and work in a global

food and agricultural economy. The prices they
receive are dependent primarily upon what their
commodities will bring in world trade. This in turn
depends upon cooperative efforts among the nations
to maintain prices for raw commodities at fair levels
and provide for orderly conduct of commerce.

A. International Trade
We favor the negotiation of agreements with other

nations to achieve expansion of international trade.
The primary goal of such measures should be to
create increased opportunities for the impoverished
people of the world to sell their goods in the markets of

,the developed countries to earn foreign exchange so
they can buy essential imports, including food, to
promote economic development, expansion of employ.
meit, and higher living standards.

Expansion of U.S. agricultural exports is one of the
primary purposes of Public Law 480, the"Agricultural
Trade Development and Assistance Act" (Food for
Peace). But this function has been seriously neglected
in recent years. The development of two-way trade, as
a means of enabling poor and hungry people to get
jobs and earn money to buy food both from their own
farmers and exporting countries, is consistent with
the humanitarian purposes of the Act.

Particular emphasis should be directed in 1980 and
1961 to development and expansion of markets in
countries with which we are likely to be able to
maintain trade without political interruption. There
is a great potential to develop markets in the
developing nations by this process, as we did a
generation ago in Japan, Europe, Korea, and others.
This market development should be pressed with
great urgency because the market. lost by the
January. 1980, grain embargo are not likely to be
recovered soon, if at all, and likelywall remain subject
to similar interruption again.

The present requirement that 70 percent of P. L 480
exports must be restricted to a limited number of the
very poorest countries interferes with effective
market development and should be repealed. Food
aid should be directed to people who are hungry,
regardless of the country in which they live, and
should be administered primarily so as to contribute
to the improvement of their nutrition and economic
situation.

Therefore, we recommend that the Act be amended
to provide:

1. That positive measures be required in P.L. 480
agreements to assure increased employment or by
other means to assure that theconsumption of food in
the importing countries will be expanded in balance
with the resulting increase in the supply.

2. That P.L 480 agreements be designed to foster
expanded markets for U.S. farm commodities
through the development of long-range, two-way
trade between the United State. and countries
receiving P.L 480 imports.

Our P.L 480 efforts should stress both donations
and concesional sales. Title I (concesaional sales)
provisions should be liberalized to provide for thesale
of local currencies received from the sale of
commodities to contractor on the condition that they
be used in public works projects in the importing
country for payment of wages to workers who would
otherwise remain unemployed.

3. International Commodity Agremenmt
Negotiations for a new international grains

agreement should be resumed promptly. Farmers
Union recommends that a new grains agreement
should provide for

I. All trade in grains be conducted within a price
range approximating 90 to 110 percent of panty.

2. World reserves of grains to be maintained as a
responsibility of both exporting and importing

countries.
3. An improved "Food Aid Convention" to be

supported by both importing and exporting country.,
with the aim of providing for emergencies, promoting
economic and market development, and generating
employment for the world's hungry.

4. Equitable sharing among both exporting and
importing countries of the responsibility for and the
coat of reserve stocks, and food aid, and adjusting
market supplies so as to msintiin prices within the
desired range.

We recommend that international commodity
agreements be considered for other agricultural
products which are widely traded in international
commerce and that the central purpose be to assure
prices that are remunerative to raw materials
producers and fair to consumers.

C. Policies Toward Developing Nations
We urge the use of the economic strength of the

United States, in cooperation with other nations, to
promote the economic development of the less
developed nations.

1. AID
The authority nnd purposes of the Agency for

International Development (AID) should be revised
so as to expedite the promotion of two-way trade
between the developing nations and the United
States, including the exchange of United States
foodstuffs for goods, services, and investments in the
developing countries. AID should make maximum
use of the expertise and assistance of United States
farmers' organizations and cooperatives in its rural
development efforts.

2. ACDI
We support the programs of the Agricultural

Cooperative Development International (ACDI) for
cooperative development and farm leadership train-
ing in the developing world. We support continuation
of the United States Peace Corps 3nd urge its
eventual integration into a United Nations Volunteer
Corps.

3. CARE
Food donation programs conducted by the Coopera-

tive for American Relief Everywhere, Inc. (CARE)
and other voluntary relief agencies and the United
Nations should continue to stress improved nutrition
for children and other highly vulnerable groups.
D. Access to World Markets

Farmers need -and deserve to be assured that they
will have the right to sell their products in world
markets if they are to maintain their productive
capacity to serve the world market. Farmers are
concerned that there have been six stoppages of
United States farm exports by government action
during the past fifteen years, and that the power to
restrict exports is institutionalized in the Export
Administration Act and the five-year US/USSR
grain agreement.

Section 1002 of the Food and Agriculture Act of
1977 provides for an automatic increase in price
levels to 90 percent of parity when there is a
suspenaion of exports due to shortness of domestic
supply. This is a good provision, but it dots not apply
to circumstances in which the stoppage is for political
or national security reasons. We, therefore, recom-
mend that Section 1002 be amended to make it
immediately operable when limits are placed on
export. of farm commodities for whatever cause.

We recommend amendment of the Commodity
Credit Corporation (CCC) charter to provide for
establishment of a grain marketing board elected by
grain producers to negotiate and transact export
sles of grain produced in the United States.

This national agency shall be the exclusive
contracting agency for the sales and pricing of all
agricultural commodities that are imported or
exported, and shall gve preference to farmers'
cooperatives in selecting agents of the board for
handling export sae.
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American Importers Association. 11 West 42nd Street, New York, N.Y 10036 a (212)944-2230

Mr. Chairman and Members of the Comnittee:

The American Importers Association is a non-profit organization of

over 1300 members formed in 1921 to represent American companies engaged

in the import trade. As the only association of national scope repre-

senting American firms directly and indirectly involved with the importa-

tion and distribution of imported goods, AIA is the recognized spokesman

for importers throughout the nation.

We welcome the opportunity to present our views on United States

international trade strategy.
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I. INTRODUCTION

The International trade environment is entering a new and delicate phase.

Worldwide problems of inflation, high energy costs and slow growth have created

an uncertain international environment in which all economic institutions are

strained. In the United States, there is much concern that the economy is in

its most precarious position since the 1930's. The nation feels an unparalleled

degree of economic uncertainty, which affects its national mood and impacts on

its proper role in international affairs. Unacceptable swings between high in-

flation and high unemployment, lagging productivity, a declining dollar, and a

general feeling here and abroad that the United States is losing its competitive

position internationally, all suggest that the basic mechanisms of our economy

are not operating satisfactorily.

As a result, increasing demands for new and far reaching protection, and for

expanding existing protection, are being made by politically potent sectors in

the United States economy -- steel, automobiles, textiles and apparel. Quite

often, these demands arq based on the perceived political power of these ind-

ustries and their unions rather than on economic need or the national interest.

Government responses are directed at political crises in an ad hoc fashion rather

than at longer-term national and economic goals. At this time, pressures for

protection against U. S. products are increasing among our trading partners in

such areas as man-made fibers and chemicals. Left unchecked, the possibility

exists that increased protectionism here and abroad will plunge the world into

ever more serious rounds of retaliatory actions. The U. S. Representative,

Ambassador Askew, recently warned of this danger:
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"a headlong rush into protectionism would risk re-
creating the economic chaos of the 1930's. Pro-
tectionist measures by America would only be
answered by protectionist measures abroad."

Nov Is an appropriate moment for this Comittee to step back and examine

trade policy.

II. THE CURRENT U. S. TRADE POSITION

In the context of this uncertain trade situation, it is essential that the

current U. S. trade position be objectively evaluated. Generally, our trade

position is viewed in the context of the U. S. merchandise trade balance.

(Table 1) The recent deterioration in this trade balance has been pointed to as

indicative of severe U. S. economic trade problems, particularly a loss of U. S.

competitiveness internationally. This gross measure of our trade position, how-

ever, presents a misleading and overly negative picture in a number of respects.

First, while it is impossible to determine the precise effects of the numerous

economic and political factors suggested as contributing to the deterioration

of our trade position, the impact of oil imports clearly stands out as the prin-

cipal cause of recent trade imbalances (Table 2). The effects of oil imports

can be seen in attached table 3 which sets forth two alternative measures of

the underlying U. S. trade position when the effects of oil imports are removed:

The "non-OPEC" trade balance, excludes both export and import trade with OPEC

countries; the "non-oil/non-OPEC" trade balance excludes all oil imports and

all OPEC trade.

Using these two alternative measures of merchandise trade balances, the

U. S. non-OPEC trade balance improved from a deficit of 12 billion dollars in

1978 to a surplus of over 5.6 billion dollars in 1979, a favorable non-oil
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merchandise trade movement in excess, of 17 billion dollars; the U. S. non-oil/

non-OP trade balance moved from a deficit in excess of 8.5 billion dollars to

a surplus of 13 billion dollars, an improvement in non-oil merchandise trade in

excess of 21.5 billion dollars. The contrast between the U. S. merchandise trade

balance and the non-oil alternative balances points to both positive and negative

aspects of the current U. S. trade position: the most recent U. S. non-oil mer-

chandise trade is favorable and improving; it is not favorable enough, however,

to pay for massive U. S. oil imports.

Oil imports also affect our relative trade position with regard to our

trading partners such as Germany and Japan. Despite these countries' greater

dependence on foreign oil supplies, their successful commitment to energy con-

servation has resulted in relatively less imports of oil. (Table 4) Thus, on

a per capita basis, Japan and Germany consume just over half as much as the

United States; France, United Kingdom and Italy less than-half. (Table 5)

A second misleading and overly negative aspect of the U. S. merchandise

trade balance is that by definition this balance excludes so-called "invisible"

trade, i.e., services and investments.

- Together, these "invisibles" represent one-fourth of total U. S. trade,

i.e. merchandise and "invisibles." In contrast to the deficit position of U. S.

merchandise trade, in recent years, U. S. invisible trade surpluses have exceeded

20 billion dollars annually. As a result, our balances on goods and services,

while posting deficits in 1977 and 1978, posted a surplus in excessof 5 billion

dollars in 1979, and our balance on current account, including remittances,

pensions, and other unilateral transfers, was in balance in 1979 as well. (Table 6)
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This is not to say that our trade position is not a cause for concern.

Clearly, improvement is needed. However, our trade position when viewed in

its full sense is not as poor as generally assumed. Furthermore, the principal

cause of our trade imbalance -- the heavy reliance on imported oil at levels

substantially above the early 1970's - is an economic problem which extends

far beyond trade. Thus, only through a combination of trade (especially in-

creased exports) and other economic adjustment mechanisms -- particularly a

concerted effort on energy conservation and alternative sources of energy --

can significant improvement in our current trade position be achieved.

III. THE NEGATIVE EFFECT OF GOVERNMENT POLICIES

At the same time, the importance of other contributing factors, especially

government policies, to our current trade and economic difficulties must not be

overlooked.

AIA believes that the economic and trade problems confronting the U. S. have

arisen in no small part from two major shortcomings of government policy planning

and implementation. The first of these shortcomings is the failure to recognize

the extent to which government decisions in such areas as regulation, transporta-

tion, education, environmental protection, savings, and taxation affect our eco-

nomic and trade condition. Examples of this tunnel vision are legion. Congress

revises U. S. maritime policy but ignores the related problems of domestic trans-

portation resulting from an increasing use of intermodal forms of transportation.

We push simultaneously for conversion from oil to coal and for stringent air pol-

lution controls. We enact a Foreign Corrupt Practices Act and allow different

agencies to interpret it without regard to each other or to the Act's effect on

our ability to compete in exports.
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Of perhaps even greater direct reliance to trade policy Is the second of

these shortcomings - the longstanding failure of the United States to treat

economic and trade problems, both domestic and international, in-an integrated

fashion. Our country has consistently addressed these issues individually and

without regard for the broader effects of any solution. It makes no sense to

talk about revitalizing our economy and at the same time implement trade policies

which inhibit restructuring by protecting existing non-competitive industries at

the expense of growth industries. It also makes no sense to treat the elements

of trade policy in isolation from each other. It is naive and self-defeating to

pretend that we can simultaneously maintain an expansionist-oriented export policy

and an import policy which severely restricts the export opportunities of our

trading partners.

AIA believes that a major change in the nation's approach to trade policy

is necessary -- a change from a fragmented "sectoral" approach to an integrated

approach which recognizes the relationship of elements of policy and planning to

each other.

IV. "REINDUSTRIALIZATION" AND INTERNATIONAL TRADE

In recent months, the uncertain economic and trade environment has generated

much discussion of the concept of "reindustrialization" and the idea of the United

States establishing an "industrial policy." These once arcane terms are rapidly

becoming cliches, and there is danger that they will be perceived in a superficial

manner, as a painless, quickfix solution.

In this regard, Japan, with its system of administrative guidance, is often

cited as the model for a successful industrial policy. So is Germany, which more

in keeping with American tradition, allows market mechanisms and the private sector
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to determine the direction in which most productive resources flow. However,
/

it is important to recognize that other countries have had considerably less

success with their industrial policies. Britain, for example, is now under-

taking the painful process of dismantling the results of its two decades old

industrial policy. Italy's industrial policy, which appeared so successful

only a few years ago, now shows serious signs of following the unsuccessful

British pattern.

For the concept of an industrial policy to have meaning, whether lp more

tightly controlled system such as in Japan, or in a more open system such as in

Germany or our country, requires that government, economic and trade policies

-facilitate the movement of productive resources into areas of future growth com-

patible with a country's economic development and competitive position, that is,

into tomorrow's industries, not yesterday's. Yet the phrases "industrial policy"

and "reindustrialization" often have served as a euphemism for protection and

subsidization of dying firms and industries -- the antithesis of these concepts.

Merely creating an "industrial policy" will not necessarily solve our country's

economic and trade problems. Indeed, it can be counterproductive if economic

goals are subordinated to short term political considerationR contrary to the

national economic interest. Our own experience in such areas as apparel and

footwear, the recent bailout of Chrysler, and the Administration's announcement

that the steel industry is the next target of ifs new "industrial policy," all

suggest that the United States is not immune to the unsuccessful British approach

to industrial policy making.

If we are serious about revitalizing our economy and improving-our trade

position internationally one of the primary goals of our overall industrial policy
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semi-skilled industries where the United States is increasingly noncompetitive,

to higher wage, high technology areas where the United States remains a world

Leader or may become one. These have been the growth areas in our economy

over the past decade, as production in areas such as chemicals, fabricated metal

products, and electric and non-electric machinery has increased far more signi-

ficantly than iron and steel or apparel. (Table 7)

We also must recognize that our work force is changing and that we need

to move in this direction to use the skills of our people most productively.

Recent studies by the Bureau of Labdr Statistics show that the largest in-

crease in the U. S. labor force over the next ten years will be in the 35-44 age

group, and that the labor force in the 16-24 age group will actually decline in

numbers. Furthermore, as noted in a Report of the House Select Committee on

Population, our work force already has experienced a sharp increase in educa-

tional levels, with over 85% of younger workers currently high school graduates,

compared to 612 in 1960, and 38% in 1940. Given these unalterable demographic

factors, if we are to prevent a generation of U. S. workers from experiencing

a lifetime of lower paying and unsatifying jobs, we must use our capital and

technology to create jobs in high wage, high skilled areas.

- These demographics also suggest the folly of protecting low skill, low wage

industries such as apparel and footwear. As educational levels increase and the

number of young workers declines in the labor force, fewer people will be avail-

able to fill jobs in these industries. This is the conclusion of a recent study

published by the Conference Board, which concluded:

The inexperienced, semi-skilled or unskilled
worker will not only decline in number, but
will increasingly be sought by employers.
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Already, employable unskilled and semi-skilled labor is becoming so

scarce that our government has taken the incredible step of training new

sewing machine operators for an apparel industry protected by import restraints.

In these circumstances, is it in our national economic interest to protect

wrginal apparel producers in New York, rather than enhance semi-conductor

production in California's Silicon Valley? AIA strongly believes we must move

forward.

ALA does not wish to imply that industries should be abandoned. Certainly,

even in labor intensive industries such as footwear and apparel, and certainly

in our steel industry, rE.structuring can take place which will result in pro-

ductive, viable irdustries.

Major segments of these industries are internationally competitive today.

Our textile mill sector has undergone a significant transformation over the

last decade. It has made great progress toward successful adjustment as a

result of substantial capital investments, which in 1979 alone exceeded one

billion dollars and as a result of consolidation, specialization, and the trend

toward use of section 807 assembly abroad of garments cut of U. S. fabric.

This adjustmehiF"has enabled the textile mill industry to move from a deficit

trade balance in the early 1970s to a positive balance of almost a billion

dollars in 1979.

U. S. imports of textile mill products have declined by over 50% since

1971 from 3.85 billion square yard equivalents to 1.98 square yard equivalents;

during the same period, U. S. exports of textile mill products nearly tripled,

from 336 million pounds to 933 million pounds. The textile mill industry has

68-425 0-80-24
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become so competitive internationally it now is threatened by protectionist

policies abroad.

- In the steel sector, newer, more efficient and more productive non-

integrated producers are easily able to compete with imports, and the industry

will become more competitive as older inefficient production facilities are

retired. Further, the industry is showing an increasingly competitive world

trade advantage in many basic steel products; e.g., exports of-semi-finished

steel in the first six months of 1980 were ten times the quantity of imports.

Exports of other steel products such as concrete reinforcing bar, black plate,

terne and tin plate and strip have exceeded imports in the first six months of

1980 by nearly 230 thousand tons.

In the case of automobiles, the U. S. industry is in the process of retooling

and recapitalizing to improve quality and productivity and to produce more small,

fuel efficient vehicles. David Eisenberg, a noted automobile-industry analyst,

predicts a reduction of imports to 19 percent in the next few years. General

Motors will emerge from this process of adjustment in a very strong position.

Ford will remain a major producer internationally as well as in the United

States. AMC will concentrate in its particular niche in the market -- four-wheel

drive vehicles and jeeps -- and will be further strengthened in other segments

by its association with Renault. Only Chrysler's future is clearly in doubt,

despite the subsidies granted by the Government.

Even in apparel, recent studies by Georgia State University and Kurt

Salmon Associates have shown that strong management, improved market research

and market intelligence, consolidation into multi-product firms with competitive
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iarketiag strategies, new technologies and new modes of production, such as

production sharing under TSUS Item 807, have made industry segments more

competitive. We anticipate this trend will continue.

The nation must ask itself: Where are we going as a nation? What is our

vision of our country's future? In answering these questions, we must recognize*

that America has changed over the years, as has the rest of the world. Cer-

tainly, our competitive position in labor intensive sectors such as apparel,

footwear, steel, and automobiles has deteriorated over the last twenty years.

On the other hand, the United States has maintained or improved its competitive

statue in many areas, including research intensive industries, agriculture,

and services.

The value of U. S. exports of foods, feeds and tobacco grew by almost 400%

between 1970 and 1979, and the U. S. balance of trade in these products went

from a deficit of over one billion dollars to a surplus of almost seven billion

dollars during the same period. (Table 3) Between 1970 and 1979, U. S. export

of R & D intensive manufactured products as defined by the National Science

Foundation increased by over 310%, from 19.3 billion dollars to 79.1 billion

dollars; in 1979 alone the U. S. trade surplus in R & D intensive products ex-

ceeded 39 billi6h dollars. (Table 8) U. S. service trade grew even more

rapidly over the decade increasing on a net basis by over 100OZ, and as noted

above, the surplus balance of trade in services in 1979 exceeded 20 billion

dollars. (Table 6) Despite these favorable trends in our economy's structure,

as a nation we continue our obsession with protecting non-competitive industries

and refuse to capitalize on our strengths. The United States continues to

ignore the reality of greatly increased international economic integration.

Our successful tracing partners have not made that mistake.
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Trade policy must be made an integral and important element of any

conscious United States industrial policy. Each year, foreign trade increases

as a share of our total gross national product. We are all quite conscious

of our country's increased imports, particularly oil imports. However, we

should not forget that our exports are growing as well. For example, between

1970 and 1978, exports as a share of total U.S. production of goods increased

from 14.4% to 22.4%. Given the increased dependence on imported oil and other

essential imported ra materials such as tin, chromium, iron ore, natural

rubber, etc., (Table 9) our economic and trade positions can improve only by

increased exports.

AIA is concerned, however, that government policies, whether under the

banner of "reindustrialization", "industrial policy" or some Dther popular

phrase or slogan, will dxtend beyond facilitating adjustments through expanded

export and import trade and will result in counterproductive protectionist

trade policies inhibiting adjustment and revitalization.

Protectionist trade policies are incompatible with and contrary to a

forward-looking industrial policy. As a nation, we recognize the importance

of free functioning market mechanisms to allow our economy to adapt to internal

competition. Sound industrial policies will support these mechanisms. Why,

then, do we tolerate trade policies which distort market mechanisms and prevent

our economy from adapting to international competition?

Restrictive trade policies only reinforce the existing inflationary and

recessionary tendencies in our economy. Restricting the availability of more

efficiently produced imported goods forces consumers to purchase inefficiently

produced, higher priced domestic goods. Restrictive import policies eliminate
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the competitive factors which might otherwise moderate future cost increases,

encouraging continued inefficiencies and higher prices.

Restrictive policies also divert limited investment resources from the

segments of our economy most capable of productivity increases to those least

capable. They shift our orientation from future possibilities to past problems.

The long-term implication of such policies is the erosion of the United States'

competitive position in those segments of our economy most likely to provide

growth and better job opportunities.

V. COMPREHENSIVE VERSUS "SECTORAL" TRADE POLICYMAKING

Unfortunately, United States international trade policy is developed,

as is industrial policy, in an ad hoc fashion. Attention is focused intensively

within the narrow confines of imediate problems; little thought is given to

the wide range of indirect, often long-term effects of the chosen policy.

Often no attempt is made to remedy root causes of the problem. "Sectoral"

international trade policymaking and "sectoral" industrial policymaking over

the years have caused this country to become much less competitive.

A clear example of sectoral policymaking is the present effort to develop.

export and import policies in isolation from each other. Restrictive import

policies clearly affect our ability to expand exports. We have already noted

the important contribution which exports make to our economic well-being.

Yet, it is unrealistic to believe that an export policy can be developed in

a vacuum. We should not delude ourselves. Our trading partners will not

acquiesce to restrictions on their exports without imposing restrictions on

our exports. We cannot be outraged by European restrictions on our fiber

and textile exports at the very moiient Europe's exports of steel to the United
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States are under attack in this country. The injurious effects to the United

States which can result from reciprocal restrictive trade policies with Europe

should not be underestimated. Our trade surplus with EC countries between 1977

and 1979 totalled over $17.2 billion and grew from just over $3 billion in 1978

to almost $9.3 billion in 1979. (Table 10) Given this favorable balance. re-

duced trade resulting from protectionist policies and retaliatory measures by

both parties cannot benefit the U. S. trade and economic position.

Our efforts to reduce existing unwarranted restrictions on our exports- are

undermined when we demonstrate a readiness to use import restrictions to protect

narrow domestic special interests. The contradictions in our trade policy toward

developing countries is particularly relevant in this regard. There is no ques-

tion that in many of the more advanced developing countries, excessively restric-

tive import policies continue as a vestige of more sensitive periods of their

development. The GATT codes properly recognize that some forms of special treat-

ment are appropriate for developing countries. Yet differential treatment becomes

increasingly inappropriate and unacceptable as countries industrialize and become

major trading partners and competitors. Advanced developing countries have reached

the point where their economies and people can benefit from trade liberalization.

U. S. trade policy should seek to accelerate this process, including efforts to

increase developing countries' participation in, and adherence to, the GATT codes.

Even today, these countries are major export markets for the United States.

(Table 10). Their full potential, however, remains unrealized because some of

their 'import policies continue to be restrictive. Yet, how can the United States

approach these countries on a fair and equitable basis to reduce barriers to

trade when time and again we restrict the exports to our country of those products
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which they are best able to produce? Textile and apparel trade is the most

obvious exzale. However, numerous other examples of restrictions directed at

these countries - footwear, television sets, cookware, to name a few -- also

exist. Recent events suggest steel restrictions also may be sought.

The potential benefits of expanding U. S. exports are extremely high.

World markets for goods and services are expanding at a more rapid rate than

our own, increasing in 1979 alone by over 25Z, (Table 11) and our country is

becoming increasingly dependent on exports as a source of new jobs in manu-

facturing and as an outlet for our agricultural production. Rising protectionism

limits these potential benefits. As a 1978 study by the Senate Subconittee on

International Finance noted, foreign trade barriers on non-agricultural products

cost the United States over 424,000 jobs and $7.5 billion in export sales. How-

ever, dismantling these barriers can only be successful if the United States

establishes import policies consistent with the principles of liberal trade

which we expect other countries to apply.

Particularly in the case of developing countries, the economic effects of

our restrictive import policies also limit the full potential of our export

trade. The importance of this trade should not be underestimated. U. S. exports

to non-OPEC developing countries represented over one-fourth of all U. S. exports

in 1979 and increased at a faster rate than our exports generally, from 36 billion

to 48 billion over 1978 levels.

However, particularly as a result of the rising cost of oil, the economies

of these countries will be-forced to limit their imports unless they can expand

their exports. A recent CATT study noted that while imports by non-OPEC dev-

eloping countries were estimated to have risen by over 30Z in 1979, more than
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half of this increase was due to higher prices. Given the fact that their

import prices continued to rise faster than export prices, the terms of trade

of non-OPEC developing countries declined in 1979, mainly under the impact of

oil price increases, for the second year in a row. The GATT study estimates

the current account deficit of the non-OPEC developing countries to have widened

from $30 billion in 1978 to $50 billion in 1979.

The deteriorating trade position of these countries makes increased exports

absolutely essential for these countries to earn foreign exchange for import pur-

chases. Oil imports by these countries are generally at the lowest possible

levels for their economies to function. Thus, absent additional foreign exchange

earnings, these countries will be forced to cut back imports of other goods,

particularly capital goods in which the United States is most competitive.

Furthermore, these countries tend to import, where feasible, from countries

which purchase their exports. Thus, restrictive U. S. import policies not only

limit the market potential of developing countries, but also shift the trade

focus of these countries away from the United States.

For example, Korea, which had a balance of payments surplus with the United

States in 1977 and 1978, adopted a conscious policy of increasing its imports

of U. S. products. In 1979, the United States achieved a favorable balance in

its trade with Korea, as a result of Korea entering into future contracts with

United States companies for such major items as ESS telephone switching equipment,

aircraft, and nuclear power facilities. U. S. exports to Korea of electric

machinery and equipment increased 29 percent; non-electric machinery exports

to Korea increased 40 percent. The United States was chosen over stiff compe-

tition from competing European suppliers and displaced Japanese producers.
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It is clear, however, that to the extent our import policies restrict Korea's

exports to the United States, they also limit U. S. export opportunities to

Korea. In -this regard, there is an ominous message for the United States in

the May 1980 State Department Foreign Economic Trade Report on Korea, which

p states:

"Another element that-remains in force is

the Korean Government's policy to encourage
diversification of imports away from Japan,
because of its still unfavorable trade bal-
ance with that country. The U.S. Embassy in
Seoul -- and other western Embassies as well -

continues to receive a growing number of busi-
ness inquiries and business visitors from com-
panies seeking new sources of supply, many of
whom pointedly refer to their government's
import diversification policy."

The lesson for the United States should be clear: in developing countries,

bilateral export-import trade is inevitably linked as a matter of survival.

Our current trade relationship with the People's Republic of China rep-

resents a particularly important example of the possible adverse effects of

our import policies on our export potential. U. S. exports to the PRC in 1979

totalled 1.7 billion dollars, including over one billion dollars worth of grain

and over 240 million dollars in pipe and oil/gas equipment. The Commerce Depart-

ment projects that by 1985, U. S. exports will exceed 5.3 billion dollars.

Our export potential to the PRC is enormous; the PRC wants and desperately needs

our products. Yet the trade c¢'mate between the two countries was nearly soured

by protracted textile negotiations because the United States insisted that the

PRC accept quantitative restrictions on its exports at levels normally expected

of a country of five million, not a billion people. This position was not only

totally unreasonable on its face, but it also ignored the fact that the PRC

//
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experienced an unfavorable balance of trade with the United States in excess

of one billion dollars in 1979 -- an enormous amount for any country at an

early stage of development. In a practical economic sense, the United States

...- -is-severely constricting the principal source of foreign exchange by which the

PRC can purchase U. S. products.

Even if we chose to ignore the contradiction of our export and import

policies vis-a-vis the PRC, they do not. This was made abundantly clear in

comments of Chinese officials, following an unsuccessful round of textile nego-

tiations earlier this year, who suggested that the Chinese government might

eventually be forced to reduce purchases of cotton, wheat, aircraft and oil-

drilling equipment as a result of the lack of foreign exchange and the US-PRC

trade imbalances. As noted above, in 1979 our exports of these and similar

items to the PRC totalled over $1.7 billion. Clearly, it was not rational

trade policy to threaten this trade over a few thousand dozen man-made fiber

sweaters. The final textile agreement between the United States and the PRC

is reported to have allowed for increases over previously imposed unilateral

restraints but below actual trade levels achieved. To-the extent the United

States limits the growth of PkC textile and apparel exports, it also limits

U. S. exports of agricultural and high technology exports to that country, as

well as cotton, synthetic fiber and textile machinery.

The linkage between exports and imports is not limited to Korea and the PRC.

Increased exports of oil from Mexico have enabled Mexico to expand its imports

from the United States as part of its long term development plans. The resulting

increased U. S. exports include not only high technology items, but also certain

steel products in which the United States remains internationally competitive.
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Similarly, in the case of Brazil, as U. S. imports of goods from that country

have increased, so have U. S. exports to that country. In both instances our

trade balance with other countries has been favorable in recent years. (Table 10)

U. S. export policy is not the only victim of our shortsighted import

policies; so is our adjustment assistance program. An effective adjustment

assistance program is an essential element of any successful industrial policy.

Hardships to workers must be minimized when jobs are affected by restructuring

and adjustment, whether trade related or otherwise. This means protecting

people, not specific jobs in inefficient and noncompetitive firms. American

workers must be reassured that industrial adjustment will not reduce the number

of jobs, but will increase them, and will provide greater opportunities for

higher paid Jobs. Also, workers must be reassured that when jobs are affected,

they will have effective adjustment assistance. This means above all, training

for higher skills, as well as adequate compensation, or relocation aid. However,

because we focus our attention on preserving the status quo through protectionist

trade policies, we have failed to co it ourselves to the establishment of a

truly effective system of trade adjustment assistance. We need to reverse these

policies if we are to succeed in reinvigorating our economy.

The United States must become internationally competitive. The full potential

of this nation will never be achieved if we persist in sectoral policymaking and

fall to restructure the nation's productive functions.

VI. A NATIONAL C~O(ISSION

The role of trade policy in an "Industrial policy" and the elements of a

trade policy appropriate in an overall plan for economic redevelopment are subjects

which require careful study. AIA strongly recommends that a Comission on Trade
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and Induattial Policy be formed to undertake Just such a study.

The Cou mLsion should address the wide-range of our domestic and inter-

national economic policy issues: The diretlon our industries are moving in;

the needs of our citizens both as consumers and as workers; the problems of

inflation. Among other areas of study we suggest the following:

1) An international trade policy which not only effectively

promotes U. S. exports but also takes advantage of the benefits

to coerce and U. S. exports of minimizing restrictions on imports;

2) The development of an industrial policy which encourages

adjustment to competitive products and services and minimizes pro-

tection for non-competitive industries;

3) An identification of product sectors in international

trade in which the United States should emphasize the development

of a competitive advantage and those from which we should consider

shifting away;

4) The development of a conscious program of incentives for

research and development and for investment and savings;

5) Meaningful adjustment programs for the labor force -- one

which protects workers, not jobs;

6) An examination of the role of tax policies which discourage

adjustment and hamper our international marketing efforts;

7) The examination of the viability and appropriateness of

unilateral imposition of the strictures embodied in the Foreign

Corrupt Practices Act which place U. S. exporters at a disadvantage

and the feasibility of a multilateral approach to these problems;
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8) The severe limitations on trade policymaking which

result when - due to removal of most administrative discretion -

effective control over such trade restrictions as antidumping

and countervailing duties are permitted to shift to narrow

segments of the private sector;

9) An examination of other problems created by new anti-

dumping and countervailing duty law and the possibility of a

unitary import relief statute based on the concept of serious

injury;

10) The ways in which our educational systems may be improved

to provide a generally better quality labor force, to be inter-

nationally competitive in science and mathematics teaching, and

to strengthen our language and social studies teaching to improve

our international marketing capacities;

11) An examination of our transportation system and its

ability to move international and intermodal shipments as well

as carrying basic commodities such as grain and coal for export; and

12) -Cnsideration of the government organization needed to

maintain adequate trade and industrial policies.

Comissions in the past have performed a valuable educational function in

the trade area but even the Report of the Williams Commission in 1971 has become

outdated by the overwhelming-changes in the world trade economy. As these remarks

thus far have suggested, U. S. trade policy far too often focuses on short-term

narrow iss'aes, and far too often neglects the broader long-term implications of

those policies. It is necessary that this nation change its focus. The Comission

J
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AlA proposes would serve an important function in shifting our trade policy

orientation to the long-term and the broad scope.

A commission should not address just government policymakers; it also

should write a report for the general public which would serve as the beginning

of a campaign of education on the benefits of trade. AIA is concerned over

the depth of public misunderstanding of trade issues. The findings of a recent

poll by the Roper Organization for the League of Women Voters Education Fund,

entitled "Public Perceptions of World Trade" are astounding. Roper found, for

example, that 29Z of the public believe the United States is nearly or completely

self-sufficient; that 49% believe the American standard of living would be about

the same or better if we stopped buying from or selling to other countries;

and-most incredibly--that almost as many Americans (71%) favor restrictions

on exports as favor restrictions on imports (812). Clearly the national leader-

ship must educate the public about the real effects of international trade.

An industrial policy which includes trade will not be successful if based on

such inaccurate perceptions.

The New York Times/CBS News Poll published June 26, 1980, found that only

19Z of the American public favors "lower prices at the cost of some domestic

unemployment." The issues the nation faces in trade cannot, however, be accu-

rately summarized in such an oversimplified notion that there must be unemployment

in order to benefit from low-cost imported goods. The real trade issue is

whether the United 3tates can maintain an efficient and growing industrial base

which creates new and better jobs without the healthy pressure of free and fair

competition. The national leadership has the responsibility not only for the

development of such an industrial base but also to see that the American public

understands the real choices.
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VII. GOVERNMENT POLICYMAKING STRUCTURE

Among the questions which the Comission we propose should address is

whether the current institutional framework governing trade matters in the

United States is capable of developing the long-term policies and planning

necessary to deal with the issues discussed above. While it is far too early

to make any definitive judgments about the new agency structure emerging from -

the recent reorganization, AIA believes that it will, probably yield mixed results.

Perhaps most relevant to our testimony is that the reorganization did not address

the development of coordinated industrial and trade policies.

On the subject of reorganization, AIA supports the reorganization plan's

concept of establishing the U. S. Trade Representattve as the central policymaker

for-trade matters and principal coordinator for the various agencies with trade

responsibilities. ALA is concerned, however, as to whether USTR will be able to

function, as planned, in the role of overall leader in the area of trade policy.

To function in such a role, USTR must be able to exercise some control over the

programs and actions of the administering agencies. The separation of USTR's

responsibilities for policy formulation from trade administration raises serious

questions as to whether USTR will be able to conform agency actions to the policies

USTR develops. In this regard, AIA shares the concern of Senator Stevenson who

has remarked:

Policymaking bodies void of implementing
authority tend to atrophy;- Moreover, cour-
partmentalization of "policy" and "inple-
entation" may work in the flow charts at-

OMB, but in reality "policy" tends to evolve
from agency operation at least as often as
it devolves on t~em.

I



380

Ambassador Askew, the current Trade Representative, is a responsible and

forward-looking trade official, whose views on the need for expanded exports

and the dangers of protectionist policies we find greatly encouraging. Importers

hope that the policies and guidelines put forward by Ambassador Askew will be

implemented within the government. Giyen the pitfalls inherent in the current

framework for trade policy, we are not optimistic that this will always be the

case.

The U. S. Trade Representative also must play an integral role in the

development of related industrial policies, and must have the institutional clout

separate from his degree of influence with the President to ensure their imple-

mentation. The present organization may not be adequate for this purpose as well.

AIA's feelings about the new and expanded roles of the Department of Commerce

in the trade are somewhat mixed. The internal reorganization of the Co nerce

Department should serve to enhance the attention and priority given trade by ex-

panding staff and by placing trade functions under the control of high level

administrators. We are particularly pleased that the reorganization places both

the commercial attaches transferred from the State Depfrtment and the counterpart

U. S. field offices under a single office within the Department. This provides

a rational framework for export promotion activities and provides a more efficient

chain of communications within government and between government and industry.

It is also imperative that these functions be adequately funded.

AIA is less pleased with Commerce'a new jurisdiction to administer-the import

laws, particularly the antidumping and countervailing duty laws. We are concerned

that Comerce's traditional role as an advocate of domestic business may conflict
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with its responsibilities as an unbiased adjudicator of competing claim in

these cases. We reserve our judgment on this matter as it is far too early to

determine whether our fear is justified.

We are also concerned about the absence of input which the Trade Representative

is allowed in antidumping and countervailing duty cases under the existing

structure. Although by law the Secretary of Commerce is required to consult with

the USTR in carrying out his functions under these laws, the President has Indi-

cated that the USTR may not interfere with Commerce determinations in antidumping

-and countervailing duty cases. If the USTR may not require that its standards

and interpretations be followed in individual cases, what realistic authority

over antidumping and countervailing duty statutes does it have?

This concern is heightened by the fact that although USTR has authority for

negotiations involving the suspension of antidumping and countervailing duty pro-

ceedings, only the Secretary of Coierce can accept the assurances which serve as

a basis for suspending such investigations. While we hope that as a practical

matter USTR will becou- involved in critical cases involving allegations of dumping

or subsidies, we feel that the discretion which USTR may exercise in achieving

pragmatic solutions may be severely limited.

VII. TRADE POLICYMAKING BY THE PRIVATE SECTOR

AIA's chief concern in the ared of antidumping and countervailing duty,

however, is with the new laws themselves, which we consider to be highly anti-

competitive and protectionist. The new laws are excessively legalistic, and

leave no room for even the most basic considerations of broader trade policy.

The new procedures limit Executive discretion and flexibility; they shift

.68-426 0-80-25
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initiative and control of antidumping and countervailing duty proceedings away

from the government to narrow private interests. The government has become a

prisoner of its own regulations with very little room left for the use of govern-

ment discretion to implement trade policy in the national interest.

We have already seen the disastrous effects of these new laws in one of

the first-cases brought under them - the U. S. Steel Corporation antidumping

action against steel imports from seven of our European allies. With steel ex-

ports to the United States from these countries exceeding one billion dollars

annually, the Administration recognizes that antidumping proceedings are inappro-

priate for resolving the steel trade issue. Hence, the Administration previously

had instituted the trigger price mechanism, itself a form of protection, but

one generally accepted by all parties. U.S. Steel was able to scuttle the TPM

system through initiation of the antidumping proceedings -- contrary to the desire

of the rest of American industry generally, contrary to the wishes of the Admini-

stration, and contrary to the national interest.

The Administration is currently grappling with the problem of trying to

overcome the inflexible and extremely harsh all-or-nothing result of the anti-

dumping laws. Various proposals including a new TPH and some sort of quantitative

restrictions are being contemplated by the Administration, yet it has extremely

limited authority to Implement these solutions under our laws. Under the new

system, the U. S. Steel Corporation is able to say when and if a negotiated

resolution of this matter can occur, and thus far it has refused to allow a

resolution, despite the damage which its actions are causing our trade relations

with these countries. That a single domestic company can blackmail the Government

and exercise veto power over crucial, sensitive trade matters affecting our most
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Important allies is a damaging condmnation of the antidumping and countervailing

duty system as it presently exists.

Such a system is the antithesis of a rational trade and industrial policy.

The new laws also show a marked protectionist bias, which encourages domestic

interests to initiate antidumping and countervailing proceedings, even with

weak cases. Our principal concern, in this regard, is the shortened time periods

in which Commerce is required to make preliminary determinations. Given the

extraordinary complicated process of review and analysis required in these

cases, it is quite likely that in many instances Commerce will be unable to per-

form these functions adequately. Since it is highly unlikely that the benefit

of the doubt in these cases will be given to affected foreign producers or gov-

ernaents, an increased number of affirmative preliminary determinations are likely.

This in turn subjects the affected foreign produced goods to suspension of liqui-

dation and bonding requirements, creating serious disincentives for importation

of these products.
I

In addition, the new law allows domestic interests to appeal negative

determinations, but does not allow affected foreign producers to appeal affirma-

tive preliminary determinations. Thus, the new law increases the likelihood

that antidumping and countervailing duty cases will be brought as harassment

and that import restrictions will result.

Numerous other protectionist elements exist in the new antidumping and

countervailing duty laws. The provisions allowing petitioners to invoke

"critical circumstances" by alleging "massive" imports of dumped or subsidized

merchandise raises the real possibility of retroactive suspension of liquidation

for the first time; the new settlement procedures create so much commercial
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material injury and the standard of causation are uncertain and in early ITC

cases appear to be overly restrictive; the concept of subsidy has been expanded

by limiting the adjustments that may be made to the gross subsidy to calculate

net benefit or net subsidy; disclosure of confidential information under pro-

tective order is broader for information submitted principally by foreign pro-

ducers to Commerce, than for information submitted pzincipally by domestic

producers to the International Trade Commission; the use of constructed value

and discretion to compute foreign market value has been expanded.

We are also concerned about the United States' interpretation of Article XIV

of the Subsidies Code. As we understand it, the United States is refusing to

accept developing countries as "countries under the Agreement" in the absence

of a commitment by LDC signatories that they will reduce or eliminate export

subsidies. This would deny the material injury provision of the countervailing

duty law to these countries in spite of the clear intent of the Subsidies Code

that material injury must be shown to exist prior to the application of counter-

vailing duties. We consider this seriously inconsistent with the spirit of our

international obligations and a detriment to the aspirations of developing

countries. We strongly urge that the United States apply a material injury

standard in countervailing duty cases to all signatories to the Code, and that

it not make unilateral determinations with regard to the obligations of lesser

developed countries under the Code.

The multitude of shortcomings in the antidumping and countervailing duty

laws which we have described represent a significant protectionist bias which

Congress should correct n amending legislation. At a minimum, there must be



385

correction of the fatal absence of procedures for policy input and administrative

flexibility in antidiping and countervailing duty cases which leaves the United

States vulnerable to the whims of narrow interests and without power to prevent

the resulting deterioration of our trade relationships. We believe the procedures

in the escape clause proceedings, which allow the President to reject ITC recom-

mendations subject to Congressional override, provide a reasoned and balanced

system for protecting private rights without neglecting national interests.

AIA recommends that Presidential discretion on the basis of national interest,

similar to escape clause procedures, be adopted into law for antidumping and

countervailing duty proceedings.

The Antidumping Act in particular has become an administrative monstrosity.

In addition to the procedural matters discussed above, calculations of the elements

involved in less than fair value determinations have become extraordinarily com-

plicated and arbitrary. They bear little or no relationship to commercial prac-

tices or accounting procedures. We-venture to say that few foreign exporters

really know whether they are dumping or not. The findings are often capricious,

depending upon technicalities of methods of sale and particular business practices

in foreign countries. The most obvious examples are considerations of exchange

rate where a foreign exporter may be maintaining a constant price in the United

States market and find, simply because of changes in exchange rates, that he has

become a "dumper." Similarly arbitrary limits on price adjustments for differences

in circumstances of sale in the U. S. and home markets, such as selling commissions

and advertising costs, may result in a finding of dumping when no dumping was

intended and when, in practical terms, uto dumping occurred.

/
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Time does not permit a complete analysis of what is wrong with our anti-

dumping law, but these considerations at least suggest that a whole new look

should be taken at the antidumping concept, whether or not the United States

becomes committed to a policy of reindustrialization. What real difference

does it make to the United States what the price of a product is in the home

market of the manufacturer? What we should be concerned with is the price in

the United States market and whether the resultant volume of imports is injurious

or not.

AIA submits that any fair, impartial analysis of these laws would deem them

in principle anti-competitive, pro-restrictive, protectionist and unfair. Conduct

that is permitted in domestic commerce is condemned by the antidumping laws solely

because it is international in nature. What is involved essentially is a con-

demnation of differential pricing, specifically that sales for export at prices

below those of the home market are "unfair."

But why should differential pricing between markets be prohibited in the

first place? Why is differential pricing across the Rio Grande or St. Lawrence

Rivers "unfair", but differential pricing across the Mississippi, the Ohio or

the Potomac not?

A secondary premise of the antidumping laws is that international sales

below cost of production also csn be "unfair", yet in recent years, companies

such as Chrysler, Bethlehem Steel and Lockheed have operated at losses, and there-

fore, presumably have sold their products below the cost of production. This may

be very undesirable from their perspective, but is it "unfair"? If it is not,

why is it unfair for a foreign exporter to do the same thing?
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Differential pricing and sales below cost of production are not Inherently

and essentially evil or immoral. Nevertheless, the U. S. has attached emotionally-

laden, pejorative labels to this conduct -- labels like "unfair" and "dumping".

But the conduct to which those labels apply usually is rather ordinary in every-

day commerce. It is not conduct that is responsible for the economic problems

of this country.

We suggest that the Committee take a serious look at tiAntdumping Act

and consider again whether it would not be far preferable to have a unitary

statute based upon the concept of serious injury, where pricing of imported

goods would become an element in the consideration of injurious impact.

There is really no need in our view for the labyrinthian procedures involved

in determining fair value, or little sense in the tortured and arbitrary analysis

of accounting data which is involved. Whether exports are priced at below cost

or at below home market price is irrelevant. What is relevant is whether imports

are causing serious injury. We believe that no other inquiry other than that of

injury is really required in order to afford legitimate protection to American

industry.

We voice these concerns because of our fears that with the new antidumping

provisions, importers will be faced with a multiplicity of cases which affect

a large portion of our international trade. The nation is now seeing the begin-

nings of what could become an "antidumping war" as the steel cases continue and

Europe proceeds in its cases against fiber, textile and chemical imports from

the United States.
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The Safeguard proceeding (Section 201 of the Trade Act) already provides

a reasonable system of import relief to assist temporarily domestic industries

seriously injured by imports, irrespective of the price of those imports.

This proceeding recognizes the seriousness of import restraint. Thus, it'

requires that imports be a substantial cause of serious injury before import

relief may be granted. The safeguard proceeding recognizes that import re-

straints are intended to be temporary in duration, in effect only for the

minimum period of time necessary to allow the affected domestic industry to

undertake necessary competitive adjustments. The escape clause proceeding also

is non-discriminatory in application. Except in unusual circumstances and through

a process of negotiations, restricti.s against imports of a specific country

or countries may not be granted. Also, as noted above, escape clause proceedings

provide the President with discretion to reject relief_i f contrary to the

national economic interest while providing for Congressional override.

AIA supports the Administration's efforts to extend the principles of

the escape clause internationally through negotiations of a Safeguards Code.

We are completely opposed, however, to any safeguard which would allow the

unilateral application of relief on a discriminatory, selective basis. We

--believe that such application, as in our own law, should be allowed only if

it is negotiated with the exporting country or countries involved and only if

it is clearly established that it is the exports of that country or those

countries which caused the injury.

In the case of United States law, import relief takes place only after a

thorough investigation with an opportunity for all parties to present evidence

and to argue their point of view. While it would be difficult to ensure that
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all countries seeking to invoke such provisions had similar procedures, we

believe that at least the attempt should be made (as we understand it has been

made in Geneva) to accomplish that end.

We do not believe that the time has come when nations will surrender their

sovereignty to an international body which would make binding determinations.

Nonetheless, we believe that the idea of surveillance by an international body

should be acceptable. Since the United States has completely transparent pro-

cedures in the safeguard area, we should not hesitate to subject our findings

to such review and comment. It would certainly make sense if we could ensure

that other importing nations similarly subjected their findings to international

review. We strongly support Ambassador Askew's testimony before the Ways and

Means Committee on June 26, 1980, that structural improvements are needed in

the world trading system and that the GATT "must be made the genuine international

trade organization the world long has needed -- an institution by design and

not by default." We believe that the present trading system is tilting too far

towards a rule by power and away from a rule by law.

IX. PROTECTIONISM AND AN INDUSTRIAL POLICY

Our testimony today is intended to emphasize a fundamental idea. The United

States needs to review and revise its trade policies to make them consistent with

other industrial policies designed to encourage and support our country's eco-

nomic restructure and revitalization. Also, as a beginning step, we must com-

pletely revise our antidumping and countervailing duty laws, to eliminate their

protectionist bias, and to provide government officials with the flexibility

and discretion essential for the administration of trade matters consistent with

our broad national economic interest. Under the existing uncertain domestic

and international economic situation, these changes are absolutely essential.
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As we stated at the outset, the international trade environment is

entering a new and delicate phase. Despite the self-congratulatory rhetoric

accompanying-the conclusion of the Tokyo Round of the MTN, the negotiations

themselves were at best a holding action, and the post World War II inter-

national trade order shows signs of increasing instability. Worldwide problems

of inflation, high energy costs and slow growth have created an uncertain

international environment in which all economic institutions are strained.

Trade itself is not the problem. Trade did not raise the price of oil.

Trade did not lower productivity. On the contrary, trade has made these pro-

blems more manageable by generating resources to purchase oil and creating

competition to spur productivity.

Trade relations are severely affected by these problems, however. Pro-

tectionism always grows more attractive during troubled times. However, as

Ambassador Askew has so wisely suggested, the pressure for protectionism is

understandable but self-defeating. Ambassador Askew went on to say:

If used as a crutch against legitimate competition,
protectionism would shield and prolong inefficient
production, increase inflation, decrease our stan-
dard of living, and generally cause us to continue
our descent into a less competitive position inter-
nationally.

The threat of protectionism in a number of important product sectors is

now endangering our trade relationships worldwide. The most publicized, of

course, are steel, automobiles, and textile products.

We have already noted that the current trade crisis in steel was brought

about by the actions of a single company, contrary to the wishes of the rest

of the steel industry and our government. But what is perhaps most frightening
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about this situation is that everyone was aware of what was happening,

everybody wanted to avoid the situation, yet no one was able to because of

the rigidities of the Antidumping Act. The steel industry itself knows that

its problems are rising raw material prices, its failure to shift to new tech-

nologies, and rising labor costs. The problem is not imports from Europe,

which have not grown in recent years and which represent less than 5% of the

domestic market. The European countries will not be content to know that re-

strictions imposed on their exports technically satisfy our antidumping laws.

There is no question that if restrictions are imposed, these countries will

find some way to retaliate.

The situation in automobiles is similar. The Japanese did not force the

big three automakers to continue building over-sized automobiles despite the

quadrupling of world oil prices in 1973. The Japanese did not artificially

restrain the price of gasoline in the U. S. market to delude the American

people about the necessity of gasoline conservation. The Japanese did not

raise interest rates in the United States to the point where it was impossible

to finance automobile purchases. Imports are not the essential problem, and

restraining imports will not provide a real solution. Nor will pressuring the

Japanese to build automobile facilities in the United States, which will begin

production five years from now, after the American automobile industry has

undergone its process of adjustment, improve the industry's current economic

difficulties. The difficulties of the automobile situation contribute greatly

to a strained U.S. - Japan trade relationship, and give credence to Japan's

perception that trade liberalization is intended to be a one-way street. As a

result, our efforts to open up Japan's markets and reduce trade barriers in

such areas as telecommunications are met with responses pointing to Japants own
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domestic political pressures. Unlike the steel case, the automobile case was

brought under an appropriate statute -- the escape clause. -If the ITC finds

that imports are a substantial source of serious injury to the domestic auto-

mobile industry, appropriate relief can be granted -- flexible, temporary,

non-discriminating. However, the recent request of President Carter for the

ITC to accelerate its investigation of automobiles, while not contrary to law,

raise the specter of Administration political pressure on the ITC to compromise

its objectivity for election year considerations. Fortunately, the ITC rejected

the President's request.

The automobile question is reaching a crucial stage, and the manner in

which our government reacts will have an important bearing on our future trade

relations. If the ITC finds relief to be appropriate, the President's deter-

mination on the form and amount of import relief also will have a strong in-

fluence on the overall state of U.S./Japan trade relations. Again, a strong

politically oriented response will inevitably have severe adverse repercussions

on trade relations between the two countries, and on the international trade

environment.

Thus far in both the steel and automobile disputes our government is not

the principal problem. In both instances, the Administration has maintained a

reasonable and firm position against trade restrictions. The same cannot be

said for the Administration's actions in the textile and apparel area. Textiles

are the most regulated and restricted of all products in international trade.

Yet the pressure for increased protection is insatiable. Unfortunately our

government's reaction to these pressures has been to collapse acquiescently

at every possible occasion.
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We always seem to be confronted by textile problems. Yet the so-called

White Paper is both a cause and a symbol of the severity of our present diffi-

culties. The White Paper represents the model for a failed trade and industrial

policy.

The White Paper commits the Administration to the textile and apparel

industries health and growth. However, as noted above, particularly in the

apparel industry, health and growth are not synonymous or even complimentary.

The apparel industry can be healthy only if it adjusts to import competition,

which will result in a competitive and productive industry, but one which is

somewhat contracted. We are not unmindful of the difficult social problems

involved in any adjustment process. However, as the Business Week exposition

of reindustrialization (June 30, 1980) recognized, adjustment of this sort is

the only rational policy for the apparel industry:

This is another target for selective
shrinkage. For the U.S. to produce,
as it does, 90Z of its apparel is an
economic absurdity sustained only by
the strongest protectionist measures.

The White Paper also served as a principal justification for last year's

sorry spectacle of our Government pressuring the major textile supplying coun-

tries to further restrict their exports, contrary to the provisions of existing

bilateral agreements, and contrary to the Multifiber Arrangement. How can the

United States insist upon adherence to the GATT codes when we ourselves under-

mine the KFA?

We fear that the worst is yet to come. In this election year, pressure

is mounting for this country to support regressive changes in the NFA at its

renewal next year. The concept of a globalization and other changes being
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sought by the domestic apparel and textile industries threaten the very foun-

dation of the MFA. This can only lead to a breakdown in negotiations for

extension of the MFA and the international textile trade order. We strongly

urge that these pressures be resisted and that the HFA be renewed in its present

form without a reasonable departures clause and with full adherence by the United

States.

X. CONCLUSION

Trade policy is an area where private and public interests often come

into conflict. Our government must have sufficient discretion and flexibility

to protect private rights yet balance them with the competing broader public

interest. We at AIA see the current trade policy framework as lacking the

flexibility and discretion to perform this function properly.

The United States clearly faces a need to adjust to the domestic and

international economic changes of the pest decade. AIA believes that an

integrated economic and industrial policy which recognizes international trade

as an integral and growth-productive part of the domestic economy offers the

United States the most successful path to economic health for the remainder

of this century.
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TABLE 1

U.S. MERCHANDISE-TRADE BALANCE Y 1970-1979
(Billions of dollars)

PERIOD

1970

1971

1972

1973

1974

1975

1976

1977

1978

1979

MERCHANDISE
EXPORTS

42.5

43.3

49.4

71.4

98.3

107.1

114.7

120.8

142.1

182.1

MERCHANDISE
IMPORTS

39.9

45.6

55.8

70.5

103.7

98.0

124.1

151.7

175.8

211.5

MERCHANDISE
BALANCE

2.6

-2.3

-6.4

.9

-5.4

9.0

-9.4

-30.9

-33.7

-29.4

I/ Balance-of-Payments Basis.

Source: U.S. Department of Commerce, Bureau of Economic Analysis.



TABLE 2

U.S. MERCHANDISE TRADE3BALANCE BY MAJOR PRODUCT GROUPING
(Values in Millions of U.S. Dollars, FAS)

1970-1979

1970 1971 1972 1973 1974 1975 1976 1977 1978 1979

U.S. Merchandise Exports 43,224 44,130 49,778 71,338 98,506 107,652 114.992 120,163 14i,126 178,578
Foods. Feeds & Tobacco 5.058 5,076 6.569 12,938 15,233 16,792 17,234 15,950 2C,604 24,582
Crude Materials and Fuels 6,693 6,441 7.090 10,735 15.801 15,198 16,095 18,335 2C,957 28,216
Manufactured Products 30,840 31,974 35.3?0 46,573 66,110 74,113 79,990 83,678 94,535 116,676

U.S. Merchandise Imports 39,9522 45,5632 55.5822 69.4762 110.251 96,116 120,678 146.817 171,978 206,327 CO
Foods. Feeds & Tobacco 6.230 6,404 7,379 9,236 10,708 9,922 11.892 141513 15,742 17,737 CO
Crude Materials and Fuels 6.382 7.269 8,639 13.446 32.064 32.596 41.478 52.769 51,901 71,452 o
Manufactured Products 27,340 31,890 39,366 46,794 57.479 53.597 67,321 79.896 10C,317 112,234

U.S. Merchandise Trade Balance 3.272 -1.433 -5.804 1,862 -1,745 11.536 -5.686 -26,654 -30,852 -27,749
Foods. Feeds & Tobacco -1,172 -1.328 -810 3.702 4,525 6,870 5.342 1.797 4,862 6,845
Crude Materials and Fuels 311 -828 -1,749 -2,711 -16,263 -17.398 -25,383 -34.434 -30,944 -43,236
Manufactured Products 3.500 84 -4.046 -221 8.631 20.516 12,669 3.782 -5,782 4,442

1 Census Data Basis.

PAS values not available; data are on customs value basis.

Source: U.S. Department of Commerce: Highlights of U.S. Export and Import Trade, FT990, various issues.



TABLE 3

ALTERNATE MEASURES OF U.S. TRADE BALANCE _/ TAKING OIL IMPORTS INTO ACCOUNT, 1975-1979

(Values in Millions of U.S. Dollars, FAS)

1975 1976 1977
1978 1979

Nonoil Trade Balance
U.S Merchandise Exports
U.S. Mechandise Imports, Excluding Crude Oil and
Refined Petroleum Products from All Countries
Nonoil Trade Balance

Non-OPEC Trade Balance
U.S. Merchandise Exports, Excluding Exports to OPEC

I U.S. Merchandise Imports, Excluding Imports from OPEC
Non-OPEC Trade Balance

Nonoil/Non-OPEC Trade Balance
U.S. Merchandise Exports, Excluding Exports to OPEC
U.S. Merchandise Imports, Excluding Crude Oil and
Refined Petroleum Products from All Countries
Nonoil/Non-OPEC Trade Balance

107,652 114,992 120,163 143,663 181,80271.307 88,892 105,434 13 ,874 150,281

36.345 26,100 14.729 10,789 31,521

96,887 102.474 106,144
79,033 95,661 113,787
17,854 6,813 -7,643

124,340136,398
-12,058

163,318157,650
5,668

96.887 102,474 106.144 124,340 163,318
71.307 88,892 105,434 132,874 150,281

25,580 13,582 710 -8,534 +13,037

1/ Census Data Basis.

Source: U.S. Department of Commerce, Highlights of U.S. Export and Import Trade, FT990, various issues.

0
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TABLE 4

PETROLEUM CONSUMPTION ON MAJOR FREE-WORLD INDUSTRIALIZED COUNTRIES

1978-1979

(Thousands-of Barrels Per Day)

Total International
Energy Agency,(IEA)

Period Membership A"

1973 34,050

1974

1975

1976

1977

1978

1979

32,850

31,700

33,600

34,810

35,750

35,800

United
States

17,308

16,653

16,322

17,461

18,431

18,847

18,434

IEA Members,
Excluding the
United States

16,742

16,192

15,378

16,139

16,379

16,903

17,366

Japan5 _
5,000

West
Ce r any
2,693

4?872 2,408

4,568 2,319

4,786 2,507

5,015 2?478

5,115 2,596

5,170. 2,664

I/ The 20 signatory nations of the International Energy Agency (IEA) are;
Australia, Austria, Belgium, Canada, Denmark, Federal Republic of Germany,
Greece, Ireland, Italy, Japan, Luxembourg, Netherlands, New Zealand, Norway,
Spain, Sweden, Switzerland, Turkey, United Kingdom, and United States,

- Except for the United States, inland consumption excludes bunkers, refinery
fuel, and losses.

2/ Excludes liquified petroleum gases and condensates.

Source: U.S. Department of Energy, Monthly Energy Review, July, 1980
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TABLE 5

PER CAPITA PETROLEUM CONSUMPTION
IN MAJOR INDUSTRIALIZED COUNTRIES - 1978

(Barrels Per Capita Per Year)

Country Barrels Per Capita/Year
United States 31.5
Japan 16.4
West Germany 18.1
France 14.8
United Kingdom 12.5
Canada 26.8
Italy 13.9

Source: U.S. Department of Energy Informution Administration 1979
Annual Report to Congress Vol. II. January 1980



TABLE 6

U.S. CURRENT ACCOUNT BALANCE 1_/ 1970-1979

(Billions of Dollars)

Merchandise Trade

Services

Net Transfers

Current Account
Balance

1970

2,603

3,020

-3,294

1971

-2,260

4,528

-3,701

2,330 -1,434

1972
-6,416

4,476

-3,854

1973

911

10,111

-3,881

1974

-5,343

14,652

-7,187Z/

-5,795 7,140 2,124

1975
9,047

13,846

-4,613

1976
-9,306

18,688

-4,998

1977
-31,503

22,039

- 4,605

1978

-33,759

24,555

- 5,055

1979
-29,469

34,347

- 5,666

18,280 4,384 -14,068 -14,259 - 788,

NOTE: Totals may not add due to rounding.

1/ Balance of Payments Basis

2/ Inflated by extraordinary transactions with India.

SOURCE: U.S. Department of Commerce,
Bureau of Economic Analysis.



TALE 7

INDUSTRIAL PRODUCTION-MAJOR MARKET GROUPS AND SELECTED MANUFACTURES

(1967=100, seasonally adjusted)

DURABLE MANUFACTURES

Primary
Metals

Iron
and

Total Steel

106.6 104.7

111.1
119.9
121.2

103.8
113.2
113.2

Fabicated
Metal
Products

102.4

131.0
141.6
148.5

Non-
Electrical
Machinery

104.4

143.6
153.6
163.6

Electrical
Machinery

108.1

145.4
159.4
175.0

Transportation
Equipment

motor
Vehicles
^nd

Total Parts

89.5 92.3

122.2
132.5
135.3

161.1
169.9
160.0

NON-DURABLE MANUFACTURES

Apparel
Products

101.4

134.2
134.2
130.7

Printing
and

Publishing

107.0

127.6
131.5
136.9

SOURCE: Board of Governors of the Federal Reserve System

Period

1970

1977
1978
1979

Lumber
and
Products

Period

1970

1977
1978
1979

105.6

131.2
136.3
136.9 0

Chemicals
and

Products

120.4

185.7
197.4
210.4

Foods

108.9

138.8
142.7
147.9



TABLE 8

U.S TRADE BALANCE 1 in R&D-INTENSIVE AND NON-R&D-INTENSIVE MANUFACTURED PRODUCT GROUPS 1960-1977

(Dollars in millions)

R&D-intensive

Export Import Balance

Non-R&D-intensive

Riort

1960 ........... $
1961 ...........
1962 ...........
1963 ...........
1964 ...........
1965 ...........

1966 ...........
1967 ...........
1968 ...........
1969 ...........
1970 ...........
1971 ...........

1972 ...........
1973 ...........
1974 ...........
1975 ...........
1976 ...........
1977 .
1978 . .....
1979 2:..

Exports less imports

2 Estimates based on National Science Foundation definitions

SOURCE: Department of Commerce, Domestic and Inter-
national Business Administration, Overseas Business
Reports August 1967, April 1972, April 1977 and June 1978.

Science Indicators-1978

Year Balance

5,891
6,237
6,720
6,958
7,970
8,148

$ 7,597
8,018
8,715
8,975

10,267
11,078

12,174
13,407
15,312
16,955
19,274
20,228

22,003
29,088
41,111
46,439
50,830
53,169
63,908
79,126

7,996
8,817
9,775

10,471
11,722
11,727

11,012
15,101
23,873
29,344
28,964
27,627
29,566
39,309

$ 1,706
1,781
1,995
2,017
2,297
2,930

4,178
4,590
5,537
6,484
7,552
8,501

10,991
13,987
17,238
17,095
21,866
25,542
34,342
39,817

$ -179
-12

-691
-765
-678

-2,027

-3,325
-3,729
-6,581
-6,698
-8,285

-11,698

-15,039
-15,370
-15,573

-9,474
-16,499
-24,378
-35,373
-34,837

$ 4,962
4,730
4,940
5,284
6,121
6,281

6,913
7,437
8,506
9,830

10,069
10,215

11,737
15,643
22,412
24,511
26,411
27,284
30,637
37,550

$ 5,141
4,742
5,631
6,049
6,799
8,308

10,238
11,166
15,087
16,528
18,354
21,913

26,776
31,013
37,985
33,985
42,910
51,662
66,010
72,387

sb.

Balance Exnnyt Twavwt

I



TABLE 9

U.S. IMPORTS OF NON-COMPETITIVE PRODUCTS 1970-1979
(Vales in Millions of U.S. Dolars FAS)

1972 1973 1974 1975 1976 1977 1978 1979

Agricultural Products:
Green Coffee
Cocoa Beans

Fuels & Lubricants

Manufacturering:
Steel Making and Ferro-alloying
Materials (unmanufactured)

Major Non-ferrous metals.
crude and semifinished

i
Miscellaneous Nonferrous metals,
crude and semifinished
Nonmetals Associated with
Durable Goods Output. unfinished

Consumer Durables (unmanufactured)

Canadian Auto Trade

Total Noncompetitive Imports

Total U.S. Merchandise Imports

Share of Total Imports Accounted for
by Imports of Noncompetitive Products

1.160
201

3.0

1.168 1,182 1.566
181 151 212

3,695 4,777 8,218

1.505
317

25,513

1.561
321

26,631

2.632
358

34,598

3,910
483

44,982

3,728
667

42,906

3,820
555

60,914

734 783 863 961 1,353 1.743 1.872 1,853 1,849 2,201

1,849 1,706 2007 2,221 3.417 2.722 3.595 4,041 4,859

334 268 346 769 1.385

4,853

823 898 915 2,934 4,383.

712 708 761 1,057 1,688 1.427 1.649

526

3.584

12.163

39.952

30.4

533

4,629

13,669

45.563

30.0

724

5,264

16.075

55.582

28.9

943

5,880"

21.827

69,476

31.4

897

5.553

41.623

100,251

41.5

859

5.759

41.846

96,116

43.5

1.186

7,846

54,633

120,690

45.3

1,989 2,127 2,568

1,646

9,133

68,952

146,817

47.0

2,232

10,357

71,659

171,978

41.7

2,173

9,525

90,992

206,327

44.1

I/ Census Data Basis I

Source: U.S. Department of Commerce, Highlights of U.S. Export and Import Trade, FT990, various issues.

1970 1971

0boh.



TABLE 10

U.S. EXPORTS, IMPORTS AND TRADE BALANCES WITH MAJOR TRADING PARTNERS 1977-1979

(Millions)

1977

U.S.
Imports

29598.6
22208.5
18549.7
4694.2
6347.2
4084.4
2801.6
2240.5
2883.1
1185.0
970.8
3666.1
452.9
201.4

6499.1

X978

Balance

-3810.5
4883.2

-8020.8
127.8

-2772.1
-912.7

-70.8
249.3

-512.2
1171.3
904.4

-1868.0
1174.6

-84.0
-5540.8

U.S.
Exports

28373.7
32047.7
12885.1
6880.3
4369.9
3727.7
3684.4
2980.6
3159.8
2911.9
1883.8
2341.9
2252.3
282.0
985.4

U.S.
Imports

33525.0
29006.0
24457.7
6093.9
5307.1
3545.1
2877.4
2825.7
3746.0
1658.8
1256.7
5170.2
539.1
324.2

4709.2

Balance

-5151.3
3041.7

-11572.6
786.4

-937.2
182.6
807.0
154.9

-586.2
1253.1
627.1

-2828.3
1713.2
497.8

-3723.8

U.S.
Export s

33095.8
42582.2
17579.3
9847.2
4875.0
3931.3
1019.4
3441.6
4190.5
3616.8
2506.5
3271.3
3607.1
1724.0
631.9

Source: Highlights of U.S. Export and Import Trade, Fr990, various issues

U.S.
Exports

25788.1
27091.7
10528.9
4822.0
3575.1
3171.7
2730.8
2489.8
2370.9
2356.3
1875.2
1798.1
1627.5
117.4
958.3

1979

Canada
E. C.
Japan
Mexico
Saudi Arabia
Venezuela
Iran
Brazil
Korea
Australia
Spain
Taiwan
Soviet Union
China
Nigeria

Exports and
Imports PAS

U.S.

38099.3
33295.2
26242.9
8813.4
7983.4
5452.4
2783.7
3118.8
4046.8
2164.2
1304.3
5901.2
872.4
591.4

8161.5

Balance

-5003.5
9287,0

-8663.6
1033.8

-3108.4
-1521.1

1764.3
322.8
143.7

1452.6
1202.2

-2629.9
2734.7
1132.6

-7529.6

69.

9P.



TABLE 11

WORLD TRADE BY AREAS, 1977-1979

(Billion dollars and percentages)

Exports (f.o.b.) Imports (c.i.f.)

Value
1977 1978 1979

World, excl. USSR,
Eastern Europe,
China, etc. 1,028 1,195

Developed Countries: 718

Oil exporting
countries

Other developing
countries

1,503

861 1$056

144 143 202

Change Over
Previous Year
1978 1979

16.2 25.7

19.9 22.6

-.7 41.3

166 191 244 15.1 27.0

Value
1977 1978 1979

1,062 1,239 1,564

769 891 1,142

85 101 104

207 248 318

Change Over
Previous Year
1978 1979

16.7 26.2

15.9 28.2

18.8 3,0

19.8 28.2

USSR, Eastern I 40
Europe, China etc. -

1/ Exports, f.o.b. basis,

47 62 17.5 31.9 43 51 61 18.6 19.6

Sources: IWF, Direction of Trade Yearbook 1980.

0

-----------------------------------------------------

i



406

U. S. Council for an Open World Economy
I NO 1ORATID

7216 Stafford Road, Alexandria, Virginia 22307
2M0

(202 785-3772

Statement submitted by David J. Steinberg, president, U.S. Council
-for an Open World Economy, in hearings on U.S. trade strategy
before the Subcommittee on International Trade of the Senate
Finance Committee, August 28, 1980

(The U.S. Council for an Open World Economy is a private, non-
profit organization engaged in research and public education on
the merits and problems of achieving an open international economic
system in the overall public interest. The Council does not speak
on behalf of any private interest. The following statement focuses
on some of the Council's concerns in this policy area.)

Free-Trade Policy Needed

Current U.S. trade policy moves the nation basically, but not
consistently and dependably, toward freer and fairer international
trade. U.S. trade policy still does not feature a determined ef-
fort (a) to reduce trade barriers as quickly as possible, (b) to
limit special import restrictions to situations where these are
regarded as essential components of coherent programs of adjust-
ment aid to deserving industries, and (c) to negotiate an overall
free-trade commitment in concert with the other industrialized
countries. The recently negotiated multilateral trade agreement
is notable progress toward a more open international economic
system: but it is much less than the world's richest countries
are capable of, and it will achieve much less than the world
desperately needs.

Current trade legislation, and the use that has been made
of this negotiating authority, have, among other shortcomings,
not adequately opened export markets for the developing countries
and thus have not adequately contributed to the national export-
expansion policy widely regarded as essential to the national
interest. Neglect of the significance of the Third World as a
present and potential market for U.S. exports reveals a huge void
in the nation's understanding of what needs to be done to improve
its trade performance and overall balance-of-payments position.

The serious statutory limitations on the freeing of entry
for Third World goods have also denied the President greatly
needed tools with which to secure dependable access, at equitable
prices, to Third World raw materials essential to our national

-economic well-being. Attaining such access was declared to be a
major objective of the Trade Act of 1974. Nothing has been heard
of this objective since then from Congress or the Executive, or
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(except for our Council) from private-sector advocates of freer
world trade. The Trade Act did not provide the negotiating in-
strument needed for achieving a far-reaching partnership between
the world's major users and the world's major producers of critical
raw materials. A definitive free-trade strategy by the industri-
alized countries, together with an impressive foreign-aid policy,
are essential to the politics and the economics of such a partnership.
The tariff-preference program does not fit the bill.

A definitive free-trade strategy is also essential to stimu-
lating the most efficient, the most productive performance from
our own economy. It would spark maximum efforts to compete ef-
fectively at home and abroad and shift resources to the most pro-
ductive uses in a rapidly changing and increasingly competitive
world economy. Trade policy to date -- its zigs and zags, its
stop and go -- is an uncertain trumpet, eliciting in too many
cases an uninspired response. The effects on productivity, in-
flation and our overall competitiveness have been unfortunate.
A free-trade premise must be factored into the decision making of
government and business. It is essential to a soundly based policy
of national economic development -- to the "re-industrialization"
and "industrial'policy" that have come to receive considerable
attention. These new buzzwords will achieve far less than their
potential without a free-trade premise calculated to point the
nation's economic restructuring in the most productive direction.
The nation today is fumbling with these new fads in policy forma-
tion, and will continue to do so at least until it sets its trade-
policy navigation firmly in the right direction.

A free-trade strategy is also essential to complete reform of
the code of fair international competition. Completely fair inter-
national trade waits on the impelling force of a completely free-
trade charter. A free-trade charter, in turn, is contingent on
total reform of the code of fair international competition.

In February 1978, there was a White House Conference on Bal-
anced National Growth and Economic Development. Emphasizing that
a free-trade policy induced the best kind of growth and develop-
inent, and a protectionist trade policy the worst kind, I told the
Conference that a free-trade premise factored into business and
government planning "would stimulate the greatest resourcefulness
in our dynamic economy, and the best utilization of resources in
every sense." I urged the Conference at least to take account of
the need for a proper trade policy in its recommendations on na-
tional growth and development. Mine was the only testimony to
this effect. The Conference report said nothing about the inter-
national framework for soundly based growth and development in the
United States. Today's attention to industrial restructuring and
competitiveness also neglects such international-policy assumptions
-- more particularly the free-trade premise our Council has emphasized.

A deliberate free-trade strategy is essential to other worthy
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policy objectives. One of these is negotiation of agreements with
Canada and Mexico to ensure adequate and equitable U.S. access
to the vast energy resources of our immediate neighbors. There
is no prospect of negotiating such an energy partnership without
overall trade-policy reform that features a clear commitment to
free trade in accordance with a realistic timetable, which for
some products may have to extend to the end of the century. Be-
cause of understandable Canadian and Mexican concerns about being
swamped by the size and power of the U.S. economy in any bilateral
free-trade arrangement with the United States. the deals struck
with these countries will have to be part of a much broader, multi-
lateral free-trade framework.

Reform Industry-Assistance Policy

Such a free-trade initiative may be far down the road, written
off by the faint hearted as just a policy vision belonging to vis-
ionaries. But the time has come at least to prepare for this strat-
egy by preparing the U.S. economy to adjust to the contingency of
free trade with the rest of the world. A major component of such
domestic preparedness is the need to reform the way government
responds to legitimate industrial demands for government help
against injurious import competition. It is not too soon to re-
form the "escape clause" (the import-relief provisions of the
trade legislation) to require that any government restriction of
imports (including requests that foreign countries restrict their
exports) must be only one component of a balanced, coherent, com-
prehensive policy of constructive, systematically reviewed aid
addressing the real problems and real needs of that industry. Thus,
for example, no textile import controls without a coherent textiles
policy, no steel import controls without a coherent steel policy,
etc. This means, among other things, integration of all justifiable
relief measures extended to that industry into one composite adjust-
ment strategy. Measures like Buy American strictures in defense -
appropriations and elsewhere must no longer enjoy immunity in
sacred-cow sanctuaries, as is now the case with Buy American stric-
tures on textiles, specialty metals and other products in the de-
fense appropriations act.

The need to reform the "safeguard mechanism" of the General
Agreement on Tariffs and Trade along these lines is clear and present.
Failure thus far to negotiate this reform is a major failing of the
highly touted multilateral trade agreement recently negotiated. The
United States cannot seek the kind of "safeguard" reform needed until
it reforms its own import-relief policy -- a step that should be
taken unilaterally on its own merits for our own good. Reform of
our own law in this field should require that the cost of import
controls and other government assistance be determined annually by
the President in financial and other terms, and be made public. The
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industry to which this aid is given should make commitments, sub-
ject to government veto in their overall thrust, on the kinds of
adjustment measures it intends to take with this government help
provided at public expense. The public should know what it is
going to get for its money. The old "pig in a poke"-style of
escape-clause relief must end. It has gone on for too long.

A first step toward this reform in import-relief policy can
and should be taken immediately within the parameters of existing
legislation. This would require the International Trade Commission
to carry out fully the letter and spirit of Section 201(b)5 of the
Trade Act of 1974. The Commission has been neglecting this pro-
vision, and so has the Executive. Neither has shown much imagina-
tion in this respect.

Under 201(b)5, the Commission, "for the purpose of assisting
the President in making his determinations" in import-relief cases
where serious injury is found to have occurred or to threaten, is
required to "investigate and report on efforts made by firms and
workers in the industry to compete more effectively with imports."
In its commentary on this requirement, the Senate Finance Committee's
report on the "Trade Reform Act of 1974" (pige 122) states: "The
escape clause is not intended to protect industries which fail to
help themselves become more competitive through reasonable research
and investment efforts, steps to improve productivity and other
measures that competitive industries must continually undertake."

Commission investigation and evaluation in this regard, ex-
plicitly required by law as essential to the President's fulfill-
ment of his responsibilities under that law, implicitly call for
Comission inquiry (and Presidential judgment in the escape-clause
cases that reach him) on the extent to which government domestic
policy (statutes, regulations, etc.) may unfairly be impeding or
impairing industry efforts to become more competitive against
foreign competition. To the extent that unfair and inexcusable
impediments or impairments of this kind exist, they should be
corrected. Such reforms belong in a coherent policy of govern-
ment assistance to an ailing industry, regardless of what govern-
ment action may be taken concerning the imports in question. If
the ITC finds statutory or regulatory inequities adversely affect-
ing the petitioning industry's adjustment efforts (regardless of
whether the Commission finds serious injury or threat thereof), it
should explicitly bring these matters to the President's attention.

For his part, the President should lose no time in couching
any escape-clause assistance in comprehensive industry-adjustment
terms, including (if necessary) requests for Congressional action
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authorizing measures that may be needed but are not currently
sanctioned by law. He should annually assess the cost of whatever
aid is provided. The President can proceed along these lines right
now without new legislation.

Reform the National-Security Clause

The simplistic, pig-in-a-poke shortcomings of the import-
relief policy are also characteristic of the national-security
clause of the trade legislation. The national-security clause
mandates only one remedy (import control) for import-related
impairment of the mobilization base. It requires no coherent,
coordinated program for strengthening that sector of the mobi-
lization base, and requires no systematic review of the action
taken so as to ensure its adequacy and effectiveness. The action
on imports tends to divert attention from the other steps needed
to ensure correction of the particular weakness in national sec-
urity. Thus, the national-security clause tends to be a threat
to national security.

The history of the oil import controls established under
this authority (oil is the only product to which the national-
security clause has been applied) attests to the validity of
this charge. The remedial action needed on the national-security
clause is similar to the remedies proposed above for import-relief
policy. Thus, no oil import controls without a coherent oil strat-
egy addressing the nation's real needs in this field. With such a
policy in the 1950's (when the national-security clause was enacted),
today's energy crisis, placing the nation's economy and security in
such jeopardy, might have been prevented or at least materially
alleviated.

Government Organization Inadequate

The recent consolidation of trade negotiating functions in
the U.S. Trade Representative is a useful reform. As are the steps
taken by the Department of Commerce to strengthen its export expan- -
sion program, launch a conspicuous effort in the areas of producti-
vity and innovation, and create the new post of Under Secretary of
Commerce for International Trade to underscore the Department's
priority concern with international-trade responsibilities. However,
the government is still not adequately organized in this and closely
related policy areas. My reservations on this point do not mean
I advocate a single, all-inclusive Department of International Trade
and Investment. My proposals are along other lines.

One of my concerns is the failure of the recent trade reorgan-
ization to create an adequate inter-agency structure to deal with
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the domestic-policy backstop for optimum progress toward existing
trade-policy objectives and to program the domestic-adjustment
measures needed to secure and sustain the definitive free-trade
policy which belongs on our national agenda. Another concern
is the need for incisive inter-agency planning that integrates
trade policy with other areas of foreign economic policy, in-
cluding the close coordination of "national export policy"
(another buzz word) with import policy, foreign-aid policy and
overall national development strategy.

For these purposes, there should be, coordinate with the
National Security Council, an inter-agency National Development
Council (to coordinate national strategy in economic development,
adjustment and productivity) and an inter-agency Council on Foreign
Economic Policy (to coordinate national strategy in the various
areas of foreign economic policy). The President should chair
both, and the respective executive vice chairmen (who should have
no other functions) should be subject to Senate confirmation.

To its credit, the Department of Connerce has established an
Office of Productivity, Technology and Innovation, to be headed
by an Assistant Secretary. There is also an Assistant Secretary
for Economic Development (heading the Economic Development Ad-
ministration). But these (and possibly certain other areas of
Commerce responsibility) should be coordinated by an Under Sec-
retary of Commerce for Development and Productivity, one of whose
missions would be industrial preparedness for the free-trade com-
mitment that merits priority attention and whose necessity will
be more widely seen as the years pass. The symmetry of an Under
Secretary for International Trade and an Under Secretary for
Development and Productivity is an appealing prospect, signifying
balanced treatment of closely related national objectives.

Another administrative failing is the fact that the Inter-
national Trade Cormission has not had its full statutory com-
plement of six commissioners for nearly two years (since Sep-
tember 30, 1978). Among other causes, this may suggest Pres-
idential failure to give trade policy the attention it deserves --
an impression the President should quickly dispel. There does not
seem to be any Congressional concern over this matter. If a sixth
commissioner is in fact not really needed, the sixth slot should
be terminated, at an annual saving of over $50,000 in taxpayer's
money.

Policy Fumbling in Steel and Autos

Tha lack of coherent, well-structured government concern with
domestic adjustment problems is illustrated in the following. In
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the mid-1960's, an inter-agency task force to deal with problems
in coal production and exports was chaired by (of all people) the
Secretary of Defense (no personal commentary is intended). In
1977, an inter-agency task force to study the problems of the
nation's steel industry was headed by (of all people) the Under
Secretary of the Treasury for International Monetary Policy (no
personal commentary is intended). This task force proposed various
measures to help the steel industry, but very little except the
highly questionable trigger-price mechanism was put in place (re-
cently suspended). Only now is a comprehensive steel-aid package
coming to the fore, notwithstanding the fact that the government-
industry-labor tripartite advisory comittee on steel has been
in existence since 1977. Even then, there is cause for great
concern over the trade-policy orientation of this aid policy.
For optimum xesults in the total national interest, a free-trade
premise needs to be cranked into a steel-aid policy (with special
provisions for handling unfair trade practices). But the nation
is not equipped to do this, reflecting serious inadequacies in
both trade policy and domestic-adjustment policy.

The government has inched toward a policy to assist the
automobile industry. But its efforts on autos are as fumbling
as they have been on steel. Steps being taken on these major
industries are called prototypes of the "industrial policy" on
which so much is written and so much is staked. Such prototypes
are cause for apprehension. The auto-aid package has been called
"a step in the right direction" and a "down payment". Why has it
taken so long, what is it a step toward andTa down payment on?
What is the auto-policy objective, and what is its trade-policy
premise? Defining the "end" has an important bearing on determ-
ining the "means".

What passes for an auto-aid policy began on an ad hoc com-
pany-aid basis with the bail-out of Chrysler. This was soon
followed by an industry-aid package providing a limited assortment
of-relief measures in domestic policy, and a request to the Inter-
national Trade Comnission that the ITC accelerate its consideration
of the auto union's escape-clause petition. The request to the ITC
seems to-suggest Administration interest in obtaining authority to
seek some form of restraint on auto imports, and obtain it prior
to the November election. Whatever the merits of all these steps,
the President should lose no time in outlining a total transporta-
tion strategy and in seeking a free-trade agreement on autos and
auto parts (consistent with the General Agreement on Tariffs and
Trade) with as many producing countries as may agree to participate
-- denying most-favored-nation treatment to those who for the time
being may not. A free-trade strategy on autos would aim at removal
of foreign barriers now blocking U.S. access to foreign markets for
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these products and at ensuring the beat domestic policy to re-
design the domestic automobile industry. It would raise the
sights of the whole international dialogue on this subject. A
total transportation development strategy would, among other
benefits, help generate new-job opportunities to absorb auto
workers whose jobs in automobile production may be permanently
lost because of automation and other causes.

Conclusion

On September 2, 1974, in a farewell statement as the last
executive director of the Committee for a National Trade Policy,
I said:

"Notwithstanding the impressive strides the nation
hs made in the past quarter century toward building
a freer and stronger world-economy, America is seriously
unprepared at this time for the far-reaching inter-
national economic strategy urgently needed to combat
world-wide inflation, get the industrialized countries
to cooperate effectively on a wide range of crises, form
an equitable partnership between the world's developed"north" and its underdeveloped and resentful "south",
and in general build the kind of world economy, as open
as possible, in which the American economy can operate
most productively.

"Deliberate, dependable progress toward an open world
economy is not just an ideal for visionaries to muse
over. It is a policy imperative for government to
program with deliberate speed. No aspect of this
initiative is more urgent than the need to program
unrestricted access to the industrialized countries
for the complete range of exports from the developing
countries. One major purpose is to change dramatically
the whole climate and psychology of relations with the
Third World and in this way improve the prospects of
getting oil prices reduced and inducing Third World
exporters of other critical materials to refrain from
following the damaging, price-hiking example of the
oil cartel.

"America's unpreparedness for these critical initiatives
in foreign economic policy is matched and to a large
extent caused by unpreparedness for the domestic strategy
needed to backstop steady progress toward these inter-
national objectives. There is no national adjustment
policy worthy of the name -- no coherent, convincing
program to faciltate adjustment both to the opportun-
ities and the difficulties which a more open world
economy will generate. Various industries may need
and deserve government help. But the nation does not
have and is not planning coherent policies of govern-
ment assistance that project rapid, constructive ad-
justment by these industries without hurting consumers
and other sectors of the national interest. Nor is there
an adjustment strategy that convincingly assures American
workers, millions of them fearful of the effect of an
open world economy on their jobs and living standards,
that they have everything to gain and nothing to lose
from the free international flow of goods and capital."

This is still my view.

68-425 0-80-27
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Hearings on U.S. International Trade Strategy
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STATEMENT OF MILLERS' NATIONAL FEDERATION
Wayne E. Swegle

President

The M.ilers' National Federation is the national trade

association of the flour milling industry of the United

States. Our rimbers represent approximately 87% of the

commercial flour milling capacity in the United States. There

are flour mills located in over two-thirds of the states.

The Millers' National Federation speaks on behalf of

its members on matters of general industry concern, including

international trade. The Federation has been active in

international trade matters on behalf of its members since

approximately 1952.

The Millers' National Federation submits this

statement in response to the Subcommittee's request for
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comments on the changes in U.S. economic thinking and behavior

needed to prepare the American economy for the economic

competition of the 1980's and alternative approaches to

improving U.S. competitiveness in international trade.

From the standpoint of U.S. flour millers, the

marginal effect of exports onL the industry is extremely

important. The competitiveness of U.S. flour in international

markets has been seriously erroded over the past two decades

due to the practice of the European Economic Community (EEC) of

subsidizing its exports of wheat flour to third country

markets. In the early 1960's, the United States was the

world's major supplier of wheat flour, followed by the EEC,

Canada and Australia in that order. By the beginning of the

1970's, the EEC had moved into first place and continues to

increase its world share while shares for each of the others

nave declined.

The EE'C now dominates the world flour market as a

result of its subsidy and U.S. wheat flour is unable to

compete. Time after time, in country after country, U.S.

offers'to sell are lost to lower prices offered by the EEC

which is aided by its subsidy policy of reducing prices to

assure export acceptance.

The Millers' National Federation has sought relief

from the EEC's subsidies practices through Section 301 of the
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Trade Act of 1974. Its case, Complaint No. 301-6, was filed

nearly five years ago. The Federation's case is one of the

oldest pending Section 301 cases which remain unresolved.

The 30) case filed by our industry fits squarely under

the provisions of Article XVI of the General Agreement on

Tariffs and Trade (GATT) and the Subsidies Code negotiated

during the multilateral trade negotiations and which has now

been in effect for nearly nine months. We believe that a

principal change needed in U.S. thinking and behavior is to

assure that government officials responsible for U.S.

international trade problems become more responsive and

aggressive in responding to trade problems affecting U.S.

industries, especially by making prompt and full use of

available tools such as the GATT and the new nontariff codes.

In a related vein, the economic well-being of our

nation can also be enhanced by moving from a policy of

emphasizing exports of raw materials to a policy of exporting

processed or manufactured products. This is highly appropriate

policy for a developed nation such as toe United States, and

one which should be encouraged by the Crgress. Such a policy

creates additional jobs and would contribute to increased

productivity. In the case of flour milling, for example,

additional jubs would be created not nrly in mills, but in the
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area of transportation, bag manufacturing and the manufacture

of additives to name a few.

Agricultural exports remain essential to the American

economy. Agricultural exports are going to continue to be

critical to our effort to diminish our balance of trade

deficits. The U.S. government must do more to remove barriers

such as the EEC's subsidies on flour so that we may compete

effectively with our trading partners in the world

marketplace.

The Millers' National Federatiun commends this

Subcommittee's continuing oversight of U.S. trade policy. We

urge that you continue to keep a watchful eye to ensure that

instruments available for enforcing U.S. trade rights are

effectively and vigorously used.

Respectfully submitted,

Wayne E. Swegle
Presicent
Millers' National Federation
1776 F Street, NW
Washington, D.C. 20006

Counsel:
Veronica A. Haggart
Pope Ballard & Loos
888 17th Street, NW
Washington, D.C. 20006
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STATEMENT OF
RONALD L. DANIELIAN

EXECUTIVE VICE PREqTDENT
INTERNATIONAL ECONONIC POLICY ASSOCIATION

SUBMITTED TO
SUBCOIMITTEE ON INTERNATIONAL TRADE

SENATE COMMITTEE ON FINANCE

September 17, 1980

The International Economic Policy Association is a nonprofit

research organization established in 1957 which has studied international

economic issues, including balance of payments, trade, investment, tax,

and raw materials and foreign policy issues. We have published three

books on the U.S. balance of payments, participated in a major work on

raw materials and foreign policy issues, and have appeared before con-

gr-ssional committees on these and other international economic issues

affecting the U.S. national interest.

We are pleased to see that the Congress has recognized that U.S.

competitiveness in international trade is a critical subject which must be

addressed by our Government. The ability of our nation to finance its

expenditures abroad for aid and military purposes and to pay for needed

imports depends upon our ability to maintain and increase export market

shares and be competitive with foreign nations in the export of both goods

and services. We must always remember, as Woodrow Wilson said, "We are

participants, whether we would or not, in the life of the world."

The United States can no longer treat the international sector as

separate from the mainstream of economic activity. It can no longer be

accorded second priority to dumestic pulitca] and economic considerations.

U.S. two-way international mev',handise trade has more than doubled to 17

percent of GNP in less than a decade. Yet, economic policy decisions
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continue to be made on the basis of domestic considerations only, perhaps

contrary to the national long-run interest, including its international

business opportunities.

Of course, Government policy by itself cannot solve our present

economic problems. The whole panoply of factors hampering U.S. competi-

tiveness must be attacked via a comprehensive effort that involves labor

and business as well as Government. This effort must focus on such issues

as capital formation, business taxation, Federal regulation, including

environmental constraints, technology--and especially productivity--and

our-own disincentives to U.S. exports, as well as foreign discrimination

against U.S. trade and investment and other forms of unfair competition.

We most also deal with our sick industries--automotive and steel, for

example--in ways which will make them competitive again and are also con-

sistent with our international trade commitments and our own national

interest in maintaining an open international economic environment.

Over the next decade, all of these issues will be framed by recurring

economic tensions.

I. Energy: The Number One Economic Problem of the Decade

The staggering cost of imported oil--estimated to be some $80-$90

billion for 1980 for the United States--is reason enough for public support

of an aggressive export practices program. Simultaneously and independent

of this-policy, it is even more important that we and the other industrial

countries start moving forward aggressively to a comprehensive energy policy.

Such a policy should seek to lessen dependence on imported oil and to

restore a more effective counterweight to the power which OPEC now holds
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over world petroleum markets. The support of the LDC's must be enlisted in

'this effort for they are not only a critical factor in world interdependence,

but they are also major losers in the international oil game as it is now

being played.

The high and continuing upward spiral for the cost of energy is

ruining the hopes of the LDC's for their own development--and indeed their

financial viability, and this is impacting on the developed economies as

well. Consider, for instance, that in 1978, 38 percent of all U.S. exports

went to developing nations (26 percLnt to non-OPEC nations). For their and
1

our economic stability, a "South-South" dialogue mujt replace the mis-

placed emphasis on the North-South dialogue, so that the major OPEC produc-

ers will feel themselves under heavier political pressure from the Brazils,

Indias, and Yugoslavias of the world to moderate their oil pricing and

availability policies. Perhaps then it will be possible to implement such

longer term stabilization schemes as those proposed by the Commission On

International Development Issues2 chaired by Willy Brandt, or such variants

1
In testimony before a subcommittee of the House Foreign Affairs. Com-

mittee on June 19, 1980, Dr. Timothy W. Stanley recommended that the time had
come to break off the unproductive parts of the North-South dialogue and for
the North to tell the South, starting in the Lnited Nations at this summer's
Special Session on Development: "Don't talk to us about economic justice and
wealth redistribution. Go and talk to OPEC. We no longer have the resources
to help you, because OPEC is taking them from us. We have to deal not only
with our own oil costs (and their effect on our o.n 'disadvantaged' people)
but also with the capital costs of achieving energy independence. So we cannot
also deal with the problem of your oil bills. You must work out directly with
OPEC, or through the IMV-World Bank, the necessary arrangements to finance then,.

2 North-South: A Program for Suviva1, Report of the Independent Commissioii

on International Development Issues under the chairmanship of Willy Brandt,
EMIT Press, Cambridge, April 1780, p. 170).
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as a special "international development tax" on oil moving in international
3

trade but keyed to stable real prices for oil. This will have a positive

impact on developed and developing countries alike.

Hopefully, by the early nineties this comprehensive energy policy will

have generated enough new non-OPEC energy sources, which in combination with

conservation, will restore some balance to the international oil market.

However, we still must get through this decade without experiencing an

international financial catastrophe which some experts now fear to be more

likely than in 1973-74&, as OPEC piles up annual surpluses estimated at around

$125 billion over the next few years.

An indication of the great market power than OPEC now holds can be con-

veyed through the phenomenon of the backward bending supply curve or what

we might call "negative" elasticity: the higher the price, the less is

produced, and the higher still goes the price! So, even in a period of world

recession and glut, OPEC is still able to raise prices. OPEC, therefore,

can continue to cut production, to raise the price per unit, and increase its

total revenue. The dismal effects of these policies in causing recession,

slow growth,and inflation in industrial and oil-importing developing

countries, though long perceived by many analysts, are finally getting higher

official attention and public understanding. The Venice Sumnit communique

says, with regard to energy price and availability, that "unless we can deal

with the problems of energy, we cannot cope with other problems . .

"The North-South Dialogie: An Ulnorthodox View," statement of
Timothy W. Stanley before the Joint Subcorunittees on International Economic
Policy and Trade and on International Organizations of the k3use Foreign
Affairs Corhittee, Juine 19, 1q80.
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The May 1980 World Economic Outlook published by the staff of the IMF

says bluntly that "The world economic picture is rather grim . . . severe

worldwide inflation; a general pattern of slow growth of output, with a

threat of recessionary tendencies . . . a sudden and major worsening of

the distribution of balances on external current account among the major

groups of countries--resulting mainly from the rd-pid escalation of world

oil prices during 1979 and early 1980."'4 The most recent IMF economic

report of June 1980 is equally blunt.

As far as U.S. energy policy goes, the steps taken thus far are in the

right direction of allowing market forces to operate to curb demand and

stimulate supply; but the leadtimes are long and the consequences of ever-

rising energy costs are going to be painful., no matter how inescapable

they may be. If the "negative elasticity" problem worsens--or if any of

the numerous contingencies which threaten the Middle East oil supply should

actually occur, then more drastic actions will be needed. These may have

to include rationing and more direct government involvement on the supply

side, or even more forceful steps. At a minimum, the United States should

proceed to fill its strategic petroleum reserve, as Congress is now

mandating. Mbre could also be done in coordination with the other IEA

members to try to counterbalance OPEC's ability to keep the consumers

divided and above all in restraining them from panic buying on the spot

market--the cause of much of last year's Iran-stimulated shortage mentality

and price escalation.

IMF Staff Paper, ilorld Economic Outlook, May 1980.
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Energy dislocations have caused massive trade imbalances with indus-

trial oil-importing countries and for LDC's as a group. Also the non-oil

developing countries have acquired large amounts of international indebted-

-ness, posing threats to the stability of some individual private lending

institutions as well as to the international financial system. Countries

such as Brazil are spending most of their foreign exchange on either debt

service or imported oil, furthering the tendency toward stagflation in the

economy. 6  Pressures to export have intensified greatly as have pressures

to protect the domestic market as all oil-importing countries scramble for

ways to earn the foreign exchange to pay for the oil they so desperately

need. Yet any slide backwards into world protectionism could merely

compound disaster.

For the United States, the energy crises of the 1970's have caused

painful adjustments. We have gone from a low price energy-intensive society

to a high cost energy-mindful nation in 7 years with personal incomes being

squeezed and corporate investments being curtailed. Internationally, we

have been beset by trade and balance of payments pressures. More critically,

Some estimates place the LDCs' 1980 oil bill at $60 billion. Since the

group will also have small deficits or at best a balance in their non-oil
trade, and since their total capital inflows, including aid, are largely offset
by debt service and repatriation flows, their combined net deficit may be nearly
that .much. With many developing countries at their commercial borrowing
limits, less the OPEC members or the OECD countries and the international
lending institutions can provide financing to cover this amount, the only
means of "paying" this deficit is through the printing press--thus further
exacerbating world inflation and currency instability.

6 In 1980 Brazil's projected foreign exchange earnings will go over

half for foreign debt service and amortization, and over a third for imported
oil, leaving vury little for everything else, including purchases from the
United States arid elsewhere!
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we are becoming a nation that must rely on others, both for energy and

capital. In fact, we have changed from being capital exporters in the

1950's, 1960's and part of the 1970's to a position where we must have

capital imports to sustain our international economic activities. The

massive transfer of paper dollars, which are future claims on our produc-

tive resources, to pay for oil have caused havoc with our trade and payments

balances.

II. Floating, Inflation and U.S. Trade

Nevertheless, in 1980 we may be falling into the trap of blaming all

our trade problems on oil and relying on floating exchange rates (and the

dollar depreciation) to solve the negative U.S. trade swing. But floating

and dollar depreciation cannot-make up the magnitudes involved in our

deficits of the past few years. To rely on floating to increase our com-

petitiveness may give illusory gains. In today's world of post-oil embargo

slower growth, the hands-off floating approach to U.S. international

monetary policy will not solve our problems. In addition, it is difficult

to formulate U.S. export policies aimed at earning needed foreign exchange

while emphasizing dollar depreciation as a key factor in our export recovery.

Analysis of recent figures indicates that parity shifts have a muted trade

effect on the U.S. balance of payments. Our trade balances (in dollar

terms) with those countries against whose currencies the dollar depreciated

most heavily do not seem to be improving with any consistency, certainly

not in line with the radical movement of the dollar over the last few years.

The improvements that have occurred are not enough to cover the magnitudes

of our trade deficit and may have more to do with slower growth in the

United States vis-a-vis our trading partners than the depreciation of the
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dollar. In fact, both the Wharton LINK model and the IMF's world trade

model "show conclusively that year-to-year changes in the volume of

imports and exports are dominated by variations in real aggregate demand.,"7

Certainly, the world cannot return to the old Bretton Woods fixed exchange

rate system but neither should countries rely solely on the present system

to remain competitive.

Floating exchange rates are used for adjustments of internal and

external imbalances among national economies. Under a floit'nngexcJ-ge

rate regime the exchange system should equilibrate both the net capital

flows and the current account trade in goods and services. For the United

States (a deficit country) the depreciating dollar should increase the

ability of American exporters to sell more products abroad through an

increase in our price competitiveness. At the same time, imports wil

become more expensive to Americans in dollar terms and this will reduce

them, first in volume terms and later (hopefully) in value terms. On the

capital account, private holders of wealth would be induced to buy our assets

(at a depreciated or bargain price) and thus finance thi deficit. At the

same time, it was felt that with the automatic adjustment of floating

rates, countries can afford a greater independence in designing their

macroeconomic policies. But as the United Kingdom and now the United States

have learned, floating exchange rates will not equilibrate the payments

imbalances in the face of domestic economic policies that feed inflationary

pressures. Under such policies, trade balances have not been corrected and

capital inflows have hot increased without substantial increases in interest rates

See "Fixed and Flexible Exchange Rates: A Renewal of the Debate,"
by Jacques Artus and John Young in Staff Papers, International Monetary
Fund, December 1979, p. 669.
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Prior t:o the use of floating, up through the period of 1971-73 when

the "adjustable exchange system" was attempted, balance of payments

adjustments were accomplished in several different ways. First, countries

could use fiscal and monetary policies internally to affect the level of

aggregate demand in economic activity, but under this approach deficit

countries would have to deflate and surplus countries stimulate domestic

economic activity so as to include more symmetry in the payments system.

Second, countries could make periodic changes in the parity level of

their currency with a devaluation (for a deficit country) or a revaluation

(for a surplus country). However, the practice throughout the 1960's

showed the world that such changes were usually delayed until a crisis

compelled action, with the devaluing country more likely to act than the

country enjoying a surplus. Moreover, the dollar, as a world reserve

currency was fixed in value in relation to gold. In any dollar devaluation,

the gold-related par value had to be officially changed. However, even then

(as now) the acceptance of our major trading partners was needed since any

devaluation of the dollar meant that other countries would allow revaluation

of their currency. Third, restrictions could be placed on trade and capital

flows which, in effect, mask the imbalance in the balance of payments. The

United States tried both types of restrictions, imposing them on capital and

direct investment outflows in 1968 and an import surcharge in 1971. The

effects of both were more cosmetic than real with the capital and direct

investment controls giving rise to "paper" balances only.

he unsettled-international monetary affairs of the late 1960's and

early 1970's led to the abandonment of the fixed exchange rate system. In

1971, the United States officially demonetized gold, and in 1973 a de factor

floating exchange rate system was established. Between May of 1970--just
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before the 197L crisis--and the end of the first quarter of 1975, the

dollar depreciated by almost 21 percent on a trade-weighted basis against
8

10 major currencies. Nevertheless, from January 1971 through December 1974

the lUited States sustained a cumulative trade deficit of $13.1 billion,

which was the first such deficit since the turn of the century. The

depreciating dollar finally did have an impact on our trade account by

1975 when the United States achieved a record surplus of $9 billion. How-

ever, a more significant causal factor in bringing about this reversal came

from the sharp recession in the United States in 1974-75 which helped hold

down imports, while exports were supported by the continued growth of our

trading partners who followed the U.S. economy into recession after a lag

of 8 months or so. Nevertheless, economists believe it took up to 24

months for the effects of devaluation (1971 and 1973 combined) to produce a

positive trade impetus. Thus, the cumulative effects of two depreciations

plus a recession finally impacted favorably in our trade account.

In 1976 the dollar remained relatively stable against the mark and the

yen and appreciated against other major currencies. However, in 1977 the

dollar came under attack and suffered an almost 8-percent depreciation

against the EM.9 Table 1 snows the dollar movemenvs between years from 1974

to 1979, based upon the yearly average exchange valae with the key currencies

listed. However, against 22 of the world's lead;tg currencies (including all

of Western Europe, Japan and Canada), the trade-wiighted value of the dollar

8 Belgium, Canada, France, Germany, Italy, Japan, the Netherlands,

Sweden, Switzerland and the United Kingdom.

Based on the change between the average exchange rate of 1976 and 1977.
During 1977 the monthly changes fluctuated + or - to a greater degree.
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declined by only 4.7 percent in 1977, 8 percent in 1978, but appreciated
10

by 3.9 percent in 1979. Nevertheless, the wild swings within any one

year were substantial and the staff of the House Subcd-mmittee on Trade

indicated, in a report on causes of 1977 trade deficits, that "during

1977 the dollar has depreciated in value an average of 15 percent. Under

classic theory, this should make our exports more attractive and by making

foreign goods more expensive, discourage imports. It appears, however,

that there is a considerable lag time before exports increase substantially.1 1

In the meantime, imports'are much more likely to increase in price and we

suffer an inflationary effect. Whatever the effect of floating exchange

rates, exports have so far not increased enough to balance rising imports. ,12

A comparison of the U.S. trade balances (Table 2) for selected major

.U.S. trading partners with the yearly change in those balances and the

exchange rate movements (Table 1) shows that there has been little correla-

tion between currency and trade movements for the United States. Where

there has been a depreciation from one year to the next we should have

recorded a positive trade movement over time, and where there has been an

appreciation, we should have recorded a negative trade movement. A weaken-

ing of the dollar against a particular currency should be corrected, over time,

10 Based on end-of-period index of trade-weighted value of the dollar from
IV quarter to IV quarter; June 1979, March 1980, Survey of Current Business.

11 This lag can be generally 18-211 months. Also, on the import side, the

pass-through of the import unit values--and thus _mport cost increases--is
much quicker and is complete usually within one year. See, "Effects of
Exchange Rate Changes," by Erich Spitaler in Staff Papers, International
Monetary Fund, June 1980-pp. 320-348.

12 Hearings before the Subcommittee on Trade, House Committee on Ways
and Means, November 3 and 4, 1977, p. 17.
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by a reduction in our deficit with that country or an increase in our

surplus. Admittedly, this pattern is not expected to be instantaneous but

it should show up eventually. For instance, from 1975 to December of 1978

the dollar depreciated by 34 percent against the yen. However, our trade

deficit with Japan steadily increased. Only in 1979 was there an improve-

ment after dollar/yen depreciations of 9.6 percent and 28.5 percent in the

two preceding years. The improvement was almost $3 billion but that seems

minor compared to a 3W-percent depreciation which escalated imported car

prices over time, and created an inflationary impact associated with other

imports from Japan. In addition, the world pressure on Japan to pursue a

growth policy and accept quantitative controls on their exports probably

had more to do with this correction. In the case of West Germany, the

dollar depreciated by 23.4 percent during the same (1975-78) period, and

while our deficit was reduced moderately in 1976, it widened considerably

in 1977 and remained high in the face of continued dollar depreciations in

1978. Only in 1979, when on top of previous depreciations, the dollar fell

another 9.4 percent did our trade deficit with Germany improve. However,

such a small improvement relative to the substantial depreciations over the

years seems to bear out other empirical evidence on the trade adjusting

efforts of devaluations. (See footnotes Nos. 7 and 9.)

A major moderating factor against positive trade effects of deprecia-

tion of the dollar has been the fact that between 64 and 66 percent of U.S.

trade was with countries whose currencies were tied to the dollar or else

experienced greater devaluation, such as Canada, our biggest trading

partner. Thus, we did not benefit from a price advantage standpoint with

these countries through the continued devaluation of our currency. Table 3

6-425 0-80-28



430

shows that only about one-third of U.S. trade (Group I countries) in

1977-79 could have been responsive to the exchange rate adjustments.

Further, it is only with a handful of these nations such as Japan, Germany,

France, and (in the last year) to some extent England, that we have been

able to achieve any kind of price advantage through devaluation. However,

we would have to rely on them to buy approximately $15-$20 billion worth

of additional U.S. exports to help improve our trade deficit. But as

Tables 1 and 2 have shown, devaluation has not had much impact (certainly

not on the order of magnitude necessary) on our dollar balances with these

countries.13 Our ability to massively increase exports to these countries

is limited by various tariff and nontariff barriers. While the theory of

floating exchange rates would dictate that a balance would occur over time,

politically it is difficult to see how these countries could absorb the

kind of a net increase in exports we need to correct our imbalances. In

addition, the currency of a large nuib~r of the countries listed in

Group I of the table moved only 6 pe.ecent or so against the dollar and that

narrow adjustment was mostly overtaken by the rise in U.S. export prices

due to our 6.8, 9.1, and 11.3 percent inflation in 1977, 1978 and 1979

respectively. The IMF notes, for instance, that in 1977, U.S. export

prices increased by 4 percent. Furthermore, the composition of U.S. exports,

with 20 percent in agricultural products, also hampers the automatic

adjustment mechanisms of floating. In this area of export trade, currency

13 The U.S. Treasury has noted that the volwte of U.S. exports has
indeed increased with large credit given to dollar depreciation. The problem
is that we have sacrificed our terms of trade. The unit value of our exports
has increased less than that of our competitors. We are exporting more real
goods, getting less for them, unable to cover our import costs, and suffering
some inflationary bias due to depreciation. See Business Week, July 21, 1980,
p. 88
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adjustments will not overcome such hindrances as the Common Market variable

levies and other protectionist national policies.

Parity changes through floating do not impact directly upon the cost

of our largest single import--oil. However, recent U.S. attitudes con-

cerning dollar depreciations do affect the strength of OPEC desires to

raise prices to compensate for a weak dollar and thus add to our trade

and overall payments deficits. The erosion of the dolar's purchasing

power through inflation also impacts on OPEC attitudes about the U.S.

economic strength and it raises OPEC's real cost of imports from France,

Germany, Japan and elsewhere. In addition, by adding to our overseas

payments imbalances the quadrupling of oil prices in 1973-74 has skewed

policy perceptions of our trade problems. In 1978 and 1979 imports of

petroleum cost the United States $42.3 and $59.1 billion respectively, Mohih

was an inflated cost due to the OPEC cartel. It is not appropriate, however,

to subtract these total amounts from our trade accounts when analyzing the

U.S. trade deficit. Since America would have continued to import oil, and

assuming that increases in the average cost of all U.S. imported oil since

October 1973 had been tied to the CPI, our oil imports (based on actual

volumes used) would have cost us only about $23 billion in 1978 and $26 billion

in 1979. Thus, notwithstanding OPEC's price manipulation, the U.S. cost

for oil at precartel prices (with adjustments for inflation) would have been

below our $34.2 and $29.5 billion trade deficit in those years. Thus, even

excluding the cartel-fueled increased cost of energy, U.S. trade would have

been in deficit.

The notion that floating will also equilibrate movements on the

capital account and thus balance, over time, the overall balance of payments

disequilibrium, comes into play only if appropriate domestic fiscal and

monetary policies are followed. Nevertheless, one of the persuasive

14 Artus and Young, Staff Papers, p. 826
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arguments used in 1971 for going on the floating exchange rate system was

that It would free U.S. domestic policy and give it a degree of Independence

from the international pressures that built up through the 1960's. During

that peridd, the large liquid liabilities (dollar overhang) abroad forced

exchange adjustments from time to time. Under a floating system it was

argued our international accounts would be self-correcting without an

overriding need to bring U.S. domestic policies in line. However, unless

U.S. domestic policy maintains a high interest rate structure, a downward

float of the dollar may not have a beneficial effect on capital flows.

For instance, during a 24-month period, from the last quarter of 1975 up

to the fourth quarter of 1977, our relative interest rates (and in some

cases, prospects for a weaker dollar) aided a substantial increase in

foreign securities issued in the United States. The outflow of dollars

amounted to $15.9 billion (or an average of $2 billion a quarter). In the

previous 24-month period (from the last quarter of 1973 to the fourth

quarter of 1975) the outflow was only $6 billion (an average of only $750 -

million per quarter). Clearly, it is more advantageous for a foreign

entity to borrow even at no savings in interest rates if the obligation

is denominated in a depreciating currency.

The one major inflow on the capital account has been in net foreign-

held official assets in U.S. Government securities and banks. This in-

cludes foreign government ownership of U.S. Treasury bills and certificates,

bonds and notes both marketable and nonmarketable, and official deposits

in U.S. banks. From 1960 through 1970 the net amount of such inflows was

15 Over 53 percent of the outflow in 1977 was to areas other than

Canada which used to account for the largest share of foreign issues in the
United States.
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only $14.9 billion. However, starting with the 1971 currency crisis

through 1978, the inflows amounted to a staggering $148.2 billion, 22

percent (or $33.3 billion) of which was in 1978. In 1979, a year of

currency uncertainties, and when U.S. domestic policies were not clearly

defined as fighting inflation, a net $14.3 billion flowed out (there was

a $22.4 billion outflow from U.S. Treasury securities alone) which may

have been a reflection of the foreign concern for U.S. policies. The

net inflows, however, are claims on the U.S. Government by foreigners

who are financing our deficits. It is, difficult to believe that these

can be paid off by real resource transfers from possible future current

account surpluses developed by improving our competitive trading edge

through devaluations.

By maintaining a high enough domestic interest rate structure while

continuing to fight inflation, the United States can help finance its

deficits through the capital account. However, on the current account

based upon the time lags involved in a trade correction from the last

round of devaluations (1971-73), a significant trade improvement cannot be

expected immediately. A significant (or large dollar value) trade

improvement is more likely to come from reduced imports due to trade

restrictions (orderly marketing agreements) as well as the economic slowdown

in the United States coinciding with continued growth abroad. However, if

Europe and Japan reduce their growth in the latter half of 1980 and the

first part of 1981, the improvement in the U.S. trade balance, despite a

dollar depreciation, may be cut short.



434

Estimates have been made that up to 2 percentage points of U.S. Infla-

tion in the 1978-79 period were caused by the severe depreciation of the

dollar with the rather swift pass-through of the cost effects through-

import prices. In fact, in 1978-79, U.S. auto producers were able to

significantly raise domestic automobile prices on those models comparable

to imports because Japanese and German car prices had to rise significantly

due to currency changes. Thus, the dollar depreciation had a reinforcing

effect on inflationary pressures not only through the increased price

levels for imported goods but also through the "price floor" effect

devaluation had on U.S. domestic prices. Nominal U.S. GNP increased by

$241.2 billion from 1978 to 179 and 2 percent of that increase ($4.8

billion), could be a rough approximation of the domestic cost of deprecia-

tion of the dollar. It is doubtful that the United States gained that

much in trade as a direct result of the dollar's slide; in fact, the

trade balance improved by less than that amount in those years. In

addition, only 7.7 percent of our GNP is related to exports and 16.6

percent to both exports and imports, yet any added inflation due to

devaluation is spread throughout the whole economy, thus impacting on a

broader cross-section of our population.

The total rate of U.S. domestic inflation has a moderating effect

on the possible price advantage our exports could gain through devaluation.

While the trade-weighted value of the dollar has fluctuated, giving U.S.

exporters a slight price advantage, export prices have fluctuated also.

According to the OECD, U.S. export prices increased 4.3 percent in 1977,

7.7 percent and 16.1 percent in 1978 and 1979, respectively. These are

based on average values but obviously, in some exported goods, the price

reduction effect of devaluation was affected by the increase in U.S. export

prices.
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III. The New Beginning in 1980

The threshold of the decade of the eighties affords us thei opportunity

to retune our international economic policies to the new high energy cost

world. The present relative weakness of the U.S. economy, of course,

tends to help U.S. exports and hold down imports--particularly of oil,

given the recession-induced decline in consumption aided by high prices.

This situation has tended to improve our balance of payments position

and strengthen the U.S. dollar in the near term. However, given the

magnitude of our recent and projected merchandise trade deficits, at

$34.2 billion in 1978, $29.5 billion in 1979 and projected at over $35

billion in 1980, and the fact that this deficit can be expected to widen

as the United States experiences a cyclical recovery in 1981 and 1982, we

can reasonably expect continued current account deficits and downward

pressures on the dollar. Actually, we should be seeking to develop a

set of policy initiatives that will help maintain dollar stability, thereby

enabling us to reduce the cost of imports, minimize inflationary pressures,

and maintain our international financial influence. Given the rocky road

ahead, the government should take advantage of the lull before the next

storm to develop meaningful and coherent policies for maintaining our

international trade competitiveness and strengthen our investment and

energy positions.

Such policies require better governmental mechanisms of policy analysis,

coordination and implementation follow-up. But even with them, presi-

dential leadership is needed. We can no longer afford the practice of

periodic press conferences or Administration pronouncements followed by

months of bureaucratic stalemates--or just plain lack of follow-up.
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Furthermore, there must be leadership and initiative at all levels, plus

standing interdepartmental coordination mechanisms at suitably high levels

where the inevitable disputes can be resolved, or appealed for top policy

decisions on an expedited basis.

Assuming, then, that we have a new sense of urgency about our

competetiveness and international trade and investment, that the requisite

determination to do something about it is present, and that the relevant

govp;.nment structures can perform, what is it that we should do? What

policies relating to industrial policy and international trade are appro-

priate for the United States to adopt?

Other countries of the world have taken a generally integrative

approach to their international economic activities. Domestic laws are

geared to support and-not to interfere with international business and

this appropriate atmosphere for business development is considered in the

national interest. We in the United States have not always taken the same

tack.

In Japan, for instance, vertical industrial groupings (keiretsu) are

permitted which comprise 15 to 20 manufacturing companies, a major bank,

shipping, insurance and trading companies. Usually the major bank or the

trading company acts as the organizer of the grouping and international

deals are easier to put together. The advantages of such groupings include

spreading of the risk in large international projects, vertical integration

for large multifaceted projects, and pooling of capital, technology and

management skills. This form of business operation has been forestalled

in the United States because of our antitrust laws. Thus, only in the

1980's, thirty years after Japan started its use, is the United States even



437

considering the development of trading companies legislation to allow

our firms the same advantages.

In the United States we have developed a web of environmental, worker

safety, product safety and other regulatory laws. To this we have added

other nonregulatory controls, either in law or through administrative

practice, such as antiboycott, corrupt practices and human rights con-

straints. All of the above, however, are administered by 8 or more

different government agencies, each with separate constituencies and each

sometimes marching to a different drunner. In Japan, for instance, all

regulatory authority is consolidated within a single ministry. Interest-

ingly enough, it is the Ministry of International frade and Industry.

In other areas of international business activity, whether in

taxation, export insurance and financing, or extraterritorial application

of antitrust laws, Japan (and in several instances, our other major

trading partners, too) allows neutral or favored treatment in order to

maintain a national resolve for export.

Even with regard to direct investments, our trading partners have

recognized the positive effect from having earning assets abroad which

can earn foreign exchange returns, help their exports, maintain a

"foot-in-the-door" in critical minerals for their home industrial use,

and generally improve their world market penetration. This it something

that U.S. business has recognized since the 1950's, but something the

Government has been ambivalent to (and sometimes has attacked) in the

1970's and 1980's!
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The components of U.S. policy must work together to strengthen our

International sector. In 1968 this Association said:

"Regardless of optimistic official statements, the
U.S. balance of payments deficits continue at unacceptably
high levels. Basic factors are not improving ...

Clearly this is not a temporary situation, but rather
an explosive structural strain, which at times results in
sharp shocks to the monetary system. It cannot therefore
be solved nor long sustained by borrowing abroad, whether
by government to offset the effect of expenditures, or by
the private sector to maintain investments. Nor Is it
merely a matter of confidence, relative exchange rates, the
price-of gold, and a myriad of other explanations which can
be dealt with by statistical tranquilizers, floating ex-
change rates, or increasing the price of gold. There are
no alchemists here who can safeguard our security or solve
the problems of the poor. Such measures, which might be
appropriate if our deficits were a short-term phenomenon,
are quite inappropriate and inadequate as a means of coping
with long-term strategic problems."

"With present policies, we are headed on a down hill
course of constricting investments and income thereon,
limiting trade, and ultimately retrenching foreign assis-
tance and retreating from security commitments. This way
lies the road to forced isolationism, where our friends will
scatter to the four winds in fright, and our own freedoms
will be suffocated within the confines of Fortress America.
Hopefully, we have enough intel lectual resourcefulness to
prevent this from happening."

We would hope that 12 years after this problem had been highlighted,

the United States would be able to pursue policies designed to maintain our

international economic strength. One final piece of evidence of the

diminishment of our economic strength is contained in Table 4. It shows

the decline in American industrial leadership over the past 20 years.

As a specific guidline to assist in the formulation of an international

economic policy, Section IV contains a list of 12 principles in American

foreign economic policy that was developed by the Association's expert

Committee on Foreign Tnvestments and Trade.

16 The United States Balance of Payments: A Reappraisal 1968,

International Economic Policy Association, 198.
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IV. Priorities in American Foreign Economic Policy

1. Step up surveillance of foreign government trade restrictions

(and exceptions to national treatment of investment) and vigorously press

trade enforcement actions in those selected areas where they appear essential.

2. Act to reduce those export disincentives which larve been identi-

fied in the White House report of February 1980. In particular, work with

Congress to modify the provisions of Section 911 of the Internal Revenue

Code (IRC) this year, for they make it prohibitively expensive in terms of

taxes for American businessmen to work abroad, even where they are necessary

to supervise investments and promote U.S. exports; modify the use of export

controls and restrictions on Ex-Im Bank financing for human rights reasons

by providing a "fast track" appeal procedure, and in the procedures of the

interagency group, shift the burden of proof to the advocates of denial of

an otherwise acceptable business transaction. Readjust U.S. policies of

applying U.S. environmental standards on all exports so as to make foreign

country of destination standards an acceptable alternative; and redirect

the use of export controls on nonstrategic items to limit the broad

"foreign policy" standard for denying exports.

3. Give trade in services attention and protection comparable to trade

in goods, recognizing that, for example, inbound tourism, royalties for

technology, and sale of engineering services, are very much "exports" and

provide equivalent benefits for the U.S. balance of payments. In 1979,

services provided a net surplus of almost $35 billion for the balance of

payments.

4. Seek expedited congressional enactment of legislation establishing

export trading companies and providing for appropriate Webb-Pomerene anti-

trust exemptions and DISC eligibility for them.
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5. Given the attitudes of other countries, recognize that American

efforts to reach international agreement on illicit payments may never be

practical. Therefore we should proceed with plans for Justice Department

advisories-to business as to what is and is not in violation of the Foreign

Corrupt Practices Act, and modify those provisions which have caused the

greatest uncertainty and ambiguity on the part of American businesses and

their legal advisors, while retaining the basic prohibition against bribery.

6. In export promotion, recognize the fact that the majority of

America's exports come from its larger and most competitive companies.

While participation of small and medium businesses should be encouraged,

the export promotion efforts should focus on where the greatest balance of

payments benefits can be obtained.

7. Increase the volume of U.S. aid to developing countries and the

proportion which goes through bilateral (as opposed to multilateral) channels,

where it should continue to be tied to U.S. procurement so that American aid

is in the form of real rather than financial -esources.

8. Revise the statement of U.S. policy on direct foreign investment

to remove its "neutral" flavor and recognize instead that the U.S. Government

has an important interest in open, two-way flows of direct investment, and

in ensuring the treatment of .S. investment abroad by due process of inter-

national law. Pursue bilateral investment treaties with developing countries

on a more aggressive basis, especially those countries with which the Germans,

Dutch, and Japanese have successfully concluded treaties giving their firms

some advantages versus U.S. competitors. Remember that since 1948, U.S.

investments have returned a net $126.6 billion to the United States over and

above the outflow of funds to finance the investment.
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9. The Aministration should seek to persuade Congress to broaden the

coverage available through the Overseas Private Investment Corporation

(OPIC) and to eliminate some of the restrictions upon OPEC imposed by

Congress in recent years.

10. Recognize that the tax treatment of forein-source income has

important ramifications for U.S. trade and investment and cannot be dealt

with simply as a matter of tax administration. Specifically, insure the

continued applicability of the foreign tax credit to insure against double

taxation. This is now to be limited by proposed Treasury regulations that

unrealistically apply a mirror image test at a time when many nations are

developing and refining their own tax systems. Adjust the Section 911

provisions to eliminate the disincentive to having Americans abroad

selling America's products and American construction companies actively

involved in international projects. Reconsider possible adjustments to

Section 861 on allocation of expenses which continue to cause problems for

U.S. companies which are large investors and exporters.

11, With respect to codes of conduct for multinational corporations,

insist that these be clearly and explicitly stated to be voluntary, and in

the nature of informational-exemplary guidelines which are not intended to

be turned into de facto compulsory arrangements via international agreements

or incorporation by reference into national law, such as through national

labor-management bargaining processes.

12. Analyze critically those systemic, structural, and cultural

factors which affect the U.S. economic performance in the world relative

to the other industrial powers. This should include both factors which

affect foreign countries as markets and competitors and those which affect

public understanding and support in the United States for a coherent

foreign economic policy. Place major emphasis on educating the public as

to the need for such a policy and about the importance of the foreign

economic sector to America's economic health.
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Table 1

CHANGE IN U.S. TRADE BALANCES, YEAR TO YEAR, WITH
CHANGE IN U.S. DOLLAR EXCHANGE RATE FOR SELECTED COUNTRIES

1974-1979 (millions of $ and percent)

197441975 197541976 1976.l977 1977.1978 1978;.1979

GERMANY
trade change

$ Currency change

JAPAN
Trade change

$ Currency change

UNITED KINGDOM

Trade change

$ Currency change

FRANCE
Trade change

$ Currency change

CANADA
Trade change

$ Currency change

Source: Table 2 and The

+1,261

-4.9%

0

+1.8%

+114

+2.5%

-3,645

-0.1%

+561 -197

+5.3% +23.1%

+292 +43

-10.9% +11.5%

+2,379

+4%

-1,966

-3.1%

Federal Reserve Bulletin.

-1,207 -1,367

-7.8% -15.8%

-2,664 -3,582

-9.6% -28.5%

-47 -98

+3.4% -9.9%

-541 -300

+2.9% -9.2%

-973 -1,211

+7.8% +6.8%

March 1977, January and

+490

-9.4%

+2,953

+4.8%

+1,983

-10.6%

+743

-5.8%

-100

+2.7%

December 1978, June 1980.

Note: The percentage change in U.S. dollar exchange rates is based on yearly
average exchange rates for 1974-1975; 1975-1976; 1976-1977, etc.

Trade change is the difference between the U.S. trade balance for each of the years
listed from Table 2. A (-) indicates a deterioration in the U.S. trade account from
year to year; a (+) indicates an improvement.

$ Currency change is the U.S. dollar depreciation (-) or appreciation (+) from year
to year.
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Table 2

U.S. MERCHANDISE TRADE BALANCE WITH SELECTED COUNTRIES
1974-1978 (millions of $)

1974 1975 1976 1977 1978 1979

GERMANY -1,567 -306 -192 -1,399 -2,766 -2,276

JAPAN -1,690 -1,690 -5,335 -7,999 -11,581 -8,628

UNITED --
KINGDOM +583 +1,144 +947 +900 --- 2 +2,785

FRANCE +670 +962 +1,031 +490 +190 +933

CANADA -552 +1,827 -139 -1,112 -2,323 -2,423

Source: Survey of Current Business, June 1977, 1978, March 1980, and the
Monthly Report of the Deutsche Bundesbank, December 1978.
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U.S. EXPORTS TO COUNTRIES AGAINST WHICH THE DOLLAR
APPRECIATED OR DEPRECIATED

1977 to 1979
(billions of $ and percent)

1977

Countries against whose currencies the dollar
generally depreciated in 1977, 1978, 1979, including:

Go European Community (less Italy in 1977 only),
Switzerland, Japan and Australia (and Mexico in 1977
only) $43.1 /'35.8% $51.3 / 36.2%

63.5 / 34.9%1

GROUP II:

Countries against whose currencies the dollar
has remained relatively unchanged or appreciated
including: Other Western Europe, Canada, Latin
America, other Asia and Africa, and Mexico in 1978
and 1979. $77.5 / 64.2% $90.5 / 63.8% $118.6 / 65.1%

Source: Survey of Current Business, U.S. Department of Commerce, June 1978; Federal Reserve
Bulletin, various issues.

GROUP I:

1978 1979
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Table 4

Declining American Industrial Leadership

INDUSTRY

1. Commercial Banking

2. Metal Manufacturing

3. Food Products

4. Aerospace

5. Pharmaceuticals

6. Chemicals

NUMBER OF AMERICAN FIRMS IN THE LARGEST GROUP
19S9 1978

9/15 (1960) 3/15

11/14 5/14

11/14 10/14

10/13 9/13

9/12 7/12

7/12 4/12

Source: Geoffrey Carroll, "The 'ltinational Myth," Europe
(European Community magazine) July-August 1980, pp. 27-28.

68-425 0-80----29
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PRINCE GEORGES COMMUNITY COLLEGE
ARTS AND SCIENCES

Social Sciences

September 8, 1980

Deer 1'ichael Stern,

I wish to present ny views thru this written ztatenent for submission
in re possible apzror.ches to U.S. competitiveness in the 1980's.

We must recognize the urgent i provements in productivity, i.e.
increasing output per worker for contributing to competitiveness.

Productivity is a key element s the benign cycle of growth,i.e.
a roduct on in the cost of producing c:ny given amount of goods
-providing less expensive products;increased demand for less expensive
products,increLsing employment and provide incentive for investment
in expansion,thereby enabling sustained higher levels of output and
employment while more investment enables more improvements in
prodActivity. T:.is cycle can rove on through the multiplier effect
and cometitiveness becomes self-generating.

However,due to the chemging composition of the labor force,there are
more women, more minorities and rore teenagers. Their comcomittant
inexp. rience lends to low productivity and we must use the institutional
framework of 1230comrunity colleges thr.out the nation to reach the
grassroot workers.

I hope the above would be pWinted %s a record of the hearing for my
written statements.

Thank you. Sincerely,

Francis Shieh,
Professor of Economics

FS :sh

,01 Largo Road. Largo. Marland 20870 (3011 136-6ZM
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STATEMENT TO THE

SUBCOMMITTEE ON INTERNATIONAL TRADE

OF THE

SENATE FINANCE COMMITTEE

ON
THE CASE FOR INTERDEPENDENCE IN US TRADE WITH LESS DEVELOPED COUNTRIES

BY

LEAGUE OF WOMEN VOTERS OF THE UNITED STATES

SEPTEMBER 17, 1980

The League of Women Voters of the United States Is a voluntary political action

organization wj1th 1400 Leagues in 50 states, the District of Columbia, Puerto Rico

and the Virgin Islands. We welcome this opportunity to state our position on

policies affecting US trade with the less developed countries.

For more than forty years, the League of Women Voters has supported a liberalization

of US trade policy through the systematic reduction of tariff and nontariff bar-

riers. League members firmly believe that such a policy serves the political and

economic interests of this country and of its citizens, collectively and individu-

ally, because it paves the way for political harmony among nations, promotes

economic development and expands consumer choice. We also firmly believe that the

free flow of investment and technology plays a crucial role in fostering economic

development and the improvement of living standards throughout the world.
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The League's longstanding support for a liberal US trade policy has its origins

In a 1920 study of high postwar prices. This and other early studies convinced the

League that-high tariffs and restrictive trade practices boost consumer prices,

reduce competition in the marketplace and cause friction among nations. Therefore,

when the depression of the early thirties compounded the impact of high tariffs,

the League took action on trade matters for the first time.

In 1937, the League supported the Reciprocal Trade Agreements Act when it came due

for its first renewal. Since then, the League has been involved with every major

piece of trade legislation, always coming out strongly for measures that are trade

expansive rather than trade restrictive. After reappraising our trade position in

the early 1960s, we urged that the United States systematically reduce trade bar-

riers, delegate long-term, flexible negotiating authority to the Executive branch

and use trade adjustment assistance as a positive alternative to import restric-

tions.

In recent years, for example, the League vigorously supported both the Trade

Agreements Act of 1974, which authorized US participation in the Tokyo Round of

trade negotiations, and the Trade Agreements Act of 1979, which culminated five

years of US involvement in those negotiations. Just as vigorously, in 1978, we

opposed protectionist amendments to foreign assistance appropriations.

Not only has the League over the years worked to deflect protectionist efforts--

such as tariffs, quotas, and so-called "buy America" provisions--but it also has

continued to promote public understanding of the benefits of a liberal trading

system. Clearly, the need to underscore those benefits is greater than ever
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today as the United States contends with trade deficits and slow growth in

productivity, as well as record rates of inflation and unemployment. With the

price of oil continuing to escalate, causing rapid and dramatic shifts in the

global economic structure, we have witnessed growing official and citizen concern

about the future of American jobs and industries.

Especially strident have been those voices raised against increased levels of US

imports. Labor unions and many industries have called for more barriers to imports

and, within Congress, a host of new protectionist measures designed to keep out

foreign goods has been introduced. This protectionist pressure has even been

extended to include goods imported from less developed countries which depend

heavily on export earnings to finance continued development.

However, despite the recent intensification of initiatives that threaten to

inhibit freer trade, there is evidence to suggest that the American public as a

whole is increasingly becoming more aware of both the reciprocal nature of foreign

trade and the rising US economic dependence on other countries. The following are

selected highlights from a Roper poll on public attitudes toward international

trade conducted in January 1980 for the League of Women Voters Education Fund:

-- The American public's perception of US economic dependence has risen

slightly from the mid-1970's. About two-thirds of Americans today view the

US as more or less economically dependent on other countries.

-- Nearly half the American public (44%) views US trade with other countries

as benefitting the US. And majorities of a few population groups--the

college educated, executives/professionals and those earning $25,000 or

more annually--view foreign trade as advantageous to the country.
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-- AmrIcana consider the mat persuasive pro-trade argument to be "exports

create jobs." Conversely, they consider the mrst persuasive anti-trade

argument to be "imports cause loss of jobs.'

-- Americans now are almost as likely to associate competitive imports with

lover prices for consumers in the positive sense as with lost jobs in the

negative sense.

-- Despite the fact that a large majority of Americans (81%) Indicated support

for some type of import restrictions, this did not connote opposition to

foreign trade per se. of this 81%, roughly one-third wanted to keep import

restrictions at the arne level, one-third wanted to increase them and 15%

wanted to decrease import restrictions.

It is clear from the League's Education Fund poll that the public is becoming

steadily more cognizant of exports as a way to generate Jobs and lessen the trade

deficit. We believe that this emerging awareness is a significant development in

light of the fact that foreign trade has long been equated, in a pejorative sense,

with "unfair foreign competition." This heightened perception about the benefits

of a liberalized trade policy is particularly salient with regard to US trade with

the less developed countries. About 25 percent of US exports now go to the less

developed countries, excluding OPEC countries. Adding in OPEC, the share comes

close to 40 percent of all US manufactured exports.

The League of Women Voters of the US firmly believes that trading with the

developing countries has a number of very specific mutual benefits for the United

States as well as for the poor countries of the world. Domestically, increased

trade with the developing countries means growing markets for US exports. Exports
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of goods and services now equal approximately 12 percent of the US gross national

product and are estimated to account for one out of every eight jobs in the manu-

facturing sector and for the production of one-third of the farm acreage in the

United States. Furthermore, there is much potential for continued growth in US

exports, since demand in the developing countries is far from satisfied and is

likely to expand rapidly as these countries advance economically.

Increased trade with developing countries also results in greater economic effi-

ciency in the United States. First, growth in low-cost imports encourages the

flow of American capital and other resources away from industries producing goods

that can be manufactured more efficiently and cheaply in the developing countries

toward industries making more advanced products for export. These increased ex-

ports, in turn, further stimulate investibent and encourage faster growth rates.

Second, by lowering the average US price of certain goods, imports mitigate in-

flation. Third, import competition efcourages US industries to be more innovative

and efficient if they expect to be competitive--as is evident by the introduction

of compact, fuel-efficient cars in the US auto industry.

The stake of the world's poorer countries in freer trade, however, is even more

vital to the survival of those countries. Without future expansion of international

trade, the developing countries are certain to experience reduced foreign exchange

earnings, increased unemployment and diminished rates of growth In their Incomes.

In simple terms, without greater access to the markets of the developed world, the

less developed nations cannot hope to eliminate their widespread poverty. The fact

that they would be unable to buy larger amounts of developed country exports would,
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in turn, have a negative effect on the US as well as other developed countries.

Approximately one-third of the wheat, cotton and rice grown in the United States,

for example, is now sold to developing countries. We currently export more to

the developing countries than we do the European Economic Community and Japan

combined.

For the less developed countries, trade is a key element in their development

strategies. Their receipts from exports far surpass the foreign assistance they

receive. In 1977, developing nations acquired more foreign exchange from an

average month's exports to Western nations than they received in development

assistance for the entire year. Recognizing the impact of trade policy on

development, the United States and other developed countries have established

special trade advantages for developing nations and consistently have sought to

reduce the barriers to world trade.

The League of Women Voters strongly supports US policy that maintains an open

trading system free from unnecessary restraints. In the Multilateral Trade

Negotiations (MTN), the US has negotiated more than 25 agreements with

developing countries reducing tariff and nontariff barriers. We feel this action

reflects the US intent to ensure that these nations benefit as much as possible

from international efforts to liberalize world trade.

League members also support the "generalized system of preferences" (GSP),

authorized by Title V of the Trade Act of 1974. According to this scheme, the

US allows duty-free treatment of certain goods exported by developing countries.
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The provisions of the GSP scheme thus make allowances for the Inability of

developing countries to compete on an equal basis with developed countries in the

international trading system. The extension of tariff preferences to certain

goods from the less developed countries provides a means for helping them increase

exports, diversify their economies and, ultimately, lessen their dependence on

foreign aid.

The GSP track record to date is positive, indicating that the GSP scheme has

provided the less developed countries with opportunities to expand their exports.

At the same time, according to the five year review of the GSP submitted to

Congress in April, 1980, the scheme has effectively safeguarded the interests of

US producers and workers. Although the Administration plans to modify the GSP in

1980, the League believes that the scheme has proven to be initially successful

as a mechanism for increasing the economic wealth of developing countries through

trade rather than aid.

The League of Women Voters also recognizes the critical role of private foreign

investment in promoting economic development in the Third World. Private US

capital is clearly an important factor in teaching new skills, creating employment,

diversifying economies and earning foreign exchange that developing nations can

use to finance further development efforts.

In order to encourage responsible private investment in developing countries, the

US established the Overseas Private Investment Corporation-(OPIC). Because OPIC

promotes the investment of US capital and technology in projects that complement

our development assistance efforts, we feel it properly comes under the jurisdic-
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tion of the International Development Cooperation Agency (IOCA). Moreover, in

recent years, OPIC has shifted its investment activities toward the poorest of

the less developed countries.

Similarly, we feel that the recent establishment of the Trade and Development

Program reflects the Administration's conviction that trade and economic

development are of mutual importance to the United States and developing

countries. Under the auspices of the International Development Cooperation

Agency, the Trade and Development Program supports feasibility studies for

projects that can be financed by developing countries and unde;'taken by US

private industry or government agencies such as the Army Corps of Engineers. The

program places a major emphasis on promoting private sector involvement and is

directed primarily at those countries not participating in regular Agency for

International Development (AID) programs.

In conclusion, League members stand firm in support of a liberal US trade policy.

We are convinced that national and international remedies for the US balance-of-

payments deficit should be aimed generally in-the direction of trade expansion

and away from short-range, restrictionist oalliatives. Therefore, we support

such remedies as efforts by American industry to improve international marketing

techniques, government policies designed to promote expansion of US exports and

reform of the international monetary system.

The League of Women Voters also firmly believes that, in an increasingly inter-

dependent world, the free flow of trade between the US and developing countries
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provides clear benefits for all participants. Today, the less developed countries

constitute the fastest growing US export market; an estimated 1.2 million

American jobs already depend on exports to the developing world. In turn, for

the poorer nations of the world, access to the markets of the US and other

developed nations is key to the modernization of their economies and the creation

of much needed employment.

The League, recognizing the gross disparity in trading positions between the

developed and less developed countries, believes the exports of developing

countries must be expanded. Because of their need for greater access to US and

other industrialized countries' markets, we favor the generalized system of

preferences (GSP) for the less developed countries. And, the League of Women

Voters believes that one of the prime US objectives Vis-a-vis the developing

world is the further incorporation of developing countries in the work of the

General Agreement on Tariffs and Trade. As recent reports by the Brant

Commission and the Presidential Commission on World Hunger conclude, the

economic progress of the poorer Third World countries ultimately will determine

the economic well-being of the richer nations as well.
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public Perceptions ,d Worl4 Trade: Sell Hoee/Buy Less.

This report presents the findings of a Roper poll on international trade
1 -

conducted in January 1980 for the League of Women Voters Education Fund. The

poll reveals these highlights:

1. The American public's perception of U.S. economic dependence has

risen slightly from the mid-1970's, but less than half of the public believes

the U.S. clearly benefits from trading with other countries.

2. A small majority is aware that the U.S. has a foreign trade deficit,

and this trade imbalance is increasingly viewed as unsatisfactory.

-- But the public tends to attribute the imbalance to factors outside

U.S. control (e.g., cheap foreign wages, foreign government subsidies to

businesses, and relatively restricitive import policies in other countries)

rather than to U.S. business conditions and practices (17.g., U.S. government

regulations, limited efforts by American firms to pursue foreign markets, low

productivity in some American economic sectors).

3. The public's predominant sentiments on trade are to reduce U.S. imports

(especially oil imports) and increase U.S. exports. Both sentiments have risen

since the mid-1970's.

-- The public now divides into three fairly equal groups in its preference

regarding import restrictions: About one-third favors increased import

restrictions, about one-third wants to keep import restrictions at their present

level, and about one-third wants to reduce or eliminat-e-restrictions.

4. The most persuasive pro-trade argument is that "exports create jobs";

t'., "-st ;rsuasive anti-trad# ar-'unctit is -. at "i-pnrt. caune loss of jobs".

-- The public is somewhat more likely to associate imports with the problem

of lost jobs than with the benefit of lower prices, despite the fact the poll

was taken during a period of intense concern-over inflation.

Roper conducted 2 305 personal interviews in a national probability sample
of adults 18 or over, between January 5-19, 1980.
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The public's attitucs or, inti.rnztjotel trad%; arj cvmineZ in six aseginp.-

(A) Public perceptions of U.S. economic interdependence, (3) its views of the

U.S. trade imbalance, including awareness of the U.S. trade deficit, (C) the

public's basic attitude toward U.S. foreign trade, (D) its specific preferences

about increasing/decreasing the level of U.S. imports and exports, (E) its

preferences regarding restrictions on imports and exports, and (F) the public's

ratings of the persuasiveness of various arguments for and against international

trade.

Relevant data from other public opinion surveys on international trade are

introduced where appropriate to supplement some of the League's findings and to

provide trend measures.

A. Perceptions of U.S. Economic Inteedepandence

About tNe-thirds of Americana vicv the U..s. ts _ora -or -les 4cr.no- ically

dependent on other countries. Roper trend results show that the public's

perception of U.S. overall economic dependence has increased slightly since 1975.

The Education Fund asked:

Thinking of what this country has and needs, produces and doesn't produce,
buys and sells, which one of these positions would you say best describes the
United States at tb present time? (CARD SHOWN TO RESPONDENT)
The Jan. - Apr-May Sept. May Oct.

h i'States . .. 1980 1979 1977 1977 1975

Wholly dependent on other countries-- 1- 2% 1% 1% 1%
Largely dependent on other countries 16 22 15 17 13
Somewhat dependent onother countries 52 45 47 49 47

(Total perceive U.S. dependent): (69%) (9%) (63%) (672) (01%)

Nearly self-sufficient 23 21
Completely self-sufficient 6_ 7

(Total perceive U.S. self-suffic): "
(29D) (28k)

Don't know 2 3

26 21 28
9 9 8

(35%) (302) (362)
2 3 3

-2-
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-3-
Majorities in 41 major population groups see the U.S. so at least "soehat"

economically dependent on other countries. Perception of-U.S. dependence is

most widespread among tho college educated, exeeativeas/p nsrionl, 1%lcs'ernere

and rural residents. It is least widespread among the grae'c school educate4,

blue collar workers, thos4 living in the Northeast aid in aajor cities, Blacks

and adults 60 years of age or over. ( Appendix, Table 1.)

A Harris survey in late 1978 also showed that (1) the public's perception

of U.S. dependence on other countries for various products had increased since

the mid-1970'., (2) the public distinguished clearly between the products

the U.S. can lsrgely provide for itself and those which it has to obtain mainly

through imports, and (3) the public continued to believe that other countries

needed the United States more economically than the U.S. n0.4d:" tIcC.

Harris asked his respondents to rate the extent of U.S. dependence on other

countries (and other countries dependence on the U.S.) for a number of specific

products. Th proportions responding the U.S. depended "alot" increased for

all estht products listed in both surveys (from an average of 25% in December

1974 to an average of 322 in November 1976), and the proportions reoapondins

the U.S. depended "not at aUl" declined fat all eight products (from 29% to

162 on the average). (Appendix, Table 2)

Harris also found that . American perceptions of other countries' dependence

on the United States declined for all eight products - from 66 percent (average)

in late 1974 who said other countries depended "alot" on the U.S. to 59 percent

(average) in late 1978. Nevertheless, it is clear from Harris' 1978 results

that the public still viewed other countries as being more eamoomically dependent

on the U.S. than vice versa (average of 322 U.S. depends "slot" on other versus

average of 592 others depend "alot" on the U.S.). This is best illustrated

by the responses in late 1978 to the product category "raw materials for

manufacturing": Thirty six percent of the public said the U.S. depended on
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tar comtries "alot" for thia ty".e 9 its-, c ; "red to .. vle saiA nther

cowmtr io depended on the U.S. ".'lot" for it. (AprWIMix, ,abe 2.)

D. Opinions About U.S. Trade Imbalance

The fact that the United States imports-more than it exports is perceived

by a small majority (572) of the public, according to the Education Fund's

poll. The population groups most aware of the U.S. trade imbalance are

the college educated, executive/professionals, those earning $25,000 or more

annually, males,Westerners, and Republicans (about 702 in each group is aware).

Least aware of it are Blacks, the trade-school educated, and those earning lees

than $7,000 annually (about 40% aware). (Appendix, Table 3.)

Those who are aware that the U.S. has a trade deficit are more likely

than the rest of the publicc to view the U.S. as dependent economically on

other country es.. Among those aware of the trade imbalance, 75 percent see

the U.S. as at least "somewhat" economically dependant (including 212 who

said "largely dependent"). Among those not aware of the trade imbalance, 60

percent view the U.S. as economically dependent (including 10 percent who said

"largely dependent").

Most Americans are clearly not pleased by their perception of a U.S.

trade deficit. A majority sees the U.S. buying more than it is selling, butonly

five percent prefer this situatUcn. Much nre prefersble frm% t"f public's

viewpoint is to have exports equal imports (472) or even exceed imports (39%).

The Education Fund found that the proportion of th public who want exports tb

exceed imports has approximately doubled since 1974. The Education Fund asked:

-4-
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-5-
Tkinking in teAm o6 the amount od pkodw4 that the U.S. impo0t and
expo 4t -- do you thk itk "a but Jol the U.S. to ippox mote 6WWothe
cowtrie than we expotrt to them, o& iA t butt 6o'% the U.S. to eXpoP~t IO~e

4= i ipoA4~t, 04 do you ink -it i4 but i6d he amowtt6 we po'tt and export
aut equat?

Roper polls of June 1976 and February 1974 asked:

What do you think the tontg "~ne goat o6 the United Stat& ahou2.d be when
it com.4 to Jo*.e~.g, - t~ade -- to expo'tt nmoie than we .bspott, 04 to bvio~t
mote than Ye expoAt, o to have expo't ju6t about equaL bivpotA4?

Jan. 1980 June 1976 Feb. 1,
best for U.S. if:
Exports exceed imports 39% 26% 18%
Exports equal imports 47 59 65
Imports exceed exports
Don't know

5
- 9

3
1:P

?74

4
13

Among certain population groups the proportion who favors an export surplus

is somewhat greater than the proportion who favors a balance between exports

and imports -- the-college educated, executives/professionals, those earning

$25,000 or more annually, and those who are aware that the U.S. imports more

than it exports (about 43,' favor an export surplus vs. abouc 42% favor an

export-import balance among these groups).

The public blames cheap labor costs abroad more than any other reason for

the U.S. trade deficit. The Education Fund asked those respondents aware of

the deficit to select from a list of eight reasons the ones they regarded

as "major reasons why other countries sell more to the U.S. than the U.S.

sells to other countries." A large majority of these respondents (80%) chose

the reason. "workers are paid less and can make the'Osc things cheaper than

we can." About one-third attributed the U.S. trad irT)tildtce to relatively

tough import restrictions abroad (36%), the high cost of U.S. oil imports

(31%) and the relative attractiveness of many foreign products (30%). Few

attributed it to factors over which the U.S. has primary control (e.g.,

only 13 percent attributed the imbalance to U.S. Government export regulations

and eight percent said American businesses don't try hard enough to increase

exports). (Appendix, Table 4.)
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C. Basic Attitude Toward Foreism Trade

Less than half the American public (44%) views U.S. trade with other

countries as benefitting the U.S. A larger proportion believes either that

foreign trade doesn't make much difference to the U.S. (281) or that it is

actually harful to our country (21%). The Education Fund asked this question:

Thinking about the atandvtd o6 Uutig an thZ cowttruj, the pkodw,.t6 we whe
tn oww. horn, the Wteoing we wea., the dood we eatt, do you 4VAi AmeAican6
ivoutd be better o6 woue o6, ot wou.d ou. ,tand,,d o tuin. be about the
h6ame id we did not Uuq .om 04t aeU to otheA eowt~.Za?

Worse off 44%
About the same 28
better off 21
Don't know 7

Majorities of a few population groups view foreign trade as advantageous

to the U.S. - the college educated, executives/professionals, tl.nve earning

$25,000 or more annually, and Westerners (a'. ut 55% see trade as beneficial

vs. about 15% view it as harmful). Least supportive of trade are the grade-

school educated, those earning less than $7,000 annually, and Blacks (about

3( beneficial vs. 252 harmful). Attitudes of union members toward foreign

trade are similar to those of the public as a whole (45% of union members

say the U.S. would be "worse off" without trade and 2Ct% say the U.S. would

be totter off ). Self-described liberals are somewhat more supportive

of trade than are conservatives, while Republicans are somewhat more

supportive than Democrats. Those who perceive the U.S. as "dependent" on

other countries are much more supportive of foreign trade than those who

believe the U.S. is baslca3 y "self-sufficient." (Appendix, Table 5.)

D. Preferences on Import and Export Levels

The Education Fund asked respondents three questions on whether the U.S.

should try to increase, decrease or maintain the present levels of its (1)

oil Imports, (2) imports of non-oil products, and (3) exports. The predominant

sentiments of the public are to reduce U.S. imports, especially imports of
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oil, and to increase U.S. exports. the Education Fund asked these questions

(1) Now Z'd i.teto ak you a que.ion concevuU9 U.S. .mpot" o6 oi duwWn
the niex~t aeveut yezuL. 17o you think the government ahoultd tky to imu Cae
the amount 06 oit the U.S. buy.6 &om otheA countti~e.A, 04t .houtd it tig to
deww.e the mount it lLp, oa do you .knk ,ita houtd tA to keep the amount
o0 ot bpox.ted nto the U.S. at about the pw.e.t t evetL

(2) Con'utning U.S. Zrmpont4 06 pwduct4 otheA than oit--- do you think
we 6houtd humAe ouA kvpoAt6 o6 ion-aiC~ -puua uce them., 04
keep them at about the puAent tevetf

(3) Now a qution abou t U.S. epA4. Dbo you think we 4houtd t o
in~c.ese ouAt ezpott&, that i4 the amount 06 p'wductA we eUt heA
cowutttu, 04 Mqy to %educe ow'. expo&, 04 t".y to keep expott at about
the pLe~ien t tevet?

(1) Oil Imports (2) Non-oil
. Imports -

Decrease 672 47% 142
Increase 6 4 45
Keep at present level 22 33 23
Qualified (Volunteered - - 10 11
e.g. depends on which
p'roductn .- r c,-utries
are involved)
Don't iow 5 6 7

The prevailing opinion in all major population groups is to reduce both

oil and non-oil imports. There was little variation among the groups on these

two questions. But on the issue of U.S. exports, opinions among the different

groups vary in the same way they do on the issue of trade as a whole: The

college educated, for example, are much more in favor of increasing U.S. exports

than are thoso not having a college education. Whites are more in favor of

increasing exports than Blackts, and men are more in favor of doing so than

women. Also highly supportive of increasing U.S. exports are executives/

professionals, those earning $25,000 or more annually, and those living in the

West and Northeest. (Appendix, Table 6.)

Knowledge about the U.S. trade deficit correlates closely with the preferred

import and export levels. Those aware of the trade deficit are much more

desirous of reducing imports and increasing exports than those unaware of the

deficit:
-7-

(3) Exporte
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Aware of U.S. Unavara of U.S.
Trade Deficit Trade Deficit

(57%) (432)

U.S. Oil Isports:
Decrease 752 562
rncrw 5 7
Keep at present level 18 28
Don't know 2 9

U.S. Non-oil Imports:
DecreAse 552 36Z
Increase 5 3
Keep at present level 30 38
Qualified (Vol.) 8 12
Don't knmw 2 11

U.S. Exports:
Decreasc 12% 162
Increase 59 26
Keep at present level 16 34
Qualified (Vol.) 9 13
Don't know 4 11

-8-
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1. Preferences on Iort and Export Restrictions

The public's desire to restrict imports of competitve foreign pr: lucts

has kljaj somewhat since the aid-1970's, according to a Roper poll conducted

In late 1979. Three tines as many respondents on that poll favored restricting

the import of foreign goods that were priced lower than comparable Aaericad

products as opposed such restrictions. 1c,.er has asked this question regularly

since 1973:

Am have beA timu whex otheA cowtkW have been Wte to eIU thedA
goods in *UA coun4y a. t'~ ~ce t hw U a AkcaA-nmxde good6. Gvea yoU
4p~~g do you~ thik the go eAmwt ahoutd oit alwutd ntot ptace Au&t&itiout
on 4AwtpohI 0 good& O'm otheA ctAUe that m.'e ptized toweA than Ame&An-
made gooda 06 tk &aft kind?

Oct.-Nov bov. Nov. Nov.
•1979 1977 1975 1973

Favor restricting imports 682 642 612 632
Oppose restricting imports 21 26 27 27
Don't know 11 10 12 10

Roper's January 1980 survey for the Education Fund contained a differently

worded question regarding restrictions on U.S. imports and exports. The

Education Fund did not intimate, as did Roper's late 1979 poll, that import

restrictions would have the effect of incresing prices consumers paid for

some products. Consequently, a larger majority on the later poll voiced

support for having import restrictions (812). Somewhat fewer than this

favored restrictions on exports (712).

-9-
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Those respondents who favored restrictions on U.S. irport-I (or replied

"don't know") were asked whether restrictions should be increased, decreased,

or kept the ame. A larger proportion favored increasing import restrictions

than decreasing then (by 282 vs. 14Z), while the plurality desired to

maintain the present level of restrictions (302).

Roper's results are summarized below:

Atostrictions on U.S. Exports:

Favor 712
Oppose 20
Don'.t know 9

Rcstrictirns -n U.S. Iupcrts:

Favor import restrictions 81?
Want to increase then 28%
Want to keep about the same 31
Want to decrease them 14
Undecided about increase or ....

decrease 8
Oppose import restrictions 10
Don't knov 9

The desire to increase import restrictions does not necessarily connote

opposition to foreign traie per se. The groups most desirous of tighter

restrictions are also among those most f.%vor.'Iy disposed toward the idea

of trade - executives/professionals, those .-rning $25,000 or moro annually,

males and Westerners (about 352 favor increased £r,,rt r' st.ritfins vs.

about 20% favor decreased restrictions or note at all). (Appendix, Table 8.)

I
The complete questions and results are presented in Appendix B, t-'.e 7 'n. 8

-10-
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-11-
F. Reasons For and Against International Trade

The Education Fund asked respondents to rate the effectiveness of each of

a series of arguments in favor-of foreign trade and a series of arguments

against trade. The pro-trade arguments rated most effective were (1) the

creation of jobs in the export sector, (2) lower prices for consumers, and

(3) optimum international subdivision of production (about 402 of the public

believed each of these was a "very good argument".) The anti-trade arguments

judged most effective vur- (1) more jobs retained by Americans and (2)

making the U.S. more self-sufficient (about 40% rated each a "very good"

argument.)

Roper's results are summarized below:

Ratings of Arauments.

Arg ments in Favor of Trade,: Very Fairly Poor Don't
Cood Good J Know

(1) Creation of jobs in export -t7 34% 142 82
sector
(2) Lower prices for consumers 40- 33 20 - 7
(3) .*. h1vIA9, opti-1mi nm-re_.,. 39 38 14 9
S IiI.ivision of production
(4) Wider choice for consumers 31 40 21 8
(5) More efficientt U.S. companies 29 37 25 9
(6) Foreigners can buy U.S. products 21 40 28 11

Arguments Against Trade: Very Fairly Poor Don't
Good Good Know

(1) More jobs retained by Americans 442 302 202 6%
(2) Making the U.S. more self- 39 33 20 8
sufficient
(3) Protect the dollar 30 30 25 1"5
(4) Higher profits for U.S. companies 25 30 35 il
(5) More U.S. products for American 20 28 43 9
consumers to buy

These findings reveal that Americans nov are almost as likely to associate

competitive imports with lower prices in the positive sense as with lost

jobs in a negative sense: Croistabular analyses of the responses to these

two items show that 27 percent of the public rates the *1.Et jobs r:ime.-t

sre.Faerr391ve thsn hs le.cpricee :.r-ent.' 2! -:-.cant r tes te latter

argument as more persuasive than the former; 39 percent rates them as equally

68-425 0-80----30
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effective;aud nine percent gives a "don't knoi' response. (Appendix C.)

Roper surveys conducted in 1977 and 1979 showed that much larger proportions

at those times rated the lost jobs argument as "good" than gave that rating

to the lower prices argument (68% vs. 51% in late 1979, for example). Since

then, a rising inflation rate and high prices have become '-uh :"ore w4 -"ead

public concerns than the problem of unemployment, probably raising the salience

of the lower prices argument.

Other survey evidence indicates, nevertheless , that a sizeable segment

of the public does not perceive a connection between more competition from

imports ard lower consumer prices. A Harris poll conducted in DeCbe'r, 1978,

found that 52 percent believed that "competition from foreign products" tends

to increase inflation, compared to only 17 percent who believed such competition

tends to hold down inflation. Another 17 percent believed imports had Co

effect on prices and 14 percent were not sure.

The .- ducation Fu4-M's survey indicates that the idea that "exports create

jobs" may be just as parsuasjavu as the argument "imports lose jobs." In fact,

27 percent of tLe public rates the first ar~un .nt ..c Morn ps rsuz..oiva than the

second, compared to 22 percent who rate them in the reverse order (40% rates

them as equal and 9 . gives "don't know" response). (Appendix C.)

Also judged to be very persuasive were two opposed basic arguments relating

to the desired level of U.S. involve-.ent in the world fcono 1v:. Achieving

the most efficient subdivision of production among different trading countries

versus achieving U.4. self-sufficiency by reducing foreign trade.

Each of the five top arguments for and against trade described above were-

highly rated by every major population group (i.e., about one-third or

more in each group rated each argument as "very good"). Other arguments rated

highly by certain groups include the pro-trade reoason"i aking U.S. companies

more efficient" (382 of exacutivas/professionals rated it "very good"), and

-12-
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the anti-trade reason "protecting the value of the dollar" (367 of blue-

collar workers, union members, and Blacks rated it "very good").

The population group ratings for each argument are summarized in the

Appendix B, Tables 11 and 12. Among the noteworthy findings in those tables

are these very high ratings:

Blacks -- 55 percent rated the "lower consumer price" pro-trade argument
as "very good"

Executives/professionals -- 54 percent rated "creation of jobs in the export
sector " as a "very good" argument and 52 percent rated"optnum international subdivision of production" as "very
good"

About half of the grade school educated, those earningloos than $15,000
annually, union members, and those 60 years or older rated the anti-,
trade argument "more jobs retained by American' as "very good." ,, "

Some of the groups which gave a relatively high rating to the pro-trade

argument "achieving optimm international subdivision of production" gave

a relatively low ratin to the anti-trade arguiiint"making the U.S. self-

sufficient" - executives/professionals, college educated, those earning

$25,000 or more annually, Westerners end Republicans. Some other groups had

the reverse tendency, finding the "self-sufficiency" argument more persuasive

than "optimum subdivision of production" -- union members, the grade-school

educated, those earning less than $7,000 annually and those living in the

Northeast. (Appendix, Tables 11 and 12.)

-13-
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Appendix A: The International Trade Poll Questionnaire

Introduction to Trade questions

Now we are going to ask you a few questions about international trade,
but before we do I'd like to explain a few words that many people don't
understand. When a U.S. company sells its products to a-company in
another country, that is called international trade. When a U.S. company
bTs products from a company in another country, that is also called
Tiitirnational trade. Selling products to a company in another country
is called exporting, and the products sold are called exports. Buying
products from a company in another country is called importing, and the
products that are bought are called imports.

1. Thinking of what this country has and needs, produces and doesn't
produce, buys and sells, which situation would you say best describes
the United States at the present time? (HAND RESPONDENT CARD A)

CARD A

The United States is...
a. completely self-sufficient
b. nearly self-sufficient
c. somewhat dependent on other countries
d. largely dependent on other countries
e. wholly dependent on other countries

2. Thinking about the standard of living in this country, the products
we use in our homes, the clothing we wear, the food we eat, do you think
Americans would be better off, worse off, or would our standard of living
be about the same if we did not buy from and sill to other countries?

3. When it comes to what the United States buys from other countries and
what the United States sells to them, which do you think has been happening
during the past several years--has the U.S. been buying more than it has
been selling, has it been selling more than it has buying, or have the
amounts the U.S. has been buying and-selling been about the same?

(IF "U.S. HAS BEEN BUYING MORE THAN IT HAS BEEN SELLING," ON QUESTION 3 ASK
QUESTION 4)

-14-
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4. Here are some of the reasons that have been given as to why other
countries sell more products to the U.S. than the U.S. sells to other
countries. (HAND RESPONDENT CARD B). Would you read down that list and
tell me which ones you think are major reasons? First, because workers
are paid less...

CARD B

a. Because workers are paid less in many other countries than'
in the U.S., they can make the same things cheaper than we
can.

b. Because factories in many other countries use newer and
better machinery than that in the U.S., they can make the
same things cheaper than we can.

c. Because many other governments help their businesses finan-
cially they can make the same things cheaper than American
firms can.

d. Other countries make it hard to sell American products there,
while the U.S. does not make it hard for other countries to
sell their products here.

e. American businesses do not try very hard to sell their pro-
ducts overseas.

f. U.S. government regulations prevent American businesses from
selling more overseas._

g. The increased cost and the large-amount of oil we import means
that we have to export a lot of other products just to make
our exports and imports equal.

5. Now, I'd like to ask you a question concerning U.S. imports of oil
during the next several years. Do you think the government should try
to increase the amount of oil the U.S. buys from other countries, should
decrease the amount it buys, or do you think it should try to keep the
amount of oil imported into the U.S. at about the present level?

6. Concerning U.S. imports of products other than oil--do you think we
should increase our imports of non-oil products, reduce them, or keep
them at about the present level?

-1.5-
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7. Now a question about U.S. exports. Do you think we should try to
increase our exports (that is the amount of products we sell to other
countries), reduce our exports, or try to keep exports at about the
present level?

8. Thinking in terms of the amount of products that the U.S. imports
and exports--do you think it is best for the U.S. to import more from
oter countries than we export to them, or best for the U.S. to export
more than it imports, or do you think it is best if the amounts we import
and export are equal? Or doesn't it matter?

9. Here are some arguments that have been made in favor of international
trade in products other than oil. For each one, please tell me if you
think it is a very good argument, a fairly good argument, or a poor argu-
ment. (REFER TO FIRST ARGUMENT ON CARD C) -- do you think that is a
.ery good argument, a fairly good argument, or a poor argument? Next...

CARD C

a. Some foreign products cost less than American-made brands
and Americans can buy them and save money.

b. Foreign competition makes U.S. businesses more efficient.

c. Buying foriegn countries' products means those countries
earn money and can buy those U.S. products they want.

d. Selling U.S. products to other countries helps create American
jobs in businesses that export.

e. International trade enables us to produce and sell what we
make best and enables other countries to produce and sell what
they make best.

f. Americans can have the choice of buying some products that
aren't made in the U.S.

-16-
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10. Now, here are some arguments against international trade in
non-oil products. (REFER TO FIRST ARGUMENT ON CARD 0) -- do you
think that is a very good argument, a fairly good argument, or a poor
argument? Next...

CARD 0

a. Buying fewer imports from other countries means foreigners
would have fewer U.S. dollars and that would protect the
value of the dollar.

b. Keeping out foreign products would mean American companies
would make higher profits.

c. Not selling U.S. products to foreigners would mean more U.S.
products that Americans could buy.

d. Keeping foreign products out of the U.S. means more jobs for
Americans.

e. Keeping out foreign products -makes the United States more
self-sufficient and that is good.

11. Sometimes countries place restrictions on imports coming into the
country. Sometimes too, they place restrictions on exports going out of
the country. Which statement on this card (HAND RESPONDENT CARD E) comes
closest to your view of what U.$. policy should be?

CARD E

a. The U.S. should not have any restrictions on exports or imports

b. The U.S. should have restrictions on exports, but not on imports

c. The U.S. should have restrictions on imports, but not on exports

d. The U.S. should have restrictions on both imports and exports

(IF RESPONSE c OR d SELECTED ON QUESTION 11, ASK QUESTION 12):

12. Speaking of restrictions on imports only--do you think U.S. import
restrictions should be increased, decreased, or kept about the same as
they are now?

-17-
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Aependix a
Table 1. Pqrceptton of U.S. Economic Dependence

Dependent Self-Sufficient Don't

Udollv/Largely Somewhat (Total) Nearly Completely (Total)Know

Total Public 17% 52% (60%S) 23% 6% (291) 21

Age

18-29 20 51 (71) 24 4 (28) 1

30-44 19 53 (72) 21 6 (27) 1

45-59 15 52 (67) 22 8 (30) 3

60 and over 10 53 (63) 25 8 (33) 4

Education

College 22 53 (75) 20 4 (24) 1

High School 16 53 (69) 24 6 (30) 1

Grade School 10 49 (59) 25 11 (36) 5

Occupation

Executive/Prnfessional 22 54 (76) 21 3 (24) -

Hhite Collar 18 '4 (72) 23 4 (27) 1

Blue Collar 16 49 (65) 24 9 (33) 2

Union Mwter 16 50 (66) 26 7 (33) 1

Race

Black 9 54 (63) 25 11 (36) 2

White 18 52 (70) 23 5 (28) 2

northeast 15 48 (63) 24 8 (32) S

South 17 52 (69) 22 7 (29) 2

Midwest 13 55 (68) 25 6 (31) 1

West 23 52 (75) 21 3 (24) 1

Sex

Male I8 51 (69) 22 7 (29) 2

Female 15 53 (68) 24 6 (30) 2

Community Size

Major Metropolitan Ares
(1.4 million or more) 1444 (8) 29 9 (38) 4

Cities
(150,000-1.3 million) 17 SS (72) 21 5 (.16) 2
Towns(35,000-149,000) 19 59 (78) 17 4 (21) 1

Rural Areas 20 59 (79) 16 3 (19) 2
I - f,,-

-I$-
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Table 2. Perceptions of Dependency for Specific Products (Harris Surveys)

" .... Do you think the U.S. depends on the rest of the world a lot, a little,
or not at all for...(SPECIFIC ITEMS READ FROM LIST)?'

".....Does the rest of the world depend on the United States a lot, a little,
or not at all for...(ITEMS READ FROM LIST AGAIN)?"

U.1

Gasoline and oil

Markets to sell manufactured products

Manufactured products

Raw materials for manufacturing

Money for Investment and construction

Technology

Developing Industrial know-ow

Food suvolies

. Dependency on Rest of
(Dec. 1974 Results in

A Lot A Little

79% (7T%) 16% (23%)

48 (41) 41 (44)

39 (21) 49 (53)

36 (30) 50 (53)

21 (8) 46 (30)

14 (9) 56 (40)

11 (10) 58 (36)

10 (6) 57 (52)

World: Nov. 1978
Parentheses)

Not at All

3% (4%)
5 (10)

9 (21)

8 (12)

24 (53)

22 (40)

25 (50)
-in (ani

World Dependency on United States: Nov. 1978

(0ec. 1974 Results in Parentheses)

A Lot A Little Not at All Not Sure

Food supplies 81% (84%) 17% (13%) 1% (1%) 1% (2%)

Developing Industrial know-how 74 (77) 19 (16) 2 (3) 5 (4)

Technology 67 (72) 24 (19) 3 (2) 6 (7)

Money for investment and construction 67 (76) 23 (16) 4 (3) 6 (5)

Markets to sell manufactured products 62 (73) 30 (22) 3 (1) 5 (4)

.Manufactured products 54 (67) 39 (27) 4 (2) 3 (4)

Raw materials for manufacturing 53 (60) 39 (33) 4 (3) 4 (5)

Gasoline and oil 15 (21) 51 (38) 30 (37) 4 (5)

-19-
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Table 3. Awareness of U.S. Trade Imbalance

"When it comes to what the United States buys from other countries and what the
United States sells to them, which do you think has been happening during the past
several years--has the U.S. begin buying more than it has been selling, has it been
selling more than it has been buying, or have the amounts the U.S. has been buying
and selling been about the sae?"

Buying More Other Responses,
Than Selling -Oon't Kno

Total Public 57% 43%

Education
College 67 33

High School 58 42

Grade School 43 57

Occuation
Executive/Professional 68 32

White Collar 57 43

Blue Collar 57 43

Union Menber 62 38

Income

$25,000 and over 67 33

$15,000 - $24,999 S9 41

$ 7,000 - $14,999 56 44

less than $ 7,000 43 57

Race

Black 37 63

White 60 40

Region

Northeast 52 48

South 52 48

Midwest 61 39

West 69 31

Sex

Male 65 35

Female so so

Party Affiliation

Democrat 56 44

Republican 64 36

Political PhIlosoph,

Liberal 54 46

Moderate 58 42

Conservative 60 40 /
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Table 4. Reasons for U.S. Trade Imbalance

"Here are some of the reasons that have been given as to why other countries sell
more products to the U.S. than the U.S. sells to other countries. (CARD SHOWN TO
RESPONDENT) Would you read down that list and call off the ones you think are major
reasons?"

(Question asked of Respondents Aware of U.S. Trade Deficit, Comprising 57 percent of
Total Sample)

Cited as a
MaJor Reason

Because workers are paid less in many other countries
than in the U.S., they can make the same things cheaper
then we can. 80%

Other countries make it hard to sell American products
there, while the U.S. does not make it hard for other
countries to sell their products here. 36

The increased cost and the large amount of oil we Import
means that we have to export a lot of other products
just to make our exports and imports equal. 31

Foreign manufacturers are making products that are more
attractive to buyers than the products U.S. manufacturers
are making. - - 30

Because many other governments help their businesses
financially they can make the same things cheaper than
American firms can. 25

Because factories in many other countries use newer and
better machinery than that in the U.S., they can make
the same things cheaper than we can. 13

U.S. Government regulations prevent American businesses
from selling more overseas. 13

American businesses do not try very hard to sell their
products overseas. 8

None cited, Don't know 2

238% *

*More than 100% due to multiple responses

-21-
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Table 5. Attitude Toward U.S. Foreign Trade

Effects of No Trade
U.S. Worse About the U.S. Better Don't

Off Same Off Know

Total Public 44% 28% 21% 7%

Education

College 57 23 16 4

High School 41 31 22 6

Grade School 32 29 27 -12"

Occupation

Executive/Professional 55 26 16 3

White Collar 51 27 16 6

Blue Collar 37 32 25 6

Union Member 45 32 20 3

Income

$25,000 and over 55 24 18 3

$15,000 - $24,999 48 27 19 6

$ 7,000 - $14,999 40 27 25 8

less than $ 7,000 29 35 24 12

Race

Black 27 42 23 8

White 46 26 21 7

Region

Northeast 45 27- 20 8

South 41 28 25 6

Midwest 41 29 21 9

West 53 27 16 4

Sex

Male 48 27 21

Female 40 29 22 9
-2-
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Table 5.
(cont' d)

Effects of No Trade
U.S. Worse About the U.S. Better Don't
Off Same Off Know

Party Affiliation

Democrat 43 29 22 6

Republican 47 29 19 5

Political Philosophy

Liberal 50 27 17 6

Moderate 40 28 26 6

Conservative 46 28 20 6

Perception of U.S. Economic Dependence

U.S. largely dependent 59 16 21 4

U.S. somewhat dependent 48 26 21 5

U.S. nearly self-sufficient 34 38 20 8

U.S. completely self-sufficient 22 40 32 6

-23-
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Table 6. Preferred Level of U.S. Exports

Keep at
Increase Decrease Present Level Qualifed Don't Know

Vol unteered
Total Public 45% 14% 23% 11% 7%

Education

College S6 11 17 11 5

High School 44 15 25 10 6

Grade School 33 16 28 11 12

Occupation

Executive/Professional 61 12 15 11 1

White Collar 46 14 23 11 6

Blue Collar 44 14 26 10 6

Union Member 51 13 23 9 4

Income

$25,000 and over 56 11 22 8 3

$15,000 - $24.999 48 12 21 11 7

f 7,000 - $14,999 43 14 25 11 7

less than $ 7,000 30 19 26 14 11

&ace

Black 22 20 28-- 20 10

w ite 47 13 23 10 7

ReWon

Northeast 52 11 23 7 7

South 37 17 24 14 8

Midwest 40 12 26 13 9

West 59 14 17 6 4

Sex

Male 52 13 20 10 5

Female 39 14 26 11 10

Party Affiliation

Democrat 44 15 23 11 7

Republican 47 14 24 9 6

Political Philosophy

Liberal 46 11 27 10 6

Moderate 42 14 24 12 8

Conservative 48 15 21 10 6
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Table 7. Preferences on Import and Export Restrictions

Sometimes countries place restrictions on Imports coming into the country.
Sometimes too, they place restricitons on exports going out of the country.
Which statement on this card (RESPONDENT SHOWN CARD) comes closest to your
view of what U.S. policy should be?*

The U.S. should not have any restrictions on exports or imports 6

The U.S. should have restrictions on exports, but not on Imports 4

The U.S. should have restrictions on Imptts, but not on export- 14

The U.S. should have restrictions on both imports and exports 67

I

Don't know 9

100%

(IF FAVORED "restrictions on imports" or "didn't know," RESPONDENT WAS ASKED):

"Speaking of restrictions on Imports only--do you think U.S. import restrictions
should be Increased, decreased, or kept about the sane as they are now?"

Increase import restrictions 281

Keep same - 31%

Decrease import restrictions 14

Don't know 17

90%

-25-
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Table 8. Preferences on Import Restrictions

Favor Ieport Restrictions OpposeImport
Increase Keep Decrease Oon't ReStrictions
Us, tritions L Restrictions Know

Total Public 281 37% 14% 17% 10%

Education

College 30 32 14 14 10

High School 28 32 15 16 9

Grade School 24 30 15 22 9

Ocution

Executive/Professional 35 27 16 12 10

lite Collar 26 34 14 18 8

Blue Collar 30 30 16 13 11

Unioe Member 35 28 15 12 10

Inow

$25,000 and over 34 33 12 11 10

$15,000. s24,999 26 32 16 17 9

S 7,0 -$14,999 27 30 is 18 10

less than S 7,000 27 29 13 19 12

Black 27 29 13 16 is

Wiite 28 31 is 17 9

Reaion

Northeast 29 26 17 19 9

South 25 31 15 17 12

Midwest 28 33 14 16 9

West 32 37 10 13 8

Male 33 31 15 11 10

Ferule 23 31 14 23 9

Party Affiliattion

Democrat 26 32 16 17 9

Republican 30 31 13 14 12

Political Philosophy

Liberal 27 34 12 17 10

Moderate 28 33 15 16 8

Conservative 28 29 16 16 11
A

-26-
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Table 9. Arguments in Favor of International Trade

*Here are some arguments that have been made in favor of International trade in
products .inr bin otl. (RESPONDENT SHOWN CARD) For each one, please tell me
If you think ita very good argument, a fairly good argument, or a poor argument..,"

(Order of presentation on card: #2,5,6,1,3,4) Rated 'Very GoodArumnt"

(I) 'Selling U.S. products to other countries helps create
American Jobs in businesses that export those goods." 44%

(2) "Some foreign products cost less than American-mde
brands and Amricans can buy them and save money." 40

(3) "International trade enables us to produce and sell
what we wake best and enables other countries to produce
and sell what they make best." 39

(4) *Americans can have the choice of buying some products
that aren't ade in the U.S.* 31

(5) "Foreign competition makes U.S. businesses more efficient." 29

(6) "Buying foreign countries' products means those countries
earn money and can buy those U.S. products they want.' 21

-27-
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Table 10. Arguments Against Internatioral Trade

"Now, here are some arguments a inst International trade in non-oll products.
(RESPONDENT SHOWN CARD) Firs,. you think that is a very good argument,
& fairly good argument, or a poor argument?" (ASK ABOUT EACH ITEM)

(Order of presentation on card: #3,4,5,1,2)
Rated NVery Good

Ar9mntV
(1) "Keeping foreign products out of the U.S. means

more Jobs for Americans." 44%

(2) "Keeping out foreign products makes the United
States more self-sufficient and that Is good." 39

(3) "Buying fewer Imports from other countries means
foreigners would have fewer U.S. dollars and that
would protect the value of the dollar." 30

(4) "Keeping out foreign products would mean American
companies would make higher profits." 25

(5) "Not selling U.S. products to foreigners would
mean more U.S. products that Americans could buy." 20

-28-
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Table 11. Group Ratings of Pro-Trade Arguments
(Percent Rating Each Argument as OVery Good*)

Pro-Trade Arguments

)rCreate Jobs (2) Loer (3) Int'l (4)W der (5) ort (6) Foreigners
n Export Consumer Subdivision Consumer [fficient U.S. Can S'W U.S.
Seto Prices of Production Choice fajs Pogt

Total Public 44% 40% 39% 31% 29% 21%

Education

.College 45 4L 43 32 32 22

High School 4 38 39 31 28 20

Grade School 43 38 34 29 28 22

Ane
18 - 29 47 39 38 33 30 18

30 - 44 44 43 37 29 27 19

45 - 69 40 40 39 28 28 24

60 and over 47 40 43 34 32 25

Occupati on

Executive/Professional 54 48 52 33 38 28

White Collar 40 42 37 29 25 18

Blue Collar 42 37 35 29 28 18

Union Member 43 38 33 28 33 18

InCome

$25,000 and over so 46 42 32 30 21

$15,000 - S24,999 42 37 39 31 29 20

$ 7,000 - $14,999 43 41 40 32 30 20

less than S 7.000 45 41 34 30 28 24

Race

Black 39 55 31 28 32 23

White 45 39 40 32 29 21

9-
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Table 11.
(cont'd)

Pro-Trade Arguments

1) Create Jobs (2) Lower (3) Int'l (4) Wider (5) More (6) For-
n Export Consumer Subdivision Consumer Efficient U.S. signers

Sector Prices of Production Choice Companies Can Buy USProdcts-

Region I
Northeast 40 38 31 24 26 15

South 48 43 42 35 30 23

Midwest 42 42 38 30 28 22

West 48 35 45 3S 34 23

SOX

male so 43 42 30 34 23

Female .40 38 36 32 25 19

Party Affiliation

Democrat 44 41 38 31 29 21

Republican 45 37 43 32 30 24

Politi1al Philosophy

Liberil 47 40 41 34 33 24

Moderate 41 39 36 29 25 17

Conservative 47 42 41 32 31 24

Community Si e

Major Metropolitan Area
(1.4 million or more) 40 43 35 29 30 20

Cities
(150,000 - 1.3 million) 46 37 38 29 28 19

Towns
(35,000 - 149.000) 48 40 4 36 29 22

Rural Areas 46 42 47 32 35 29

-30-

YI



489

Table 12. Group Ratings of Anti-Trade Arguments
(Percent Rating Each Argument as "Very Good')

Anti-Trade Arguments

(1) Retain (2) Make (3) Protect (4) Higher (5) More U.S.
American U.S. ore Dollar Profits for Products for
Jobs Self-Sufficient U.S. Companies American

Total Public 44% 39% 30% 25% 20%

Education

College 37 31 25 22 16

High School 45 42 33 25 20

Grade School 51 43 32 30 23

18 - 29 41 39 30 26 21

30 - 44 41 38 30 25 18

45 - 59 45 39 28 23 20

60 and over 50 37 32 27 20

Occupation

Executive/Professional 35 29 27 23 1s

White Collar 38 35 26 21 16

Slue Collar 51 U 36 27 24

Union Mmber 51 43 36 24 17

Income

$25,000 and over 39 33 29 21 1s

S1S,00 - $24,999 39 36 27 22 17

$ 7,000 - $14,99g so 44 33 29 23

less than $ 7,000 51 43 33 31 25

Race

Black 46 32 36 31 23

White 4 39 30 2S 19

b-31
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Table 12.
(cont'd)

Anti Trade Arguments

1) Retain () Make (3) Protect (4) Highe..r (5) Mfre U.S.
American U.S. More Dollar Profits for Products for
Jobs Self-Sufficient U.S. Companies American

Ronsmr

Northeast 48% 41% 26% 21% 17%

South 48 43 J4 31 24

Mdwest 43 36 3 25 20

West 33 30 24 21 is

Sex

Hale 44 39 32 24 19

Female 4 39 28 27 21

Party Affiliation

Democrat 45 39 32 27 22

Republican 37 34 29 21 16

Political Philosophy

Liberal 40 35 26 22 19

Moderate 47 41 29 27 20

Conservative 44 38 34 26 20

Community Size

Major Metropolitan Area
(1.4 million or more) 40 32 26 20 17.

Cities
(150,000 - 1.3 million) 50 42 30 27 20

Tons
(35,000 - 149,000) 42 41 36 30 24

Rural Areas 42 46 34 29 21
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Arguaent #1 1 Argment #2

Appendix C

Crosstabutar AnalysIs of the Arguments

Argmuent # 1 . Arguent # 2 Both about
considered to be considered to be San
better than # 2 bettor than # I

Don't know respon-
ses 01 and/or 12

(1) Lower Lost jobs 25% 27% 391 91
prices

(2) More Job Lost Jobs 27 22 40 11
In export
sector

(3) Subdlvi- U.S. $*if- 28 25 3S 12
SfM bf Sufficiency
labor
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STATEMENT OF THE AMERICAN FARM BUREAU FEDERATION
TO THE SUBCOI94ITTEE ON INTERNATIONAL TRADE

OF THE SENATE COMMITTEE ON FINANCE
REGARDING S. 2773, A BILL TO ESTABLISH A NATIONAL

EXPORT POLICY FOR THE UNITED STATES

September 10, 1980

Farm Bureau, representing over 3 million member families appre-
ciates this opportunity to comment on S. 2773. This is, of course, a
very comprehensive bill touching on many aspects of national export
policy.

We would like to offer comments on Title VII which has several
provisions that bear directly on agricultural exports. These provi-
sions area

(1) Part I - Commodity Credit Corporation financing for agri-
cultural exports.

(2) Part II - Export-Import Bank Credits for agricultural commodity
exports, and

(3) Part III - International Wheat Exporting Commission.

COMMODITY CREDIT CORPORATION FINANCING

Farm Bureau gave strong support to the Agricultural Trade Act of
1978 which, among other things, had export credit provisions that if
effectively implemented would enable additional U.S. farm exports to be
financed in world markets under terms and conditions of sale just as
attractive as those offered by our competitors in those markets.
Unfortunately, certain credit provisions of the 1978 Trade Act have
not been effectively implemented.

A part of this problem is addressed by Sec. 20, Part I of Title
VII of H. R. 2773. This provision would establish an Agricuitural
Export Credit Revolving Fund which would considerably enhance farm
export prospects and remove a great deal of the uncertainty of whether
export financing would be made available year in and year out for use
in obtaining additional agricultural export sales. Since CCC credit
export financing is not subsidized and, in fact, yields a return to
the government above the cost of money to the Treasury, a revolving
fund, once established, should be self-sustaining.

CCC credits are one of the most effective tools that can be used
to quickly stimulate sluggish exports. There are many countries,
especially developing countries, that do not always have "cash-on-
the-barrel head" to pay for their commodity needs. However, they can,
and will, turn our way if export financing is made available. Losses
in the CCC credit program have been virtually nil.
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At our annual meeting in January, 1980, Farm Bureau adopted policy
that "recommends legislation to establish a revolving fund for the
Commodity Credit Corporation's extension of credit terms in inter-
national commercial trade in U.S. commodities.' We are pleased to see
that such a provision is a part of 8. 2773, and we strongly support it.

EXPORT-IMPORT BANK CREDITS

In past years the Export-Import Bank has provided some export
financing for agricultural commodities, including financing for cotton
and breeding animals. In recent years such export financing has been
terminated.

We believe that an inequity exists when a foreign importer of
U.S. industrial items can obtain Export-Import Bank financing at an
8 percent interest rate while a foreign importer of farm commodities,
under current U.S. export policies, cannot obtain any Export-Import
Bank financing and must turn to CCC for financing, where funds are
inadequate and interest rates are about 13 percent.

Farm Bureau strongly urges your support of Part II of Title VII,
which directs Export-Import Bank financing to have a relationship to
the ratio of the dollar value of U.S. agricultural exports to the
dollar value of total U.S. exports. Passage and implementation of this
provision would mean a more equitable allocation of the Export-Import
Bank's export-financing resources.

INTERNATIONAL WHEAT EXPORTING COMMISSION

Part III of Title VII would establish an International Wheat
Exporting Commission. As we understand this provision, it would
empower the Commission to attempt to set a minimum world market price
for wheat each year, prescribe a market share for each member country,
*protect purchasers of wheat against wide price fluctuations, and
control exports by the issuance of licenses.

Farm Bureau vigorously opposes the provision for the following
reasons:

(1) The trading of farm commodities--and the prices, terms, and
conditions of such trade--should not be dependent on, or influenced
by, political decisions of the governments. Farmers became very
upset--as did our trading partners--over the soybean embargo of 1973,
and the grain embargo of 1980. This provision would, in effect,
freely permit the Commission to restrict or even embargo, exports for
political reasons. We believe that prices, terms of trade, and market
shares should be based on economic considerations rather than politi-
cal decisions.
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(2) The United States, as the most efficient producer of wheat
in the world, has nothing to gain by dividing up the world wheat trade
into market shares. Neither is it in the American wheat farmers' or
consumers' interests to hold a price umbrella over the heads of less
efficient competitors by agreeing to minimum price levels. It is
however, in the interest of American wheat farmers and consumers to
carve out our share of the world market by efficient production and a
market-oriented export sales policy, combined with a strong market
development effort to service our overseas markets. Exports of grain
are a significant portion of total U.S. exports and any policy that
limits grain exports is a detriment to the total U.S. economy.

(3) We oppose any system that would require export licenses for
general export destinations. Such a requirement can limit or even
effectively embargo, wheat. This can only lead to market sharing and
increased political interference in the marketing of wheat the final
result of which would be to reduce the incomes of American wheat far-
merg.

The government has a role--a very important one--in expanding
exports of farm commodities. That role involves such matters as nego-
tiations with regard to international trade restrictions and trading
rules, grain inspection, cooperative market development, operation of
trade and operation of the P.L. 480 and CCC credit programs. In our
view, the government should not have a role in pricing, merchandising,
or setting the terms and conditions of export sales other than to
assure that the market is kept free of anticompetitive practices.

We recommend deletion of Part III of Title VII of S. 2773.

Mr. Chairman, these are Farm Bureau's views on Title VII# Agri-
cultural Exports of S. 2773. We will appreciate the consideration
of our views as this proposed legislation is discussed.
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