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MASTERING THE WORLD ECONOMY

TUESDAY, FEBRUARY 3, 1987

U.S. SENATE,
CoMMITTEE ON FINANCE,
Washington, DC.

The committee met, pursuant to notice, at 9:30 a.m. in Room SD-
215, Dirksen Senate Office Building, the Honorable Lloyd Bentsen
(chairman) presiding.

Present: Senators Bentsen, Baucus, Bradley, Riegle, Rockefeller,
Daschle, Danforth, Chafee, Heinz, Wallop, and Durenberger.

[The press release announcing the hearing and prepared written
statements of Senators Rockefeller and Heinz follow:]

[Press Release #H-12}

FiNANCE CoMMITTEE CHAIRMAN BENTSEN ANNOUNCES FURTHER HEARINGS IN THE
SERIES “MASTERING THE WoORLD EcoNnoMY”’

Washington, D.C.—Senator Lloyd Bentsen (D., Texas), Chairman, announced
today further hearings on “Mastering the World economy,” a series of trade over-
sight hearings in the Senate Committee on Finance.

The hearings will be held on Tuesday, February 3, 1987, and Thursday, February
5, 1987, and will begin each day at 9:30 a.m. in Room SD-215 of the Dirksen Senate
Office Building.

The witnesses at these hearings will be as follows:

February 8, 1987—MTr. James D. Robinson, IlI, Chairman and Chief Executive Of-
ficer, American Express; and Chairman, Business Roundtable Task Force on Inter-
national Trade and Investment; New York, New York.

T Mr. Mark Shepherd, Jr., Chairman, Texas Instruments Incorporated; Dallas,
exas.

February 5, 1987—Mr. Colby H. Chandler, Chairman of the Board and Chief Exec-
utive Officer, Eastman Kodak, Inc.; and Chairman, President’s Export Council;
Rochester, New York.

I_VIr. Robert W. Galvin, Chairman of the Board, Motorola, Inc.; Schaumburg, Illi-
nois.

Mr. William Lilley, III, President, American Business Conference; Bronxville,
New York.

The witnesses for these hearings have all been invited by the Chairman. Oral
statements by uninvited witnesses will not be accepted.

STATEMENT OF SENATOR JOHN D. RockeFeLLER IV, FeB. 3, 1987

I would like to thank you both for your excellent presentations today. I would par-
ticularly like to commend the Business Roundtable for its recommendations on
trade policy and actions that this country should take in the coming months. It is a
comprehensive package of trade recommendations and includes the critical message
that these actions must be taken in coordination with budget, fiscal, and monetary
policy. This cannot be stressed too much.

We have often been told in the past that if we were successful with all our market
opening efforts, the bilateral trade deficit with Japan would only improve by 10 to
15 billion dollars and that our global trade deficit would improve by a mere 25 to 30
billion dollars. Those making this claim then argue that because this represents
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barely one-sixth of the total trade deficit, it is almost not worth focussing on market
opening.

I find this type of argument sophistry of the worst kind. Using what has become
the standard measure of 25,000 American jobs for every billion dollars of exports,
complete market opening with Japan could represent 375,000 jobs and world-wide
market opening could lead to three-quarters of a million new jobs. What a boon this
would' be to our economy in macroeconomic terms as well as on the human level by
putting so many people back to work!

I reject totally the argument that market opening efforts are unimportant be-
cause they relate only to a small part of the problem. The process of dealing with
our trade crisis is multifaceted, and each stage is critical. A closed market provides
foreign industries with incalculable benefits, although the consumers in those coun-
tries may suffer dramatically.

Domestic expansion in Japan will not help our trade deficit unless the Japanese
market is far more open than it is now. Stronger currencies in Korea and Taiwan
will not help our exporting industries unless the currency change is accompanied by
dramatic market opening measures in those countries. American goods and services,
no matter how competitively priced and no matter how high their quality, will not
sell if they cannot even get in the door.

Market opening measures are not the end-all and be-all for our trade problem.
They are, however, a necessary, although not sufficient, element in the overall pack-
age. Our efforts in this area are key, and we must encourage our trading partners to
move in this responsible direction. The viability of the international trading system
that has served us so well heretofore is at stake. I hope we can provide our trade
negotiators with the necessary tools to allow them to get these markets open while
we work domestically on enhancing our competitiveness.

STATEMENT BY SENATOR JOHN HEINZ, COMMITTEE ON FINANCE, HEARING ON TRADE
Povricy, FEBRUARY 3, 1987

Mr. Chairman, I have only two brief observations to make. Last year's trade defi-
cit was $170 billion; and we long ago ran out of excuses for it. It is not just the
dollar. It is not the federal budget deficit. It is not lack of competitive effort by
Americans trying to export.

Sooner or later the government is going to have to wake up and notice the resur-
gence of mercantilism that is transforming the world trading syste. This is a war in
every since of the word, and we are clearly losing. Senator Bentsen understands
that. So do most members of this Committee, and, indeed, most membeis of Con-
gress.

It is time to translate that understanding into specific action. The Chairman'’s bill
will appear shortly. Several members of the Committee, including myself, have in-
troduced bills as well on a variety of specific trade issues. Jim Robinson, wearing his
Business Roundtable hat, has also done an extraordinary job of building a business
consensus in this complex area. I have seen his recommendations, and I hope he
will mention them today. While they are not nearly as far reaching as I would like,
they represent a major step forward from last year and are a clear sign the business
community is prepared to work with the Congress on developing trade legislation.
My concern is that business consensus may evaporate if companies forms only on
their short term problems and oppose solutions to problems in other sectors. The
trade problem is not simply a steel problem, or even a manufacturing problem. It
also involves agriculture, services, and many other specific sectors. A responsible
bill will address all of them, not just the handful that lobby the hardest. I hope
today's witnesses will reflect that breadth of concern I know their colleagues in the
busir;)e?s community share. That will greatly facilitate the process of putting togeth-
er a bill.

The CHAIRMAN. The hearing will come to order.

I would say for the benefit of those in the audience that these
hearings start on time. Some of the members have not become ac-
customed to that yet, but they will. We also have some competition
with other comm.ittees this morning. I am sure that as we progress
we will get a full complement of members who will appear at one
time or another as we go ahead. But the competition of other hear-
ings is a part of the problem.
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This morning we will have only two witnesses, because we want
to give them a full chance of developing their points of views, and
then for those members who will be appearing, to have a full op-
portunity to question them at some length. There has been a tend-
ency in a lot of hearings to have six or eight witnesses, and they
are allowed one minute each, and they really can’t develop their
point of view with those kind of limitations.

I think we are particularly fortunate this morning to have two
very distinguished businessmen who have had extensive experience
in international trade. Considering the limitations on their time, I
think it is evidence of their deep interest in the subject that they
have cleared their dockets, or their engagement books, to be here
this morning.

We have Mr. James D. Robinson, who is the chairman and chief
executive officer of American Express; the chairman of the Busi-
ness Roundtable Task Force on International Trade and Invest-
ment, residing in New York. And Mr. Mark Shepherd, Jr., the
chairman of Texas Instruments, from another great metropolitan
area, Dallas, Texas.

So I would like to have as our first speaker this morning, Mr.
Robinson. If you would proceed.

STATEMENT OF MR. JAMES D. ROBINSON III, CHAIRMAN AND
CHIEF EXECUTIVE OFFICER, AMERICAN EXPRESS; AND CHAIR-
MAN, BUSINESS ROUNDTABLE TASK FORCE ON INTERNATION-
AL TRADE AND INVESTMENT, NEW YORK, NY

Mr. RoBiNsoN. Thank you very much, Mr. Chairman. I am
pleased to be here at these landmark hearings, particularly, since
you are asking a number of broad scale and fundamental questions,
questions like what type of world economy should we be striving
for, and how can the United States earn its way in it?

These questions are similar to the ones that Congress asked itself
just after World War II. Our answer then was the establishment of
a multilateral system. We created the IMF and the World Bank. At
that time we proposed the creation of the International Trade Or-
ganizations, or ITO, as it was called.

The ITO was intended to be a full fledged international organiza-
tion, setting out detailed rules—mechanisms, including dispute set-
tlement procedures—to govern international trade. It addressed
not only goods but also services and investment. Unfortunately, the
ITO was killed by apathy of the business community and Congres-
sional opposition. We were left with only a truncated version which
subsequently became the GATT.

Since that time, obviously, a great deal has changed.

Europe has become a formidable economic rival and Japan has
emerged as the world’s second largest economic power. Korea,
Taiwan, Singapore, Brazil and others are becoming industrial
powers in their own right.

So the challenge is very clean, and that is: How can the United
States maintain and improve its standard of living and remain
competitive when it is no longer the dominant world producer of
many goods and services?
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Our Nation is facing a set of complex and very interrelated prob-
lems that significantly affect our competitive position around the
werld. And certainly you are very familiar with those problems:
the enormous domestic budget deficit, the fact that the United
States is now a debtor nation with a foreign debt estimated to
reach a trillion dollars by the early 1990’s, inadequate productivity,
the strong dollar, the third world debt crisis, trade barriers. You
know, these are tremendous problems, tremendous problems. But I
do believe there are some things that we can do about them. Let
me list five.

We need to fix GATT, make it more like the ITO that was pro-
posed after World War II. Second, we need to negotiate a free trade
agreement with Canada this year. Third, we need to focus mnore on
our bilateral relationships, especially with Japan. We need trade
legislation; we need it this year. And, last, we need to be tougher at
the negotiating table.

What do I think our objectives should be? The first—and we
should not lose sight of this—is to preserve and promote an open
trading system, because like it or not, the growth of the U.S. econo-
my depends importantly on expanding the total world pie so that
we can compete for a bigger piece of a bigger pie. And as long as
the pie can be enlarged, trade need not be a zero sum game.

Second, we must conform GATT to today’s trade and investment
environment and reality. Give it the rules, the mechanisms, the
staff, and the status that will allow it to work.

Third, we have to defend our own interests if others do not play
by the rules. We have got to toughen up our posture at the negoti-
ating table. And I believe the USTR is doing just that.

Fourth, we need to change with the times. The United States has
always thrived on its ability to embrace new ideas, to develop the
new technologies, to be entrepreneurial. We cannot perpetuate
buggy-whip industries. We need realistic measures to help individ-
uals and industries adjust.

Now how do we achieve these objectives? We achieve them in the
GATT negotiations, in bilateral trade agreements, and, where nec-
essary, on our own.

First, the GATT. I was a U.S. delegate to the Ministerial meeting
in Punta del Este last September. The launching of the new trade
round was a major step forward. The United States has consider-
able leverage and support going into these negotiations, and I be-
lieve we can reach agreements that will be beneficial to all trading
nations, including the United States.

Now, of course, the trade round cannot and should not be a sub-
stitute for an aggressive trade policy. But if the total pie is to grow,
we must have a multilateral framework, even if it is imperfect. In
my view, a world without GATT would be worse than New York
City without traffic lights.

The major key to the success of the GATT talks is strong and
continued support from Congress and the private sector. The Busi-
ness Roundtable supports the new round and a comprehensive
agenda. [t is time for the Administration to work closely with Con-
gress and the private sector on this effort.



5

It is also time for Congress to go on record in support of the
trade talks. The U.S. Trade Representative must be given clear ob-
jectives and flexible negotiating authority.

Now what about bilateral negotiations? Here, the immediate con-
cern is the United States-Canada free trade talks.

The United States and Canada, as you know very well, have the
largest bilateral trade in the world, $113 billion in 1986, with the
U.S. merchandise deficit at $24 billion. These negotiations are cru-
cial. A comprehensive agreement with the Canadians would create
a powerful market-oriented free trade zone. We have to face the
possibility that the European Community may one day tighten its
ranks against the rest of the world and that the GATT negotiations
may not succeed. And in such a world, the Canadian market would
be even more important to the United States.

If we are successful in Canada, we can use those talks as a model
for multilateral agreements in the GATT. And if we fail in Canada,
which is our largest trading partner and neighbor, how can we
hope to be successsful at the GATT table?

I am disturbed that the free trade talks have met with a big
yawn in this country, particularly with the press. This is wrong, be-
cause we have an incredible opportunity at the present time.

This Canadian effort deserves great attention and high priority
in the Administration and Congress. And I commend you, Mr.
Chairman, for taking the time to make your trip to Ottawa.

This brings me to another bilateral relationship: Japan. In 1986,
Japan ran an estimated $60 billion trade surplus with the United
States. Obviously, these numbers are of serious concern. They will
probably get bigger before they turn around. In my own view,
Japan is making a number of positive changes. Certainly a great
deal remains to be done, however.

Since 1985, the yen has appreciated 40 percent against the dollar.
Japan has taken steps to open a number of its markets, including
its financial markets. Prime Minister Nakasone has endorsed a far
reaching plan for making the Japanese economy less export orient-
ed over the longer term.

In addition to this, I believe Japan has the unique responsibility
to use its financial surplus to play a positive role in the global
economy. Just as the United States carries the major burden for
the military security of the world, Japan and other chronic trade
surplus countries should shoulder major roles in supporting the
world’s economic security.

George Marshall said 40 years ago, “Without normal economic
health in the world, there can be no political stability and no as-
sured peace.”

The Administration, Congress and the U.S. Trade Representative
should continue to encourage Japan and other surplus countries,
like Germany, to open their markets to exports, especially from the
LDCs, and to stimulate their domestic economy. But an equally im-
portant contribution would be to use their excess savings and sur-
plus to encourage structural reform in the LDCs that could open
developing country markets to the benefit of all trading nations.

Again, the bigger the pie, the better for everybody.

Finally, I would like to comment on what we can do now on our
own to attain our objectives in the trade area.
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In summary, the Business Roundtable recommends that Con-
gress pass legislation, (1) to authorize the new trade round with
fast track legislative procedures; (2) transfer authority to take
action under Section 301 from the President to the USTR and
strengthen 301 to provide greater certainty in resolving cases;

(3) Provide greater protection for intellectual property by elimi-
nating the injury requirement and the domestic industry test from
Section 337 cases.

(4) Amend Section 201 of the Trade Act to place more emphasis
on adjustment, broaden the scope of adjustment, ease the standards
for obtaining relief during recessions, and ensure that firms that
obtain an affirmative decision from the International Trade Com-
mission be granted some form of relief;

(5) Authorize U.S. participation in MIGA.

In addition, the Roundtable recommends certain policy initia-
tives, including implementation of the export control policies
adopted by Congress in 1985; continued cooperation with the G-7
on economic, fiscal, monetary issues; appropriate alignment of the
dollar relative to other countries, especially some of the NICs; reso-
lution of the third world debt crisis in a manner that promotes sus-
tained growth in trade.

The Business Roundtable recognizes that legislation cannot solve
all our trade problems, but it is an important first step.

We very much want to be an active part of the process, working
with Congress and the Administration toward a sensible trade bill.
You and your staff have been given a copy of the full Roundtable
statement that explains these recommendations in more detail. We
hope that that paper will add value to the process.

Now, admittedly, these trade issues are complex, but, if our pred-
ecessors could do it 40 years ago, why can’t we do it now?

I am delighted to be here and would be glad to answer questions.

The CHAIRMAN. Thank you very much, Mr. Robinson.

I will interrupt for just a moment because, as I was mentioning
earlier, the competition of responsibilities that we have are such
that some of the members cannot stay. And Senator Riegle, who is
the Chairman of the Space Subcommittee, is chairing hearings, and
has come over to acknowledge his interest, and his concern, and I
would like to defer to him at this moment.

Senator RIEGLE. Thank you, Mr. Chairman. I appreciate it. Mr.
Robinson, thank you for making this presentation this morning on
behalf of the Roundtable. I think, in going through it, it is particu-
larly constructive in its tone and direction, and it will be very help-
ful to us. And I will have some questions to submit for the record.
And I appreciate very much your testimony. And I apologize to Mr.
Shepherd that I am going to have to leave to chair this other sec-
tion. Thank you, Mr. Chairman.

The CHAIRMAN. Thank you.

M. RoBinNsoN. Thank you, Sanator.

The CHAIRMAN. Mr. Shepherd, if you would proceed, please.

[The prepared written statement of Mr. Robinson and the writ-
ten question of Senator Riegle and answer by Mr. Robinson follow:]



Statement of
James D. Robinson III
Chairman and Chief Executive Officer,
American Express Company
and
Chairman,
The Business Roundtable
Task Force on International Trade and Investment
Before the
Senate Committee on Finance
Hearing on
Mastering the World Economy
Tuesday, February 3, 1987
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Mr. Chairman and members of the Committee, I am pleased to
participate in these landmark hearings. I am particularly
pleased because you have been asking some basic questions:
what type of world economy should we be striving for, and how

can the United States earn its way in it?

These questions are similar to ones asked in Congress
immediately after World War II. At that time, we concluded
that the answer was the establishment of a cooperative,
multilateral framework for promoting growth -- the IMF, the
World Bank and the GATT. Another institution was proposed at
the time, the International Trade Organization. It would have
set out rules much more extensive than those of the GATT.
Unfortunately, it was never created, due to apathy on the part

of the business community and opposition from Congress.

A lot has happened over the last forty years. The United
States is no longer the sole dominant economy. Europe has
developed into a formidable economic rival. Japan has emerged
as the world's second largest economic power... and the number
one foreign creditor nation. Korea, Taiwan, Singapore and
Brazil have become industrial powers in their own right,
competing not only in the very industries from which America
once derived its economic strength, but also in the new
technologies. Even India and China are now well on their way

to establishing themselves as major players in the world

economy.



The challenge is clear: how can the United States continue
to maintain its standard of living at a time when other
countries are demanding a greater share of the world pie? How
can the United States remain competitive when it is no longer
the dominant world producer of many goods and services? How
can we expand the size of the world pie and avoid resorting to

beggar-thy-neighbor policies?

The answers are not easy. Our nation is facing a set of
complex and interrelated problems that significantly impact our

competitive position in the world economy:

o We have an enormous domestic budget deficit. That
discourages growth and investment at home. The
Business Roundtable believes the deficit is the major

cause of our trade problems.

o In 1986, the U.S. became a net debtor nation with an
external debt that could reach $1 trillion by the

early 1990's.

o} U.S. productivity in manufacturing is growing at
rates slower than those of most developed nations.
Between 1979 and 1985, U.S. manufacturing
productivity grew at a rate of 3.) percent, compared
to 5.7 percent for Japan and 4.2 percent for the

United Kingdom. President Reagan and many members of
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Congress have properly challenged our lack of

competitiveness.

A strong dollar has made U.S. manufactured goods less
competitive at home and abroad. Although the dollar
has depreciated sharply in relation to the yen and
the German mark, it remains excessively high
vis-a-vis the currencies of many countries,

particularly the newly industrialized ones.

The Third World debt crisis threatens our financial
institutions. Austerity programs have forced debtor
nations to limit their imports. Between 1981 and the
end of 1986, U.S. exports to Third World debtor
countries dropped 33 percent, while imports remained

virtually unchanged.

More and more countries are erecting barriers to
trade while seeking to expand their own export

markets. The 1986 National Trade Estimate on Foreign

Trade Barriers includes over 300 pages documenting

foreign barriers to trade. Restrictions to trade are
costly. In our own country, special protection cost
American consumers roughly $54 billion in 1984...

more today.
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These problems are enormous. But I think there are some

things we can do about them. I will list five:

o We need to fix GATT.

o We need to negotiate a free trade agreement with

Canada this year.

o We need to focus more on our bilateral relationships,

particularly with Japan.

o We need trade legislation this year.

o We need to be tough at the negotiating table.

What are our objecﬁives? First, we want to preserve and
poromote an open trading system. Why? Like it or not, the
growth of the U.S. economy depends importantly on expanding
overseas markets., In business we call it growing the primary
market; that is, expanding the total pie so we compete for
bigger pieces of a bigger pie. World trade is a positive, not

a zero sum game.

Second, we need to establish rules to make the open trading
system work. The GATT can no longer be used just as a debating
society. It must become more relevant and effective. As John

Young pointed out in his testimony here, only 15 percent of
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.
i trade restrictions are covered by any agreed-upon rules. We
g must adapt GATT to today's tTade and investment environment and
% give it rules and mechanisms that work.
& Third, we have to take care of ourselves. We have to
% defend our own interests if others won't play by the rules. We
o

must be tougher at the negotiating table. Our U.S. Trade

Representative is doing just that.

?

Fourth, we need to be flexible. The world is in a constant

L 5

state of change. The United States has always thrived on its
ability to embrace new ideas, develop new technologies and be
entreprenurial. We should encourage these traits. We cannot

perpetuate buggy whip industries. At the same time, change

R RS g

brings disruption. We need realistic measures for helping

individuals and industries adjust.

Those are some key objectives. How do we achieve them? We
achieve them in the GATT negotiations, in bilateral trade

agreements, and when necessary, On our owrn.

% First, the GATT. The launching of the new trade round last
‘f September was a major step forward. I was a U.S. delegate to
% the GATT Ministerial meeting in Punta del Este. The U.S.

g achievements at that meeting were significant. We have

% considerable leverage and support going into these talks. I

believe we can ultimately walk away from the table with

B
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agreements that are beneficial to all trading nations,

including the United States.

Of course, there are skeptics. Some argue the talks will
take too long or that our negotiators lack clear objectives.

Others see the GATT as a device to stall or avoid action.

The trade round cannot and should not be a substitute for
an aggressive trade policy. But if the total trade pie is to
grow, we must have a multilateral framework. The GATT provides
that framework, even if an imperfect one. A world without GATT

would be worse than New York City without traffic lights.

. The U.S. negotiating objectives are clear. Our primary
goal should be to make the GATT work. Dispute settlement
proéedures must be improved. We need a safeguards code that
imposes discipline on the use of import relief and encourages
adjustment. Procedures for dealing with new forms of subsidies
and dumping practices must be negotiated. Finally, and of
great importance, we need rules for trade in areas not covered
by the GATT including agriculture, services, intellectual

poroperty and investment.

Work is already under way. In services, for example, my
company, along with other service companies, has been working
with the Administration to develop specific goals for an

umbrella agreement and for certain sectoral agreements... like
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telecommunications, tourism, and insurance. Companies
interested in intellectual property are also working closely

with the Adminictration.

A major key to the success of the talks is strong and
continuing support from Congress and the private sector. The
Business Roundtable, and a number of other major business
organizations suppoft the new round and its comprehensive
agenda. It's time for the Administration to work more closely
with Congress and the private sector on this effort. 1It's also
time for Congress to go on record in support of the talks. The
U.S. Trade Representative must be given clear objectives and

flexible negotiating authority.

What about bilateral negotiations? There an immediate
concern is the U.S, Canada free trade talks. The United States
and Canada have the largest bilateral trade relationship in the
world. Total trade between. the countries was $113.2 billion in
1986, with a significant U.S. trade deficit of $23.6 billion.
We share a unique geo-political and strategic relationship.

These negotiations are critical. A comprehensive agreement
with the Canadians would create a powerful market-oriented free
trade zone, rivaled only by the European Community. We have to
face the possibilfty that the E.E.C. may tighten ranks against
the rest of the world, and that the GATT negotiations may not
succeed. In such a world, the Canadian market would be even

more important for the U.S., and vice versa.
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If we are successful in Canada, we can use the talks as a
model for multilateral agreements in the GATT. An early and
comprehensive agreement with Canada could encourage other
countries to get down to brass tacks more quickly. If we fail
with Canada, our largest trading partner and neighbor, how can

we hope to get anywhere in the GATT?

I am disturkbed that these free trade talks have not been
receiving adequate interest and support in this country. We
have an incredible opportunity before us. This Canadian effort
deserves great attention and the highest of priorities in the

Adminstration and Congress.

That brings me to another bilateral relationship: Japan.
In 1986, Japan ran an estimated $60 billion trade surplus with
the United States. 1 suspect it will get bigger before it gets
smaller. Obviously, these numbers are of serious concern. In
my own view, Japan is making a number of positive changes --
though much remains to be done. Since 1985, the yen has
appreciated 40 percent vis-a-vis the dollar. Japan has taken
step; to open a number of its markets, including its financial
markets. The Maekawa Report, which Prime Minister Nakasone has
endorsed, lays out a policy for making the Japanese economy

less export oriented over the long term.

Japan has also begun to assume a greater share of its

¢lobal responsibility by increasing its contribution to the
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World Bank, expanding its foreign aid budget, and injecting

greater concessionality into its foreign aid programs.

Japan has a major responsibility to use its financial
surplus to play a positive role in the global economy. ©On a
personal note, I have been spending a good deal of time talking
to Japanese leaders about the critical need for Japan to make a
substantial commitment in this area. I believe that just as
the United States carries the major burden for the military
security of the world, Japan and other chronic trade surplus
countries should shoulder major roles in supporting the world's
economic security. As George Marshall said forty years ago:
"Without normal economic health in the world, there can be no

political stability and no assured peace."

The Japanese know they need access to world markets. The
Administration, Congress and the U.S. Trade Representative
should continue to encourage Japan and other surplus countries
like Germany to open their markets to exports, including those
of the LDCs. An even more important contribution the Japans
and Germanys of the world could make would be to utilize their
excess savings and surplus in ways that encourage structural
reform in the LDCs. That in turn can lead to opening
developing country markets to the benefit of all trading

nations.

Finally, I'd like to comment on what we can do now, on our

own, to attain these objectives in the trade arena. This gets
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to the question of legislation. The Businéss Rountable

strongly guprgrts the enactment of trade legislation. We have
/AN ST

recentdv.zelcased a comprehensive statement with
P L ;

4

Ag .’ .
recommena§%1ons for action.

To summarize that statement, The Roundtable recommends that

Congress pass legislation to:

Authorize the new trade round, with fast track

legislative procedures.

Transfer authority to take action under Section 301
from the President to the U.S. Trade Representative
and strengthen 301 to provide greater certainty in

resolution of unfair trade and investment cases.
Provide greater protection for intellectual property
by eliminating the injury requirement and the

domestic industry test from Section 337 cases.

Amend Section 201 of the Trade Act to:

o place more emphasis on adjustment,

o] broaden the scope of adjustment;

o) ease standards for obtaining relief during
recessions;
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o ensure that firms that are successful in
obtaining an affirmative decision from the
International Trade Commission be granted some

form of relief.

5. Authorize U.S. participation in the Multilateral

Investment Guaranty Agency (MIGA).

In addition, The Roundtable recommends certain policy

initiatives be undertaken by the U.S. government, including:

o implementation of the export control policies adopted
by Congress in the 1985 Amendments to the Export

Administration Act.

o continued cooperation with the G-7 on fiscal and

monetary issues;

o appropriate alignment of the dollar relative to the

currencies of other countries, particularly the NICs;

o resolution of the Third World debt crisis in a manner

that promotes sustained growth in trade.

The Business Roundtable recognizes that enactment of
legislation will not solve all our trade problems, bit it is an

important first step. We want very much to be an active

pacticipant in working with Congress and the Administration

- 11 -
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towards a sensible trade bill. You and your staff have been
given a copy of The Roundtable statement that explains the
recommendations I just mentioned in substantially more detail.

We hope it will add value to the process.

In closing, I should say that now, more than ever, we need
to think in global terms. Unilateral measures that undermine
an open trading system -- regardless of how tempting =-- must be
resisted. Admittedly, the issues are complex. But if our
forefathers could do it forty years ago, certainly we can do it

again.

Thank you for the opportunity to be here. I will try to

answer any questions you may have.

- 12 -
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Mr. Riegle: Mr. Robinson, you stated that the budget deficit

is the major cause of our trade problems. I tend to share the
belief that over the long run, our budget and trade deficits

are inter-related. In fact, the numbers are absolutely alarming
and in my view, cannot continue on this trend. MHowever, I don'i
believe we can exclude the external issues, such as unfair trade
practices by our trading partners, an ever-increasing number of
players in the world economic game and direct efforts by certain

countries and industries to capture our markets.

Don't vou think that strong lecislation will serve an important
purpose in putting Japan and Korea and other countries on notice

that we have had enough? Conversely, won't a weaker bill send a

message that we're still running business as usual -- talking a good

game but not backing it up with anything substantive?

RESPONSE OF JAMES D, ROBINSON III TO QUESTION SUBMITTED BY
SENATOR DONALD RIEGLE ON FEBRUARY 3.

Legislation will not, in and of itself, make a significant
contribution to reducing the trade deficit. Market barriers
are only one part of the problem, Strong trade legislation is
an important first step in saying to the rest of the world that
trade is a top priority in the U.S., that the U.S. must be
tough at the negotiating table, and that we will not tolerate
unfair trade practices. The Business Roundtable supports the
enactment of strong trade legislation. Our trade statement
includes several recommendations which I think would be taken
seriously by our trading partners.
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STATEMENT OF MR. MARK SHEPHERD, JR., CHAIRMAN, TEXAS
INSTRUMENTS, INCORPORATED, DALLAS, TX

Mr. SHEPHERD. Mr. Chairman and members of the committee, I
appreciate this opportunity to join with you in trying to develop an
agenda for strengthening our ability to compete.

The erosion of cur competitiveness in recent years is only a part
of the changes that are now sweeping the global economy, and that
includes a massive shift in the focus of world economic activity
toward the Pacific Basin. While the United States is struggling to
regain its leadership position, the nations of the Asia/Pacific
region have skillfully exploited their labor-cost and productivity ad-
vantages to steadily increase their share of world markets.

The U.S.’s competitive strategy should not rely on forcing our
trading partners to give up their legitimate advantages. Instead,
we should be tough with those who take advantage of our goodwill
and develop a strategy that builds on America’s strengths that tip
the competitive scales in our favor.

There are three sets of actions that will help to restore our com-
petitiveness, both at home and abroad.

First, we must reduce our budget deficit. Any attempt to lower
the trade deficit without making parallel reductions in the budget
deficit would dry up demand for U.S. securities, push interest rates
higher, and bring the economic expansion to a halt.

Second, we must face the challenge of enhancing the competitive-
ness of the private sector through measures aimed at: (a) Increas-
ing the availability of capital; (b) Enhancing incentives for research
and developr. _nt; and (c) Improving the skill levels, not only the
;echnical skills, but, more importantly, the basic skills of the work
orce.

U.S. firms face a cost-of-capital disadvantage of about 2 to 1 with
respect to the Japanese. If this disparity is allowed to continue,
U.S. companies will not be able to keep up with Japanese invest-
ments, and America’s technological leadership will continue its ero-
sion.

Unfortunately, the Tax Reform Act of 1986 further increased
this cost of capital gap by repealing the investment tax credit and
raising the capital gains tax on investment income.

Future legislation should consider ways of enhancing the incen-
tives for personal savings and for capital formation. By repealing
taxes on interest from savings, eliminating the double taxation of
dividends, by lowering tax rates on capital gains, and by reenacting
portions of the investment tax credit.

Consideration should be given to a consumption tax as an offset
to tax revenues lost through those reforms.

Research and development. The United States still leads the
world in the absolute commitment of funds to basic research, but
we have been weak in executing the difficult transition from R&D
prototypes to full scale commercial production. The development of
manufacturing equipment and processes to make this transition
often requires more complex technology than the product develop-
ment itself.

The Japanese recognized this some time ago, and they have
stressed the importance of this critical phase of innovation, and
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they have committed substantial resources to this area. As a result,
they are beating us with their ability to take ideas into full scale
production in only about half the time we require and often with
lower manufacturing costs.

While there is no single solution to this problem, a concerted
effort on the part of industry and govérnment could create the con-
ditions necessary to aid us.

Industry must focus management’s attention towards the impor-
tance of manufacturing. An essential element in the revival of the
U.S. industrial sector is infusion of a stronger manufacturing cul-
ture in board rooms and execuiive offices across the country. The
government, in turn, should take some actions to encourage R&D
activities.

First, the R&D tax credit should be made permanent since its
current temporary nature makes it difficult to plan long-range
projects.

Second, the impact of the R&D credit should be enhanced by re-
storing the 25 percent rate that existed prior to the Tax Reform
Act of 1986.

I am pleased that several members of this committee have joined
with Senator Danforth in introducing Senate bill 58, the Research
and Development Incentive Act, which, if enacted, will accomplish
each of these recommendations. But we should go a step further.

Eligibility for R&D tax credits should be expanded to include the
broad range of expenses involved in developing and implementing
innovative manufacturing processes, machinery and facilities.

And, finally, by requiring allocation of domestic R&D expendi-
tures to foreign-source income, current tax law provides incentives
for American multinational companies to move R&D activities
abroad.

Congress should enact a permanent moratorium against imple-
mentation of such R&D allocations under Treasury regulations.

The potential offered by technology-intensive industries can be
fully realized only when society has a broad educational base as
well as a high level of technological literacy.

Academia must work with industry to encourage more high
school students to pursue engineering and science by giving them
an understanding of the opportunities open to those with a first-
class technical education.

We should emphasize co-operative programs that allow students
to earn the money required to pursue an engineering or science
degree, and we should develop curricula that support life-long edu-
cation for self-renewal.

More attention must be given to basic education, especially in
math and science. To restore the effectiveness of American schools,
we need deeper family involvement and a strong national commit-
ment to higher educational standards. To this end, the federal gov-
ernment should recommend minimum standsrd requirements to
state and local school boards.

The third set of actions that will help us hinges on the execution
of an aggressive U.S. trade policy.

Under the umbrella of a national trade policy, we should pursue
a variety of goals aimed at lowering trade barriers; facilitating
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trade in services; enforcing intellectual property rights; and miti-
gating chronic currency imbalances.

The U.S. should bring pressure on our trading partners to pro-
vide our exporters with the same opportunities that we offer to
others. And in particular, Japan could reduce conflicts with its
major trading partners by implementing the recommendations of
the Maekawa Report. But we should not be misled. Opening
Japan’s markets will not cure our bilateral trade deficit. At most,
it would reduce it by 10 or 15 billion dollars. And even if the Japa-
nese were to implement the structural changes promised by the
Nakasone Administration, the competitive battle would not be
over. It would only move to other countries.

A major issue is how to minimize the impact of the growing re-
strictions on trade in services.

Although services represent approximately 20 percent of world
trade, there are almost no hard data on service trade that could
serve as a basis for making policy or measuring its impact.

Currently, nations can discriminate against service trade as an-
archy reigns.

The U.S. must push for full coverage of service trade in the up-
coming GATT rounds.

A very strategic issue is how to safeguard our hard won technolo-
gy from the actions of countries that are trampling over our intel-
lectual property rights in a stampede to gain market share.

America’s competitive advantage in innovation is seriously
threatened by countries that acquire technology through counter-
feiting, patent infringement, and other forms of piracy, and then
combine that technology with low-cost labor, in many cases to drive
the original developers out of the market.

If this practice is allowed to continue, not only will U.S. industry
sufﬂer, but the progress of technology development itself may well
stall out.

As we have discussed, our country faces a variety of problems
ranging from high cost of capital to low educational standards. But
we must recognize that the very recent nature of the deterioration
in our trade balance is a strong indication that neither American
labor nor American management should be accused of being the
only cause of our trade deficit. The basic character of America’s in-
dustry cannot have changed so radically in the brief span of five or
six years.

Rather, we should look at the distortions: in exchange rates as
one of the more important reasons for our deteriorating trade im-
balance. The extreme undervaluation of the yen in the first half of
the 1980’s is well documented.

Today, Taiwanese and Korean exports to the United States are
boosted by currencies that are grossly undervalued: In the case of
(Ii((ﬁ'ea, we believe by more than 60 percent with -espect to the

ollar.

And Korea and Taiwan are only part of larger problems of in-
creased volatility, lack of predictability for planning purposes, and
persistent long-term misalignments of currencies in the present
system of flexible exchange rates.

To address these problems, the United States should take the
lead in establishing a new system of target zones for major interna-
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tional currencies. The success of a European monetary system sug-
gests that the idea of target zones might be appropriate on a broad-
er scale.

The new system would require the identification and periodic re-
vision of a zone, perhaps 20 percent wide, outside of which rates
would be considered in clear disequilibrium. Concerted intervention
on the part of major economic powers, followed by changes in inter-
est rates if necessary, would discourage exchange rates from stray-
ing outside of the target zones.

In this global economy—and that is indeed what it is—no nation
can long remain complacent. And it is time for American ingenuity
to come to bear on the problem with international competitiveness.

A strong undercurrent of the traditional American value I be-
lieve is still with us. We have an adequate supply of spirit, of good-
ness and of patriotism, and the high value placed upon freedom, at
home as well as abroad. But in these changing times, our tradition-
al values must be blended with new values: a zeal for winning; a
firm belief in fiscal responsibility; a determined effort to filter our
nation’s resources towards productivity and investment; a strong
commitment in favor of rebuilding an educational system that is
second to none; a revival of the American work effort; a resolve to
be tough with those who do not follow the rules of international
trade; and a firm determination to manage our own destiny.

Together, the old and the new can form a strong foundation that
American society will need to successfully meet the challenges of
the coming years ahead.

Thank you, Mr. Chairman.

[The prepared written statement of Mr. Shepherd follows:]
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MR. CHAIRMAN AND MEMBERS OF THE
COMMITTEE: | APPRECIATE THIS OPPORTUNITY TO
JOIN WITH YOU IN DEVELOPING AN AGENDA FOR
STRENGTHENING AMERICA'S ABILITY TO COMPETE IN
DOMESTIC AND INTERNATIONAL MARKETS.

THE EROSION OF AMERICAN COMPETITIVENESS
IN RECENT YEARS IS ONLY A PART OF CHANGES NOW
SWEEPING THE GLOBAL ECONOMY, INCLUDING A MASSIVE
SHIFT IN THE FOCUS OF WORLD ECONOMIC ACTIVITY
TOWARD THE PACIFIC BASIN.” WHILE THE U.S. Is
STRUGGLING TO REGAIN ITS LEADERSHIP POSITION,
THE NATIONS OF THE ASIA/PACIFIC REGION HAVE
SKILLFULLY EXPLOITED THEIR LABOR-COST AND
PRODUCTIVITY ADVANTAGES2TO STEADILY INCREASE
THEIR SHARE OF WORLD MARKETS,?®

" See Notes in Appendix 1. Appendix [l is a summary of the major
recommendations contained in the testimony.
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PRODUCTIVITY IS THE KEY TO A COUNTRY'S
COMPETITIVENESS. SINCE 1960, JAPAN'S
PRODUCTIVITY GAINS IN MANUFACTURING HAVE
INCREASED SIXFOLD RELATIVE TO THE UNITED STATES,
AND EUROPE HAS OUTS RIPPED THE U.S. BY A FACTOR
oF Two.! THIS LOVER U.S. PRODUCTIVITY GROWTH HAS
RESULTED IN REDUCED PROFIT MARGINSS FLAT
PRODUCTIONS DOWNSIZED CAPACITY IN TERMS OF BOTH
CAPITAL AND LABOR/ AND AN INCREASING LOSS OF
MARKET SHARE TO IMPORTS,

IN 1980, TOoTAL IMPORT PENETRATION OF U.S,
DURABLE 600DS MARKETS WAS 26Z; TODAY IT 1s 347,
THE LOSS OF MARKET SHARE HAS BEEN EVEN MORE
RAPID IN HIGH-TECH IMDUSTRIES. FOREIGN
PENETRATION OF THE U.S. COMPUTER MARKET HAS
INCREASED FROM 37 T0 297 IN LESS THAN SIX
YEARS .S

THESE TRENDS ARE WORRISOME FOR A NATION
ACCUSTOMED TO CARRYING THE BANNER OF WORLD
ECONOMIC LEADERSHIP,
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AMERICA’S COMPETITIVE STRATEGY SHOULD NOT
RELY ON FORCING OUK TRADING PARTNERS TO GIVE UP
THEIR LEGITIMATE ADVANTAGES. [INSTEAD, VE SHOULD
BE TOUGH WITH THOSE WHO TAKE ADVANTAGE OF OUR
600D WILL; AND WE SHOULD DEVELOP A STRATEGY THAT
BUILDS ON AMERICA’S STRENGTHS TO TIP THE
COMPETITIVE SCALES IN OUR FAVOR.

THERE ARE THREE SETS OF ACTIONS THAT WILL

HELP TO RESTORE THE COMPETITIVENESS OF AMERICAN
BUSINESS, AT HOME AND ABROAD.

1. REDUCE THE BUDGET DEFICIT.

FIRST, WE MUST REDUCE OUR BUDGET DEFICIT,
MASSIVE FEDERAL BUDGET DEFICITS TEND TO
EXACERBATE OUR TRADE PROBLEMS IN TWO WAYS: BY
CREATING EXCESS DOMESTIC DEMAND WHICH SPILLS
OVERSEAS AND ABSORBS MORE IMPORTS, AND BY
INCREASING THE PREMIUM ON U.S. INTEREST RATES
AND RAISING THE VALUE OF THE DOLLAR. THE
OVERVALUATION OF THE DOLLAR IN THE FIRST HALF OF
THIS DECADE HAS PRICED OUR EXPORTS OUT OF WORLD
MARKETS WHILE ENABLING FOREIGN COMPETITORS TO
ESTABLISH A BEACHHEAD IN THE U.S. MARKET?
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THE U.S. MUST REDUCE THE SIZE OF THE
BUDGET DEFICIT BY REDUCING GOVERNMENT SPENDING
TO LEVELS EQUIVALENT TO THOSE OF THE LATE 1960s
WHEN TOTAL GOVERNMENT SPENDING WAS ABOUT 207 of
GNP DESPITE DEFENSE REQUIREMENTS THAT ABSORBED
MORE THAN 97 oF GNP!® WE DON'T SUGGEST THAT
DEFENSE SPENDING SHOULD 60 BACK TO 97 ofF GNP Bur
WE STRONGLY RECOMMEND TO USE THE SAME KIND OF
RESTRAINT ON NON-DEFENSE SPENDING6 THAT HAS
SERVED US SO WELL THROUGHOUT MOST OF OUR
HISTORY.,

ANY ATTEMPT TO LOVER THE TRADE DEFICIT
VITHOUT MAKING PARALLEL REDUCTIONS IN THE BUDGET
DEFICIT wouLD DRY UP DEMAND FOR U.S.

SECURITIES, PUSH INTEREST RATES HIGHER, AND
BRING THE ECONOMIC EXPANSION TO A HALT,

71-855 0 - 87 - 2
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ENHANCE MANUFACTURING COMPETITIVENESS

SECOND, WE MUST FACE THE CHALLENGE OF
ENHANCING THE COMPETITIVENESS OF THE PRIVATE
SECTOR THROUGH MEASURES AIMED AT:

A,

INCREASING THE AVAILABILITY OF
CAPITAL;

ENHANCING INCENTIVES FOR RESEARCH
AND DEVELOPMENT, BOTH FOR NEW
PRODUCTS AND FOR ADVANCED
MANUFACTURING PROCESSES AND
EQUIPMENT; AND

IMPROVING THE SKILL LEVELS -- NOT
ONLY THE TECHNICAL SKILLS, BUT ALSO,
AND MORE IMPORTANTLY, THE BASIC
SKILLS -- OF THE WORK FORCE.

CAPITAL

U.S. FIRMS FACE A COST-OF-CAPITAL
DISADVANTAGE OF 2 70 | WITH RESPECT TO THE
JAPANESE, AND 1.3 T0 | WITH RESPECT TO THE

GERMANS ]!
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HIGH SAVINGS RATES IN JAPAN, AND CLOSE
TIES BETWEEN BANKS AND INDUSTRY, HAVE FAVORED
HIGHLY LEVERAGED FINANCIAL STRUCTURES. DESPITE
RECENT TRENDS TOWARD LESS RELIANCE ON DEBT,
JAPANESE FIRMS CONTINUE TO EXPLOIT THE LOW COST
OF DEBT WITH DEBT-TO-EQUITY RATIOS THAT ARE AT
LEAST TVICE AS HIGH AS COMPARABLE RATIOS IN THE
UNITED STATES.'

ADDITIONALLY, JAPANESE COMPANIES BENEFIT
FROM A TAX SYSTEM THAT EFFECTIVELY EXEMPTS FROM
TAXATION MUCH DIVIDEND INCOME, INTEREST INCOME
AND CAPITAL GAINS ON STOCK. THE RESULT IS THAT
EVEN IF DEBT/EQUITY RATIOS WERE THE SAME IN
JAPAN AND THE U.S., THE JAPANESE WOULD STILL
ENJOY A COST-OF-CAPITAL ADVANTAGE.'

LOVER COST-OF-CAPITAL -~ AND DIFFERENT
EARNING STANDARDS OF THE FINANCIAL COMMUNITY --
HAVE ALLOVED JAPANESE FIRMS TO SATISFY THEIR
INVESTORS WITH ONLY | OR 2 PERCENT AFTER-TAX
PROFIT ON SALES, AS OPPOSED TO THE 5 orR &
PERCENT REQUIRED IN THE U.S.'" THIS DIFFERENCE IW
ACCEPTABLE PROFIT MARGINS MEANS MORE CASH
AVAILABLE TO0 OUR JAPANESE COMPETITORS FOR
ADDITIONAL CAPITAL INVESTMENT AND RESEARCH .S
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IF THIS DISPARITY IS ALLOWED TO CONTINVE,
U.S. COMPANIES VILL NOT BE ABLE TO KEEP UP VITH
JAPANESE INVESTMENTS, AND AMERICA'S
TECHNOLOGICAL LEADERSHIP WILL CONTINVE ITS
EROSION.

THE TaXx REFORM ACT OF 1986 FURTHER
INCREASED THIS COST-OF-CAPITAL GAP BY REPEALING
THE INVESTMENT TAX CREDIT AND RAISING THE
CAPITAL GAINS TAX ON INVESTMENT INCOME. THE
. EFFECT OF THIS LEGISLATION, ACCORDING TO A
RECENT STUDY BY TWO ECONOMISTS AT STANFORD
UNIVERSITY, DOUGLAS BERNHEIN AND JOHN SHOVEN,
WILL BE TO INCREASE THE INFLATION-ADJUSTED COST
OF CAPITAL IN THE U.S. BY AT LEAST 30Z. THIs
WILL WORSEN THE COST-OF-CAPITAL DISADVANTAGE OF
U.S. FIRMS WITH RESPECT TO THEIR JAPANESE
COMPETITORS FRON 2:1 T0 2.6:1,'°

16 See Note #11.
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FUTURE LEGISLATION SHOULD CONSIDER WAYS
OF ENHANCING THE INCENTIVES FOR PERSONAL SAVING
AND FOR CAPITAL FORMATION BY REPEALING TAXES ON
THE INTEREST FROM SAVINGS, BY ELIMINATING THE
DOUBLE TAXATION OF DIVIDENDS, BY LOVERING TAX
RATES ON CAPITAL GAINS AND, ABOVE ALL, BY
REINSTATING THE INVESTMENT TAX CREDIT,
CONSIDERATION SHOULD BE GIVEN TO A CONSUMPTION
TAX AS AN OFFSET TO TAX REVENUES LOST THROUGH
REFORM 7

B. "TIANUFACTURING TECHNOLOGIES

MANY HAVE SUGGESTED THAT HIGH-TECHNOLOGY
INDUSTRY COULD TAKE UP THE SLACK CAUSED BY THE
DECLINE OF AMERICA'’S OTHER MANUFACTURING
INDUSTRIES. EVEN THOUGH THE RATE GF GROWTH IN
TECHNOLOGY-INTENSIVE INDUSTRIES IS KIGHER THAN
IN THE TRADITIONAL GOODS-PRODUCING SECTORIS THE
ABSOLUTE LEVELS OF OUTPUT AND EMPLOYMENT I[N
HIGH-TECHNOLOGY INDUSTRIES ARE NOT ENOUGH TO
OFFSET THE IMPACT OF DECLINES IN OTHER
MANUFACTURING AREAS!? A MUCH GREATER ECONOMIC
BENEFIT WILL BE REALIZED IF WE BEGIN TO THINK OF
HIGH TECHNOLOGY NOT AS AN INDUSTRY, BUT AS A
POVERFUL SET OF TOOLS THAT CAN REVITALIZE OUR
TRADITIONAL INDUSTRIES.,

8
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TECHNOLOGICAL PROGRESS HAS BEEN THE
DRIVING FORCE BEHIND MOST OF THE PRODUCTIVITY
GAINS WE HAVE MADE IN THIS COUNTRY -- AND THE
U.S. STILL LEADS THE WORLD IN THE ABSOLUTE
COMMITMENT OF FUNDS TO BASIC RESEARCH?Z0 But wE
HAVE BEEN WEAK IN EXECUTING THE DIFFICULT
TRANSITION FROM R8D PROTOTYPE TO FULL-SCALE
COMMERCIAL PRODUCTION. THE DEVELOPMENT OF
MANUFACTURING EQUIPMENT AND PROCESSES TO MAKE
THIS TRANSITION OFTEN REQUIRES MORE COMPLEX
TECHNOLOGY THAN THE PRODUCT DEVELOPMENT ITSELF.,

THE JAPANESE RECOGNIZED SOME TIME AGO THE
INPORTANCE OF THIS CRITICAL PHASE OF INNOVATION,
AND THEY HAVE COMMITTED SUBSTANTIAL KESOURCES TO
THIS AREA?! AS A RESULT, THEY ARE BEATING US
VITH THEIR ABILITY TO TAKE IDEAS INTO FULL-SCALE
PRODUCTION IN ONLY HALF THE TIME WE REQUIREZAND
OFTEN WITH LOVER MANUFACTURING COSTS,

WHILE THERE IS NO SINGLE SOLUTION TO THIS
PROBLEM, CONCERTED EFFORT ON THE PART OF
INDUSTRY AND GOVERNMENT COULD CREATE THE
CONDITIONS NECESSARY TO TRANSLATE BASIC RESEARCH
INTO USEFUL PRODUCTS.
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INDUSTRY HUST FOCUS MANAGEMENT ATTENTION
TOVARD THE IMPORTANCE OF MANUFACTURING ITSELF,
AND THE INTERACTION BETWEEN MANUFACTURING AND
ALL OTHER ASPECTS OF A BUSINESS. AN ESSENTIAL
ELEMENT IN THE REVIVAL OF THE U.S. INDUSTRIAL
SECTOR IS THE INFUSION OF A STRONGER
MANUFACTURING CULTURE IN BOARDROOMS AND
EXECUTIVE OFFICES ACROSS THE COUNTRY, AND THE
DEVELOPMENT OF STRATEGIC PLANS THAT INCORPORATE
MANUFACTURING AS AN INTEGRAL PART OF A TOTAL
BUSINESS STRATEGY,?

THE GOVERNMENT, IN TURN, SHOULD TAKE
SEVERAL ACTIONS TO ENCOURAGE RESEARCH &
DEVELOPMENT ACTIVITIES AND PROVIDE U.S. FIRMS
WITH THE CASH FLOW NECESSARY TO PURSUE THE
DEVELOPMENT OF ADVANCED MANUFACTURING
TECHNOLOELES,

O FIRST, THE R&D TAX CREDIT SHOULD BE
MADE PERMANENT, SINCE ITS CURRENT
TEMPORARY NATURE KAKES IT DIFFICULT TO
PLAN LONS-RANGE PROJECTS. R&D CREDITS
ARE FAR PREFERABLE TO DIRECT GOVERNMENT
FUNDING BECAUSE THEY LET THE
MARKETPLACE DETERMINE WHERE THE MONEY
60ES .

10
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@ SECOND, THE IMPACT OF THE R&D cRrEDIT
SHOULD BE ENHANCED BY RESTORING THE 257
RATE THAT EXISTED PRIOR TO THE TAX
REFORM ACT OF 1986.2° | AM PLEASED THAT
SEVERAL MEMBERS OF THIS COMMITTEE HAVE
JOINED WITH SENATOR DANFORTH IN
INTRODUCING SENATE BiILL 58 -- THE
RESEARCH AND DEVELOPMENT INCENTIVE AcCT
-~ WHICH, IF ENACTED, WILL ACCOMPLISH
EACH OF THESE RECOMMENDATIONS. BuTr WwE
SHOULD GO A STEP FURTHER. . .

O ELIGIBILITY FOR R8D TAX CREDITS SHOULD
BE EXPANDED TO INCLUDE THE BROAD RANGE
OF EXPENSES INVOLVED IN DEVELOPING AND
IMPLEMENTING INNOVATIVE MANUFACTURING
PROCESSES, INCLUDING THE COST OF
MACHINERY AND FACILITIES WHICH RESULT
FROM R&D AcTIviTIES 2

11
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O FINALLY, BY REQUIRING ALLOCATION OF
DOMESTIC R&D EXPENDITURES TO FOREIGN-
SOURCE INCOME, CURRENT TAX LAW PROVIDES
INCENTIVES FOR AMERICAN MULTINATIONAL
COMPANIES T0 MOVE R&D ACTIVITIES ABROAD
WHERE THESE EXPENDITURES ARE FULLY
DEDUCTIBLE. THIS DISPLACEMENT
TRANSFERS THE INHERENT BENEFITS oF R&D
TO OTHER ECONOMIES AND CONTRIBUTES TO
THE SHORTAGE OF TECHNICALLY TRAINED
PERSONNEL IN THE U,S. CONGRESS SHOULD
ENACT A PERMANENT MORATORIUM AGAINST
IMPLEMENTATION OF SUCH R&D ALLOCATIONS
UNDER TREASURY REGULATIONS (1.861-8)%7

12
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c. EDucCATION

THE POTENTIAL OFFERED BY TECHNOLOGY-
INTENSIVE INDUSTRIES CAN BE FULLY REALIZED ONLY
WHEN SOCIETY HAS A BROAD EDUCATIONAL BASE AS
VELL AS A HIGH LEVEL OF TECHNOLOGICAL LITERACY.

ACADEMIA MUST WORK WITH INDUSTRY TO
INCREASE THE CAPACITY OF OUR TECHNICAL EDUCATION
SYSTEM, IN ORDER TO ALLEVIATE THIS COUNTRY'S
TECHNICAL MANPOVER SHORTAGE?8 To CLOSE THIS GAP,
WE NEED TO:

@ ENCOURAGE MORE HIGH-SCHOOL STUDENTS TO
PURSUE ENGINEERING AND SCIENCE BY
GIVING THEM AN UNDERSTANDING OF THE
OPPORTUNITIES OPEN TO THOSE WITH FIRST-
CLASS TECHNICAL EDUCATIONS.

@ EMPHASIZE CO-OP PROGRAMS THAT ALLOV A
STUDENT TO EARN THE MONEY REQUIRED TO
PURSUE AN ENGINEERING DEGREE AND, MORE
IMPORTANTLY, PROVIDE THE STUDENT WITH
VALUABLE INDUSTRY AND PEOPLE
EXPERIENCE,

13
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9 ENCOURAGE THE GROWING INTEREST OF WOMEN
IN ENGINEERING DISCIPLINES.,

0 AND, DEVELOP CURRICULA THAT SUPPORT
LIFELONG EDUCATION FOR SELF-RENEWAL.

MORE ATTENTION MUST BE GIVEN TO BASIC
EDUCATION, ESPECIALLY IN MATH AND SCIENCE,

STUDENTS IN JAPAN’S PRIMARY AND SECONDARY
SCHOOL SYSTEM BENEFIT BY HAVING:

O PARENTS WHO ACTIVELY PROMOTE LEARNING
BY COOPERATING WITH TEACHERS,
SUPERVISING EXTENSIVE HOMEWORK AND NOT
ACCEPTING MEDIOCRE PERFORMANCE;

O TEACHERS WHO ARE WELL QUALIFIED AND

HIGHLY MOTIVATED BECAUSE OF THE PAY AND
THE RESPECT ACCORDED TO rnsn;”ﬁun

14
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O A SCHOOL YEAR THAT IS 30 PERCENT LONGER
THAN IN THE U.S. (240 pavys vs. 180 pavs
AVERAGE )30

ToO RESTORE THE EFFECTIVENESS OF AMERICAN
SCHOOLS, WE NEED TO PROVIDE THE NECESSARY
FINANCIAL INCENTIVES TO ATTRACT AND RETAIN
EXCELLENT TEACHERS. WE ALSO NEED DEEPER FAMILY
INVOLVEMENT AND A STRONG NATIONAL COMMITMENT TO
HIGHER EDUCATIONAL STANDARDS., ToO THIS END, THE
FEDERAL GOVERNMENT SHOULD RECOMMEND MINIMUM
STANDARD REQUIREMENTS TO STATE AND LOCAL SCHOOL
BOARDS .

~—
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3. FORMULATE AN AGGRESSIVE TRADE POLICY.

THE THIRD SET OF ACTIONS THAT WILL HELP
RESTORE THE COMPETITIVENESS OF AMERICAN
BUSINESSES HINGES ON THE EXECUTION OF AN
AGGRESSIVE U.S. TRADE POLICY,

THE U.S. LACKS A COHERENT, UNIFIED POLICY
PROMOTING TRADE. THE GROWING IMPORTANCE OF
INTERNATIONAL TRADE TO THE U.S. COMPELS US TO
STRENGTHEN TRADE LAWS TO DEAL EFFECTIVELY VITH
UNFAIR TRADE PRACTICES, TO REMOVE DOMESTIC
BARRIERS TO EXPORTS AND TO ACTIVELY PROMOTE
TRADE BY INCREASING THE FLOW OF CRITICAL
INFORMATION ABOUT EXPORT OPPORTUNITIES,

UNDER THE UMBRELLA OF A NATIONAL TRADE
POLICY, WE SHOULD PURSUE A VARIETY OF GOALS
ATMED AT:

@ LOVERING TRADE BARRIERS;

O FACILITATING TRADE IN SERVICES;

O ENFORCING INTELLECTUAL PROPERTY RIGHTS;
AND

O MITIGATING CHRONIC CURRENCY
IMBALANCES,

16
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A, REDUCE TRADE BARRIERS 10 U.S. PRODUCTS.

INCREASINGLY, TRALE RESTRICTIONS HAVE
TAKEN THE FORM OF NON-TARIFF BARRIERS SUCH AS
VOLUNTARY EXPORT RESTRAINTS AND auoTas. IT 1Is
ESTIMATED THAT BETVEEN 80 AND S0 PERCENT OF
INTERNATIONAL TRADE TODAY IS CONDUCTED OUTSIDE
THE FRAMEWORK OF THE GENERAL AGREEMENT ON
TARIFFS AND TRADES® NON-TARIFF BARRIERS ARE
PARTICULARLY HARMFUL SINCE THEY ARE DIFFICULT TO
QUANTIFY, AND ONCE IN PLACE ARE ALMOST
INPOSSIBLE TO REMOVE.

THE U.S. SHOULD BRING PRESSURE ON OUR
TRADING PARTNERS TO PROVIDE OUR EXPORTERS THE
SAME OPPORTUNITIES THAT WE OFFER TO OTHERS. IN
PARTICULAR, JAPAN COULD REDUCE CONFLICTS VITH
MAJOR TRADING PARTNERS BY INPLEMENTING THE
RECOMMENDATIONS OF THE MAEKAVA REPORT® THIs
WOULD REQUIRE A GREATER WILLINGNESS TO IMPORT
FOREIGN PRODUCTS WHEN THEY ARE TRULY COMPETITIVE
IN PRICE AND QUALITY, AND A TRANSFORMATION OF
JAPAN’S ECONOMY TO GROWTH BASED ON DOMESTIC
DEMAND, '

17
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BuT VE SHOULD NOT BE MISLED: OPENING
JAPAN’'S MARKETS WOULD NOT CURE OUR BILATERAL
TRADE DEFICIT. AT MOST, IT WOULD REDUCE [T BY
$10 oR $15 BILLION DOLLARS>* EVEN IF THE
JAPANESE VERE TO IMPLEMENT THE STRUCTURAL
CHANGES PROMISED BY THE NAKASCNE ADMINISTRATION,
THE COMPEFITIVE BATTLE VWOULD NOT BE OVER; IT
VOULD ONLY SHIFT TO OTHER COUNTRIES. TAIVAN,
KOREA, SINGAPORE, AND HON6 KONG, ARE ALREADY
POWERFUL FORCES IN WORLD MARKETS. IN TINE,
INDIA AND CHINA VILL BE STRONG COMPETITORS.

B. FACILITATE TRADE IN SERVICES.,
A MAJOR STRATEGIC ISSUE FACING
MULTINATIONAL COMPANIES IS HOVW TO MINIMNIZE THE

IMPACT OF THE GROWING RESTRICTIONS ON TRADE IN
SERVICES.

18
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ALTHOUGH SERVICES REPRESENT APPROXIMATELY
207 OF VORLD TRADE,”THERE ARE ALMOST NO HARD
DATA ON SERVICE TRADE THAT COULD SERVE AS A
BASIS FOR MAKING POLICY OR MEASURING ITS IMPACT,
CURRENTLY, NATIONS CAN, AND DO, DISCRIMINATE
AGAINST SERVICE TRADE AS ANARCHY REIGNS SUPREME.
AS A RESULT, SERVICE TRADE BARRIERS HAVE
MUSHROOMED AND AMERICA’S TRADE SURPLUS IN
SERVICES HAS VEAKENED (FROM $42 BILLION IN THE
EARLY 1980s To $22 BILLION IN 1985).%

THE DECLINE IN SERVICE TRADE IS WORRISOME
BECAUSE OUR ABILITY TO COMPETE IN SERVICES
ENHANCES OUR ABILITY TO COMPETE IN GOODS -- AND
VICE VERSAS’ THE U.S. MUST PUSH FOR FULL
COVERAGE OF SERVICE TRADE IN THE UPCOMING GATT
ROUNDS ,38

19
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C. INCREASE PROTECTION OF INTELLECTUAL
PROPERTY RIGHTS.

ANOTHER STRATEGIC ISSUE IS HOW TO
SAFEGUARD OUR TECHNOLOGY FROM THE ACTIONS OF
COUNTRIES THATY ARE TRAMPLING OVER INTELLECTUAL
PROPERTY RIGHTS IN THE STAMPEDE TO GAIN MARKET
SHARE?Q AMERICA'S COMPETITIVE ADVANTAGE IN
INNOVATION IS SERIOUSLY THREATENED BY COUNTRIES
THAT ACQUIRE TECHNOLOGY THROUGH COUNTERFEITING,
PATENT INFRINGEMENT, AND OTHER FORMS OF PIRACY,
AND THEM COMBINE THAT TECHNOLOGY WITH LOV-COST
LABOR TO DRIVE THE ORIGINAL DEVELOPERS OUT OF
THE MARKET.

IF THIS PRACTICE IS ALLOVED TO CONTINUE,
NOT ONLY WwILL U.S. INDUSTRY SUFFER, BUT THE
PROGRESS OF TECHNOLOGY DEVELOPMENT ITSELF WILL
BE STALLED.

THE U.S. HAS TRADITIONALLY BEEN THE
CHAMPION OF FREE TRADE. BUT AMERICA CANNOT
REMAIN THE DUMPING GROUND OF OTHER MANUFACTURING
NATIONS -- NOR SHOULD IT CONTINVE TO BE THE
VICTIN OF GOVERNMENT SUBSIDIES BY ITS
COMPETITORS.

20
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PREVENTION OF DUMPING -- AND THE PAYMENT
OF A FAIR PRICE FOR THE USE OF INTELLECTUAL
PROPERTY -- ARE ESSENTIAL FOR ASSURING THE
CONTINUED DEVELOPMENT OF INNOVATIVE TECHNOLOGIES
AND PRODUCTS.

THE RECENT U.S.-JAPAN SEMICONDUCTOR TRADE
AGREEMENT WAS INTENDED TO SERVE AS A MECHANISHM
FOR OPENING THE SEMICONDUCTOR MARKET IN JAPAN TO
FAIR COMPETITION FROM U.S. COMPANIES, AND FOR
ENSURING THAT JAPANESE FIRMS ABIDE BY BOTH THE
U.S. AKD GATT ANTI-DUNPING RULES.C OUR
BOVERNMENT REPRESENTATIVES -- SECRETARIES MAc
BALDRIGE AND BRUCE SHART AT COMMERCE AND
AMBASSADORS CLAYTON YEUTTSR AND MIKE SMITH AT
USTR -- WORKED TIRELESSLY TO REACH AGREEMENT
VITH THE GOVERNMENT OF JAPAN, AND, DURING THE
INTERVENING MONTHS HAVE CONTINUED NEGOTIATIONS
SEEKING TO INSURE EFFECTIVE ENFORCEMENT,

TO DATE, UNFORTUNATELY, PROGRESS TOWARD
THE GOALS OF INCREASED ACCESS TO THE JAPANESE
MARKET AND A HALT TO THE DUMPING OF
SEMICONDUCTORS IN WORLD MARKETS HAS BEEN
MINIMAL.,

21
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NONETHELESS, THE AGREEMENT SETS THE
PROPER PRECEDENT FOR AMERICAN TRADE POLICY -- IT
TELLS JAPAN THAT THE U.S. GOVERNMENT WILL GUARD
EFFICIENT INDUSTRIES FROM UNFAIR COMPETITION AND
IT TELLS THE AMERICAN PUBLIC THAT THERE ARE
ALTERNATIVES TO PROTECTIONISM. THuUs, |
ENCOURAGE OUR GOVERNHENT NEGOTIATORS TO REMAIN
STEADFAST IN THEIR DETERMINATION TO SEE THAT THE
AGREEMENT LIVES UP TO ITS INTENDED PURPOSES,

D. REDRESS CHRONIC CURRENCY IMBALANCES.

AS DISCUSSED, OUR COUNTRY FACES A VARIETY
OF PROBLEMS RANGING FROM“HIGH COST OF CAPITAL TO
LOV EDUCATIONAL STANDARDS. BUT VE MUST
RECOGNIZE THAT THE VERY RECENT NATURE OF THE
DETERIORATION IN OUR TRADE BALANCE IS A STRONG
INDICATION THAT NEITHER AMERICAN LABOR NOR
AMERICAN MANAGEMENT SHOULD BE ACCUSED OF BEING
THE ONLY CAUSE OF OUR TRADE DEFICIT. THE BASIC
CHARACTER OF AMERICA’S INDUSTRY CANNOT HAVE
CHANGED S0 RADICALLY IN THE BRIEF SPAN OF FIVE
OR SIX YEARS.

22
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RATHER, VE SHOULD LOOK AT DISTORTIONS IN
EXCHANGE RATES AS ONE OF THE MORE IMPORTANT
REASONS FOR OUR DETERIORATING TRADE IMBALANCE.
THE EXTREME UNDERVALUATION OF THE YEN IN THE
FIRST HALF OF THE 1980s IS VWELL DOCUMENTED.
ToDAY, TAIVARESE AND KOREAN EXPORTS TO THE U.S.
ARE BOOSTED BY CURRENCIES THAT ARE GROSSLY
UNDERVALUED -- IN KOREA'S CASE BY MORE THAN 60
PERCENT -- WITH RESPECT TO THE DOLLARY THESE
RELATIVE CURRENCY VALUES DO NOT REFLECT THE TRUE
POSITIONS OF TAIWAN AND KOREA IN WORLD MARKETS.
THE USE OF MORE REALISTIC TRADE WEIGHTS IN
COMPUTING THE VALUE OF THEIR CURRENCIES, INSTEAD
OF THE CURRENT POLICY OF PEGGING THEM
EXCLUSIVELY TO THE DOLLAR, WOULD 60 A LONG WAY
TOVARD ELIMINATING THIS DISTORTION,

23
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KOREA AND TAIVAN ARE ONLY PART OF LARGER
PROBLEMS OF INCREASED SHORT-TERM VOLATILITY,
LACK OF PREDICTABILITY FOR PLANNING PYURPOSES,
AND PERSISTENT LONG-TERM MISALIGNMENTS OF
CURRENCIES IN THE PRESENT SYSTEM OF FLEXIBLE
EXCHANGE RATES. THE PROPONENTS OF THE CURRENT
SYSTEM BELIEVED THE VALUES OF CURRENCIES WOULD
BE SET IN THE MARKET FOR TRADED 600DS. BuT NoO
ONE FORESAV THE VAST AMOUNT OF CAPITAL THAT
WOULD BE MOVING ACROSS BORDERS, OVERPOWERING THE
FLOW OF GOODS.,

IN TODAY'S MARKETS, THE FLOW OF CAPITAL
1S 18 TIMES THE FLOV OF 600Ds%’ As A RESULT,
EXCHANGE RATES TEND TO BE SET IN THE FINANCIAL
MARKETS, OR BY GOVERNMENTS, WITHOUT REGARD TO
THE UNDERLYING CHANGES IN INFLATION AND
PRODUCTIVITY THAT DETERMINE A NATION'S
COMPETITIVE POSITION.

N
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To ADDRESS THESE PROBLEMS, THE U.S.
SHOULD TAKE THE LEAD IN ESTABLISHING A NEV
SYSTEM OF TARGET ZONES FOR MAJOR INTERNATIONAL
CURRENCIES.® THE SUCCESS OF THE EUROPEAN
MONETARY SYSTEM SUGGESTS THAT THE IDEA OF TARGET
ZONES MIGHT BE APPROPRIATE ON A BROADER SCALE.

THE NEV SYSTEM WOULD REQUIRE THE
IDENTIFICATION (AND PERIODIC REVISION) OF A
ZONE, PERHAPS 207 VIDE, OUTSIDE OF WHICH RATES
WOULD BE CONSIDERED IN CLEAR DISEQUILIBRIUM,
CONCERTED INTERVENTION ON THE PART OF MAJOR
ECONOMIC POVWERS, FOLLOVED BY CHANGES IN INTEREST
RATES IF NECESSARY, WOULD DISCOURAGE EXCHANGE
RATES FROM STRAYING OUTSIDE THEIR TARGET ZONES.
THIS SYSTEM WOULD:

A, REQUIRE GOVERNMENTS TO CONSIDER
EXPLICITLY THE EFFECTS OF NATIONAL
ECONOMIC POLICIES ON INTERNATIONAL

- COMPETITIVENESS;

B. ENCOURAGE PRODVUCTIVE INVESTMENT BY
PROVIDING A MORE STABLE FINANCIAL
ENVIRONMENT; AND

25
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c. PREVENT THE TYPE OF 'BEGGAR THY NEIGHBOR'
POLICIES EMPLOYED BY COUNTRIES WITH
CHRONICALLY UNDERVALUED CURRENCIES.

CONCLUSTONS

IN THIS GLOBAL ECONOMY, NO NATION CAN LONG
REMAIN COMPLACENT OR AFFORD TO MAKF MANY
MISTAKES, IT IS TIME FOR AMERICAN INGENVITY TO
COME TO BEAR ON THE PROBLEM OF INTERNATIONAL
COMPETITIVENESS.

A STRONG UNDERCURRENT OF THE TRADITIONAL
AMERICAN VALUES IS STILL WITH US. THERE IS NO
LACK OF SPIRIT, OF GOODNESS, OF PATRIOTISM; AND
THE HIGH VALUE PLACED UPON FREEDOM -- AT HOME AS
VELL AS ABROAD -- REMAINS UNALTERED. CoUPLED
VITH A REVIVAL OF THE AMERICAN VWORK ETHIC, AND
THE REBUILDING OF AN EDUCATION SYSTEM SECOND TO
NONE, THESE UNDERLYING6 VALUES CAN SERVE AS THE
BASIS FOR RENEVED COMPETITIVE LEADERSHIP. Bur
IN THESE CHANGING TIMES, OUR TRADITIONAL IDEALS
MUST BE BLENDED VITH NEW VALUES: A ZEAL FOR
WINNING, AND A FIRM DETERMINATION TO MANAGE OUR
OVN DESTINY, TOGETHER, THE OLD AND THE NEW VILL
FORM THE STRONG FOUNDATION AMERICAN SOCIETY WILL
NEED TO SUCCESSFULLY MEET THE CHALLENGES THAT
THE COMING YEARS BRING.

26
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APPENDIX 1

NOTE 1

LONG-TERM ECONOMIC QUTLOOK
1986 - 2016
(1986 ExcHANGE RATES & PRICES)

ANNUAL GROVTH RATES (X)

z OF UtSf GNP

LABOR OUTPUT/  REAL
FORCE PERSON GNP

v.s. 1.1 1.9 3.0
VESTERN EUROPE 0.5 2.3 2.8
ASIA/PACIFIC 1.0 3.1 4.1
SOURCE: TEXAS INSTRUMENTS INCORPORATED

YEAR YEAR
1986 2016
80 75
71 100



CURRENT EXCHANGE RATES
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NOTE 2
LABOR COSTS IN MANUFACTURING

HOURLY COMPENSATION, $§ U.S.

$16
$135 J U.S.
$14
$13 A
$12

$11 JAPAN
$10 -
$9

” -
$7 -
$6 -
$5 -
$4 -
$3 -+ TAWAN
$2 e

o ——————

$14 KOREA

so T T T ] L T ¥ R ¥
1977 1978 1979 1980 1981 1982 1883 1984 1983 1988

SOURCE: U.S. Department of Labbr, Bureau of Labor Statistics

PRODUCTIVITY IN MANUFACTURING

1977 = 100
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210
200 -
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180
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160
150
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130
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110

OREA

100 - T T T T T LI
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SOURCE: U.S. DEPARTMENT OF LABOR, BUREAU OF LABOR STATISTICS
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WORLD BUSINESS

Trade winds blowing across the Pacific

The Allantic has not gurgled away into the Paclfic, but the four Europeans
at the ssven-country Tokyo summit had better recognise how far the
balance of global economic power is shifting In that direction

In 1962, the western Pacific (East Asia
and Australasia) accounted for 9% of
world ouput, North America for 30%
and western Europe for 31%. By 1985,
the western Paaific’s share had climbed
to 13%, North America's dropped to
29% and western Europe’s to 25%.

The proportion of world exports from
western Pacific countries doubled to
19% between 1962 and 1984. Exports
and imports between North America and
Asiy were worth $192 billion in 1985,
compared with $196 billion between
North America and its transatlantic sup-
pliers or custoiaers.

This shift in trade occurred without
many member governments planning it,
or even collecung detailed statistics
about what bhad occurred. The Paafic
Basin Economic Counxil, most of whose
members are busi¢ uren from North
America, East Asia and Australasia, was
set up in 1968. But it was not until 1984
that the 6rst governmental group taking
in the countries belonging to the Associ-
ation of Southeast Asian Nauons
(ASEAN), Amenica, Australia, Canada.
Japan and New Zealand sat down to talk
about regional co-operation under the
deliberately vague heading of “humnan
resources development™.

They will do more such talking in
future, for several reasons. First, around
two-thirds of their commerce will soon
be conducted with each other. Some
62% of the region's exports (including
those from North Amenca) went to
other countries in the Pacific in 1984,
compared with 45% in 1962.

Second. exports are rising as a share of
GNP in all these countnes. Wharton
Econometncs, an Amencan forecasting
service, thinks that South Korea and
Taiwan will see their exports rise to an

intra-Pacitic trade
% of lotal trade with other Pacific countries

) 8Q

NN RN

enormous 55% of GNP in 1990, from an
already large 45% in 1981. Wharton
predicts that exports from ASEAN (Bru-
nei, Indonesia, Malaysia, the Philip-

ines, Singapore and Thailand) will rise

m 37% to 39% of gross regicnal
product over the same penod.

Third, trade tension has tightened re-
cently because Asian countnes gained
more than European countnes from the
high American dollar in 1982-85. Japan’s
exports to the United States rose 67% to
$72 billivn in these three years, a rate
roughly matched by the rest of East
Asia. Despite a slowdown in the femh
of East Asia's exports last year, 55% of
America's trade deficit was accounted
for by a deficit with the region.

Textiles test

Acxording to researchers at the Austra-
Lian National University in Canberra,
East Asia’s share of world exports of
labour-i i factures should
nse from a quarter in 19778t 10 about
37% by 1990. The loudest protectionist
noises usually come from those bit by
sales of such manufactures, especially
producers of textiles and clothing.

A dig test of Pacific-trade Lberaliss-
tion will come during the negotiations to
extend the Multifibre Arrangement,
which expires at the end of July. Amen-
ca looks tike being even more protec-
tionist than the £EC countries about this.
It has asked Hongkong, Scuth Korea,
Tawan and China to limut their exports
of texules and garments. Protectionists
in the Amencan Congress are threaten-
ing to override President Reagan's re-
cent veto of a highly restnctive bill on
textile trade, the Jenkins bill. They mut-
ter that they intend to bnng Asian pro-
ducers into more disciplined line.

AR RN
R
ASSUINUI NN
R

AR RN
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New Zesiera &
oner

Sovrce

Agricultural products are more heavi-
ly protected than manufactured goods.
Nomunal rates of protection for grains
and meat have doubled in Japan since
196569. They have risen from 9% to
166% in South Korea over the same

riod and from 2% to 55% in Taiwan.

ese levels annoy Australia and the
ASEAN countries as well as America; but
the United States bas itself come in for
criticism (or passing the Food Secunty
act, which subsidises rice exports to
compete with those from Thailand.

A bard Amencan line has helped
achieve progress oa another immitant: the
preservaton of intellectual-property
rights. Such nghts were treated in a
cavalier fashion in several Asian devel-
oping countries until America’s 1984
trade act made benefits under the gener-
alised system of preferences dependent
on the protection of copyright by the
importer of American works. Taiwan
passed a new copyright law in July 1985.
A bill on the matter is before parliament
in Singapore.

What are the of some even-
tual equivalent of a free-trading area in
the Pacific? America has talked to
ASEAN about the possibility of setting up
some (orm of freer-trade arrangement.
but Australia says loudly that any kibera-
lising of trade must be done on a non-
discnminatory basis. If the Philippines
persuaded the Australian government to
open the Australian market wider for its
dancing shoes, Australia would want to
reduce its tanffs on dancing shoes from
all countries. It is not keen on preferen-
tial trade arrangements.

This view rught change. Pacific coun-
tries are waiting to see what progress is
made at the next round of global negou-
auons at the GATT, due to start in
September. If they come away disap-
pointed, some of them will want to
concentrale more on regional trade l-
beralisation around the Paific.

THE ECONOMIST MAY 3 1908
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IMPORT PENETRATION

s U.S. MANUFACTURED GOODS MARKETS

34 4
32 o
30 4
28 DURABLE GOQDS
26
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ELECTRONICS CAPITAL GOODS!

(NET OF 806/807 TRADE FLOWS®)

28 - # INCLUDES THE CATEGORIES SHOWN HERE

COMPUTERS/OFFICE EQUIPMENT,

COMMUNICATIONS

L] L L L ¥
1980 1981 1982 1983 1984 1985 1886
*|MPORTS CF US GOODS ASSEMBLED OVERSEAS

SOURCE: U.S. Department of Commerce, Electronics
Industries Association
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NOTE 9

TRADE WEIGHTED DOLLAR

WMORGANTS INODX OF 40 COUNTRIS

YEN/DOLLAR EXCHANGE RATE

=

.
TOTI T2 TITATSI0 VI T T B0 41 62 53 B4 53 80 87 00
YEARS BY WONTH

DEUTSCHE MARK/DOLLAR
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According to an analysis by Stephen Marris of the Institute for
International Economics (C. Fred Bergsten, Director), the dollar
will need to decline to a level corresponding to its 1980 average
in order to eliminate the U.S. current account deficit by 1990, a
result that corresponds closely to Morgan Guaranty's estimates of
the equilibrium value for the U.S. dollar. Dr. Marris estimates
that the yen will have to rise to a level of about 120 per dollar,
and the DM to a level of 1.57 or less per dollar.
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NOTE 10
Another Budget! Another Show

~We don’t think Washington does
proper justice to the federal budget.
For instance, the president released
his version yesterday. And this momn-
ing the country is waking up to read
stones descriding the budget in 3 tor-
rent of numbers. But the budget ntual
ts the heart and soul of Washington,
its reason for bewng. The Beitway
should greet the new budget the way
revelers greet the new year on Times
Square.

. They could hoist a dotlar sign to
the top of the Washington Monument.
All the senators, representatives,
staffs, bureaucrats, lobbyists, law-
yers, the press corps and local mer-
chants could gather around this public
dollar sign to revel in another year of

Federal Spending asa

Fiscal Year 1960 1964 1743
Total Spending . 182 188 209
Defense . 25 L7 %4
Non-defense .&7 W1 nl

federal spending. Happy Fiscal
Year! )

We make this suggestion only be-
cduse we don't for a minute belleve
all the hand-wringing displays and
long faces the town's residents put on
to greet the new budget. Lawton
Chiles and Bill Gray, the new budget
chairmen, appeared on “‘Meet the
Press” Sunday looking like pall-
bearers. Come on, fellas, admit it;
spending pudblic money Is fun.

The joy of spending is certalnly
what comes through from a reading of
the table of figures accompanying this
editorial. When John Kennedy was
president, spending ran between 18%
and 19% of GNP; now (t's running
over 23% annually. In fact, the table
puts the federal budget in 2 more ac-
curate perspective than the ope the
pubiic (s continually offered. .

Most commentary on the budget
basically tells people that it involves
something dreadful cailed “the defi-
eit,” that the president “won't get ev-
erything he wants for defense,'" that
“there has to be some mavement on
revenues,” and that “domestic spend-
ing has been cut to the bone.”” While
the commentalors send up these
smoke signals, the president and Coa-
gress proceed to fight it out for 11
months. We don't beifeve that the pub-
lie’s understanding of the proper role
of the (ederal government is very well
served by this annual exercise.

The accompanying tadble from
OMB offers a snapshot of how the U.S.
has chosen to allocate its wealth over
the past 25 years. It indicates the
choices the country's elected repre-
sentatives have made for their constit-

uents.

Dunng the 12 years of two of this
century’s most popular presidents—
Dwight Eisenhower and JFK -spend-
ing on defense was more than 3% of
GNP. 1f Ronald Reagan and Caspar
Weinberger proposed any such thing
now, a chaatng chorus would call
them heartless maniacs.

The key period in the table's his-
tory is the mid-1970s. Nondefense
spending was 13.4% of GNP in 1974.
The following year it suddenly jumped
€0 16.1%. It is interesting to note that
this increase occurred in a year when
defense spending was at a relatively
low level. Congress never backed off
from its unusvally tugh domestic
spending level of more than 16% of

Percentage of GNP

1972 3976 1790 1784 1985 1986
201 29 22 .31 40 27
69 853 50 462 64 49
W2 168 171 169 7.6 168

GNP. As is clear, any Increases (n de-
fense spending automatically push to-
tal spending to unprecedented levels.

Yes, the U.S. now has a budget def:
leit, and it is true that such a Jeficit
can't Increase indefinitely without
causing economic damage. The key
question now facing this country, how-
ever, Isn't whether its deficit should
be 5200 billion, $108 blllion or zero.
The key question is whether the U.S.
public accepts or rejects the govern-
ment's current claim on its wealth.

The public should understand that
when Lawton Chiles and Bill Gray say
the president has to give on revenues,
this bhas virtually nothing to do with
the deficit. They are asking the public
to ratify, finally and conclusively, the
rising domestic spending levels Con-
gress has legislated over the past 10
years, a process that every Reagan
budget has attempted to . verse.
They are asking the public to .et In
place a political philosophy that holds
that public spending never declines; it
rises steadily, and those rises are paid
for one way or another out of govern-
ment claims on private production.

We are at the same point with the
budget that we were when Ronald
Reagan arrived in Washington in 1981.
Mr. Reagan has never concealed his
intentions. He wants Washington's
¢laim on the naton’s production to
fall, and he has succeeded in reorient-
Ing the capital's upward march on do-
mestic outlays. {nstead of being al-
lowed to blather on for 11 months
about the deficit, Lawton Chiles, Bill
Gray and the rest of Congress should
be chalienged to define explicitly what
it is they want.
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NOTE 11

The key to competitiveness

JAPAN HAS grown so fast over
the past four decades that at
aresent exchange rates its citi-
tens are technically richer than
Amenca's and almost twice as
wealthy as Bntaa's.

The fundamental explanstion
for this near-miraculous growth
{g to be found in the priority
the Japspese place on savings
10d capital formation. The more
1 country invests, the greater
its potential for future coa.
sumption. Japan bhas grown
rich quickly mainly because it
has resisted the temptation to
dissipate gross national product
o immediate consumplion.

The contrast with pleasure
loning Anglo-Saxon economies
is stark, OECD fgures show
that between 1981 and 1884
Japan's gross investment was 29
per cent of GNP. Britain’s was
a meagre 18.7 per cent and the
US's was oaly slightly higher at
17.3 per cent.

Why does Japan invest so
much?! There are dumerous
possidie explanations, some
igvelviag cuitural and sociolo-
gieal factors. But Amencan
businessmen tend to emphasise
one point: capitel formation in
Japan is high because capital
itself 1s cheap.

Dr George Hatsopoulos, presl-
dent of Thermo Electron Cor-
poration of Waltham, Massa-
chusetts, has been trying for
years to focus attention on rela-
_tive capital costs. In his latest
study® he cams: * Over the
past 28 years American manu-
facturers have been paning
three times as much lor capital
as have their Japanese counter-
parts.”

The result, he says. has been
more than twice as much tang-
idle investment per worker in
Japan as in the US. He sees
America's high cost of capital as
the main reason for its steady
loss of industrial compentive-
Bess.

International comparisons of
labour costs are readily ayail-
able. The same cannot be sad
of capital costs, which are com-
piex to calculate because they
depend not just on real interest
rates but on arcane details of
astlonal tax codes. such as
depreciation schedules.

However, a recent paper ¢t by
two economists at Stanford
University, Douglas Beraheim
and John Shoven, does attempt
A  uptodate comparison of
capital costs in the US, Japan,
West Germany and the UK.

The cost of capital is the pre-
tax return which must be
earned on corporate Invest-
ments In order 10 offer investors
a high enough post-tax return
to altract their funds. The

" Reakcostof capitat comparisons -

% % %

Japan UK W. Germany
Cost of capital 2.78 3.58 4.39
Post-tax return to saver 1.80 128 0.70
Ceet of equity capital 422 3.81 8.48
Post-tax equity retum 111 133 0.00
Real| interest rate 2.50 3.50 3.50

(% present regme. (%) with Reagan tax reform. (% with expenditure tax

A sverage merest and NRabon rates for

e 19608, wang 1985 tax codes.

)
h- T . N
5.48 1.18 $.00
2.24 3.08 B5.00
7.03 8.64 5.00
189 2.89 8.00
8.00 8.00 8.00

Source: Dougles Bemhewn and John Shoven.

overall cost of capital is the
average of the cost of debt and
equity-inanced investments.

The Bernheim/Shoven study
certainly confrms that capital
is unusually cheap in Japan. In
the 1970s, the average real cost
of capital in Japan was -1568
per cent compared with 2 44 per
cent in the US. In the 1980s
(see tadble), the cost of capital
tose in both countries, but the
g2p was maintained.

The Inefficiency of lax codes
Is measured bdy the
between the cost of capital and
the posttax return received by
savers—this is known as the
“ tax wedge.” For equity capital,
the US tax wedge (s S5.1¢
percentage points compared
with 2.51 points in Japan. This
reflects the fact that, while
equity costs US companies more
than 7 per cent, the iadividuals
who put up the money receive
less than 2 per cent net.

Bernheim and Shoven argue
that domestic credit market
conditions arc the single most
tmportant determinant of capi-
tal costs. Moreover, they main-
tain that, even in the face of
global capital mobility, govern-
ments can exert control over
domestic real interest rates.
Japan has always pursued a
mix of fiscal and monetary
policies that  keeps Interest
rates low; the US, to ius cost,
has done the opposite.

Wil President Reagan's tax
legisiation bring down the US
cost of capit3i? No. say Bemn-
heim and Shoven: indeed, on
the assumption that it does
nothing to bring down US real
interest rates, it will have a
strongly adverse impact. They
calculate that the real cost of
capital could rise further to
7.16 per cent and the real cost
of aquity funds to 8.61 per cent.
Moreover, the tax wedge—the
indicator of ineMciency—could
broaden.

America's equity tax wedge
is already high because it s

FINANCIAL TIMES 10/28/86

the only country among the
tour considered which does
nothing to alleviate the doudle
taxation of ividends and
because it has the most severe
tax on realised capital gains on
equities. Neither Japan nor
West Germany taxes capital
gains on securities. US tax
reform will make matters worse
because it eliminates the invest-
ment tax credit -and raises
further the effective levy on
realised capital gains.

Bernheim and Shoven con-
trast the Reagan reform with
the theoretical alternative of a
shift to an * expenditure tax,”
under which all forms of
saving would be relleved of
taxation. Such a régime would
help US industry by equating
the cost of. snd returns on,
atl forms of capita]l with the
real interest rate. The tax
wedge would be eliminated en-
tirely—ultimate investors would
receive in full the pretax
return generated by a corpo
rate investment.

Their analysis explains why
many businessmen and eco-
aomists delieve the Reagan
reform is * anti-growth.” By
raising the cost of capital it
may encourage & further shift
{rom investment to
tion and further reduce US
industry’s competitiveness.

The figures for West Germany
and the UK. howerver, suggest
that caoital costs are by no
means the only determ:nant of
tavestment. West Germany,
after ail, has the highest tax
wedge, indicating  the Jleast
efficient lax code. and on average
it bas faced higher real capitsal
costs than the UK. -The discrep-
ancy was more marked before
the abolition of British 100 per
cent Arst year capital allow-
snces: in the 1970s, the UK
real cost of capital was —~1 per
cent 8gslnst almost 5 per cent
fn West Germany. Yet Britain

.has slways had s weak iovest

ment record and West Germany
a strong ope.

Bernheim is not worried by
this apparent contradiction. He

ints out thay West Germany's
avestment record, while good,
is aothing like ag strong as
Japaa's. And he suggests that
the UK's investment perform-
ance would be even weaker
were ils real cont of ugml to
rise to US or West German
levels.

The personal sector’s willing-
ness to save may de the crucial

factor. Japanese (ndividuals,
despite negative real returns,
have more than fnanced

Japanese domestic investment;
Indeed the caputal outflows are
now embarrassivg. Attempts {o

boost investment without
stimulating domestic  saving
often end In tears, as the

Ametricans are discovering. The
unavoidable capital  inflows
merely :u:h up the exchange
rate and eliminate the poten-
tial giins in competitiveness.
If the Anglo-Saxon economies
want to achieve Japanese
growth rates, they may have
to seek a different balance
between  consumption and
Investment. Tax cuts which
stimulate consumer spending
seem precisely the wrong
recipe. What is needed is a mix
of monetary and fiscal policies
designed to bring down interest
rates, along with the kind of
tax changes President Reaqan
shunned: measures to oost
saving and penslise consumer
borrowing.
°The gap tn the cost of
capital: causes, eflects and
Jemedies. George Hatsopoxlos
ond Stephem Brooks. Ballinger
Publishing  Compary, Cam-
e, Mass.
azation and the cost of
capital- am intermational com-
partson. Douglas Bermheim gad
John Shoten. Paper presenmted
to the Americen Council for
f:gm Formation, September
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NOTE 12
Average Debt/Foquity Ratics for Japanese and U.S, SC Fizrs
Japan* 1.5, % Japan Ay §.
1977 1.%0 0.22 6.8
1978 1.4 0.21 6.4
1979 1.1% 0.24 4.8
1980 1.08 0.28 3.9
1981 0.93 0.22 4.2
1982 0.8% 0.22 3.9
1543 0.79 0.20 4.0
1984 0.77 0.23 3.3
1988 0.78 0.38 2.2

¢ Hitachi, Toshiba, NEC, Matsushita.
*» TI, Motorola, National Semicomductor, Intal.

Source: Anmual Reports.

NOTE 13
IAX RATES FOR INDIVIDUALS
JAPAN g.s.

Effective tax for
dividend incone: 20.1% 28% Top Rate*
Capital gains tax on
sale of stock: o% ir 50 28% Top Rate

transactions,

200K share/yr.

Tax on interast froa

savings accounts: 0% on account 28% Top Rate
(multiple accounts of ¥3,000,000
common) ($20,000) *#

*1586 Tax Reform Act.

seCurrent Law; reforms have Leen {ntroduced that would imposa
a 20% withholding tax.

COST OF CAPITAL
U.S. vs. Japanese Companiee*

217.4%**

o
v

i
: | Japan
ns !
!
elilii il L ]
. 1 2 4
N w MEC Dot

**See Addendum (next page)

SOURCE: Texas Instruments Incorporated

71-855 0 - 87 - 3
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Addendum fo Note 13:

The Reader will have noticed that the estimates of the cost of
capital for TI and NEC, prepared by TI (Note 13), differ from
those of Bernheim and Shoven (Note l1). There are three important
differences in the methodologies used to obtain the estimates in
the studies:

1. The Bernheim and Shoven analysis attempts to measure
real, or inflation-adjusted, costs of financing. The
nominal interest rates used in the TI analysis have been
on average more than twice the real interest rates used
by Bernheim and Shoven. .

2, The cost of equity capital used in the TI analysis has a
fundamentally different meaning from that used in
Bernheim and Shoven. For TI, the cost of equity is the
rate of return required to meet our objectives of
profitability and sales growth. Our cost of equity
capital will always be higher than the "market" since we
could always achieve market returns simply by investing
there; we must also consider the risk inveolved in
individual projects versus the risk of a diversified
market portfolio. For Bernheim and Shoven, the cost of
equity is the historical return required to draw
investrent funds away from interest bearing securities
after considering the tax effects; since real rates of
interest have been much lower than nominal rates,
Bernheim and Shoven's cost of equity capital (the return
necessary to "beat" real interest rates) will also be
low.

3. The Bernheim and Shoven analysis considers all
industries in the economy, including high, low, and no-
growth companies; TI and NEC are in an industry noted
for its high potential growth, and therefore higher
expected raturns.

Despite the differences in magnitudes, however, it is not
coincidental that the two studies come to essentially the same
conclusion: the Japanese hold a 2-to-1 advantage in the cost of
capital. However measured, the tax codes insure that debt is less
costly than equity, and the higher debt/equity ratios carried by
the Japanese provide an immediate cost advantage. Further,
Japanese interest rates (real or nominal) have been considerably
less t..an those in the U.S., magnifying the Japanese tax
advantages.
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NOTE 14

PROFIT MARGINS*

JAPAN
TOKYO STOCK
EXCHANGE
1968 2.2%
1969 2.2
1970 2.0
1971 1.6
1972 1.6
1973 1.6
1974 1.1
1975 0.9
1976 1.0
1977 1.2
1978 1.4
1979 1.3
1980 1.6
1981 1.2
1982 1.3
1983 1.5
1984 1.9
1985 1.7
AVG 1.5

*After-tax profits on sales

U.s.

S&P 500

o

:a-.h-b-h-mmmmmmmmmc\mmmc\
.............'.
OCRPLWONOVUNANKRIHVOOO D

4
o

SOURCE: Yamaichi Research Institute,

Standard & Poor

Y



64

NOTE 15

Research ond Development as Percent of Sales (1983}

R&D R&D
US. Company (%) Japanese Company (%)  Difference
General Electric 34 Hunachi 7.9 +45
General Moiors 35 Tovota 39 +04
Eastman Kodal 7.3 Fuji Photo Film - 66 -0.7
DuPont 2.7 Torav Indusines 3] +0.4
U.S. Steel 0.5 Nippoun Steel 1.9 +1.4
Xerox 6.6 Canon 14.6 +80
Texas Instiruments 6.6 NEC 13.0 +6.4
RCA 24 Maisushita Electric Industries 7.2 +48
Goodyear 26 Bridgesione 45 +19
Eli Lilly 9.7 Shionogi 9.6 =01

Sewrrr: Adapted from “R&D Scoreboard 1983." Business vk, 9 Juh 1984, 63-75 and Nikkn Kashe
Johe. no. 8 (Nikker Company Informanion) (Folvo. Nihon Kewzai Shumbun, 1984).

Top Tuenty Japanese and U'.S. Companies: Total Annual RED Expendiiures

Japan United States

Average Sales per Company, 1983

(¥220:$1.00) $8.9 bilion  $24 7 bullion
Average R&D Expenditure per Company,

1983 $446 million  $903% mullion ~
R&D Expenditure as Percent of Sales 1983 51% 7%

1978 1% 29%

Annual Increase in R&D Expenditure,

1978-1983

Current Prices 21.2% 129%

Real Prices 17% 4.5%
Annual Increase in Sales 1978-1983

Current Prices 10.1% 7.9%

Real Prices 59% -0.5%
Approximate Proportion of National R&D

Expenditure, 1983 30% 20%

Noti: Real prices were calculated by deflating current prices by the inctease in the consumer pnce
index (CPI) from 1978 10 1983. The consumer price index increased dunng this pennd at an annual
compound rate of 8.4 percent in the United States and 4.2 percent in Japan. The increase in GNP
deflator was 7.5 percent and 2.1 percent respecinely. The CPl increase 3 used in this analysis. Use
of the GNP deflator as a measure of inflation would widen the obsened differences.

Souvnce: Adapied from “R&D Scoreboard: 1978, Buvw lerd. 2 Juh 1979, “"R&D Scoreboard:
1983, Business lWerk, 9 Juh 1984 and Nikin Kausha Jodo. no. 4. Nikkn Aeude febe. no. 3 (Tokyo: Nihon
Keizai Shimbun. 1980 and 1984 respeciively).

SOURCE: KAISHA, THE JAPANESE CORPORATION by
James C. Abegglen, et. al.




Recommendations:

B Restructure the (ax sys-
tem. The tax code should be
restructured so that capital can
be put to work more effec-
tively, its costs reduced, and
productive invesiments stimu-
lated. Such restruciuring
should include the following:

(a)

(d

~—

()

Reducing the bias sgainst
savings and investment,
through greater reliance on
taxation of consumption
(but keeping progressivity
to ensure fairness) and
through elimination of the
double taxation on corpo-
rate profits when received
as either dividends or capi-
tal gains;

Reducing the variation in
effective tax rates on dif-
ferent industries that
results from their receiving
varying credits and depre-
ciation allowances on dif-
ferent kinds of assets;
Providing inflation
adjustments for capital
income and capilal expense
or loss items, similar to
existing income tax
indexing;

(d) Reducing disincentives to

(e)

80OURCE:

venture and other risk
capital investments, for
example, by allowing indi-
viduals to claim fuller
deductions for capital
losses; and

Broadening the tax base by
including more income
items and reducing the
number of tax deductions
and exclusions, provided
this does not increase cur-
rent disincentives for sav-
ings and investment.

The Repo
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NOTE 17

Results:

Restrucfors The Taz S
A. REDUCE THE SLAS AGAINST SAVINGS AND IN-
VESTMENT:

bolding rae ol be abolished.
B. REDUCE VARIATION IN EFFECTIVE TAX RATES

C. EXTEND INDEXING TO CAPITAL INCOME AND
EXPENSE OR LOSS ITEMS:
No action.

D. ENCOURAGE VENTURE AND OTHER RISK
CAPITAL INVESTMENT BY ALLOWING INDIVIDUALS
TO CLAIM FULLER DEDUCTIONS FOR CAPITAL
LOSSES:

The Tax Act further Kmits the types of income which can
be offier by capital bosses

E. BROADEN THE BASE TO REDUCE DISTORTIONS
AND PREFERENCES IN PERSONAL INCOME TAX,
PROVIDED THIS DOES NOT !
DISINCENTIVES FOR SAVINGS AND INVESTMENT

The Tax Act achieved some individual income tax dax

"!mw.lﬁllnﬂlum.
INSIDE U.S. TRADE — Special Supplement — Duc. §, 1906

Alternative:

Quantification of the consusption tax rate necesssry to offset the re-
snactaent of the Imvestaent Tax Credit, the sxemption of interest
income from personsl income taxes, the exesption of dividends pald
from corporate taxes, and more favorable treatsent of capital gains
(sll amounts except percents in billions of éollare):

Revenue loss
it nontaxadle:

Interest received py individuals: 160.0

1ffective tax rate 13.0% 19.2
pividends paid by gerpontlolul 121.6

Bffective tax rate .0 Y.
capital gsine to individuals: (1] 6. ¢
(sssune maxisus tax raste of 200, rather than 2e0)

Investaent tax credit (1903 tax code): 5.0
Total tax loes froe i ieal: 33,3
Personsl consumption less (ood and medicalt 41,1
Consumpt {on tex rate needed to offset revenue loss: 4.4V

*sourcet Dets Resources, InC.

source: Texss Instruments, Inc.

rt of the President's Commission on
Industrial Competitiveness.
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NOTE 18

Compound Annual Growth Rates
of Selected Indusirles, 1973-86

$C Top 10 e SC Last 10 L]
WL Semconduckor devices 523 3511 Twrdeng generaior sl -8
3573 Compving equpment 180 2386 Laather/-ined ciotung -4
3812 Opteal Gencestenses 165 34 Sver § pted’ mann -6t
231 Bologeca! products 13 333 My dac -57
WA X-ayappanis & des 113 3144 Womens Jootwear -84
78 Bacrome connecion 107 M Sevng machines -5

(N

[ K] Cpare

3825 Blec-mesiunng devices 09 2681 Bidg paperdoard ming -31
84 2517 Wood X ndwo cadewts -$ 1
04 3542 Metwforming mactenss -4 4

-52

SOURCE: U.S. DEPARTNENT OF COMMERCE, U.S.

INDUSTRIAL QUTLOOK 1986

U.8. OUTPUT GROWTH, 1983-1993
(Brilions of 1972 §)

$274

PEACENTAGE CHANGE ABSOLUYTE CHANGE
Hgh Tochasogy
R
uy (B4
DL 39
A1)

SOURCE: Developed from Data Resources, Inc.
March 28, 1983, pp. 84-90.

For reference see Business Week,
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wic 42

High tech  High technology 1s often touted as the source
of new employment opportunitics to help (eplace jobs lost
in dechining **smokestack’” industries. While faster-growing
than the average for all sectors, and particularly the man.
ufactunng sector. high tech industries are projected to ac-
count for only a small proportion of new jobs through 1995

The Burcau's defintion of a high technology industry
rests on the level of research and development expenditures,
the ratio of scientific and technical personnel to total em-
ployment. and product soghistication. BLS developed three
definttions of high tech, ranging from very broad to very
narrow, 1n s first look at this subject.® New employment
projections for industnes meeting the tests for the inter-
mediate definihon are shown in table 6.

Employment i1n these high technology industries ac-
counted for 6.1 percent of all wage and salary jobs in 1972,
6.4 percentin 1984, and s projected to represeant 7.0 percent
by 1995. About 1.7 million, or almost 11 percent, of the
15.9 mullion total new jobs added between 1984 and 1995
will be in those high technology industries. As can be seen
in table 6, 40 percent of the new high tech jobs will be in
computer and data processing services.

Under the very broadest definition, which includes some
mining, communications, trade, and professional services
indostries as well as additonal manufacturing sectors, high
tech will account for 14.6 percent of all jobs in 1995, an
increase of 3.2 million from 1984's level. Under the nar-
rowest definition, which is limited to drugs, computess,
communications equipment, electronic components, and
aircraft and guided mussiles, the high tech share in 1995
will be 3 2 percent, reflecting the addition of 0.7 mitlion
aew Jobs

Table 6. Wage and salary empioyment In high techno
Industries,' 15972-95 v emp-oy 0 tosy

[ Poviands)
Projected.
! Indusry [LL I
Tote nonfarT: mage a4 sadry TI6S] 4 48| 110092
Hgh technoiogy 44891 60N T
Percant ol toal st [ 1o
a IAGUSIN MO Chemecals “ 43 182
m Pashc materds axd symhencs 29 s 0l
xn 153 08 )
M Ouaners g todet paparations 22 143 160
a8 Pants and atd products 5] [ 124
be.] OgAN Chemats 1" 84 168
€N AGncullura cremicars % () 6
m W S0riane0us CREmCH products. w0 ® L
2 Pricoeum retimng 151 151 1
M Qranance axd accessones ” I L]
8 Engines and turdet. s ns 12¢
388 Soecial Ao sty Machunery m 168 1%
7 O compving and Icounbng
machnes . 20 26 6
¥ Ehectnc N300 $Qupment 2 1"ne 1
w2 Bectrcal wwdustndl appanatus 09 26 )
%3 Rad0 and tevrson 1ceng Quipment 19 n "
b e Communaton rquipment 458 617 m
%7 Eleciron components and X cessonts pL1} (34} 844
%3 Macetaneous tecIncal machinery and
Supphes (3N 158 186
mn Arcafl and parts 495 %6 (1)
m Gudded Missies ang space vehucies 9 158 19
»1 3 68 (] R
382 Measunng ang controfing instruments 180 20 n
pN) Ophear nstruments and leses " X u
B4 Medcal and Cental nstruments and
SuOpies L] m ™/
b el Photograph eoupment 30 suppres " 12¢ 13%
w Computer ard ata procassng servces W 3] 114
ny Aeaarth 1 Oeveiopment WdO s m 193 L]
"Sed text foctnou §

5ndag NOVEINg ClassACabon 23 Gefned by ™ U'S 0Fe of Management and
Budget through 1972 e

U.S. EMPLOYMENT GROWTH, 1983-1993
MILLIONS OF NEW J0S

PERCENTAGE CHANGE

53 Kigh TecAmslogy
(M Maavtacturiag
€3 Secvicas

19%

from Data Resources,
1983, pp. 84-90.

SOURCE: [Leveloped
March 28,

0.7
=
Inc. For reference see Business Week,
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NOTE 20
NATIONAL EXPENDITURES ON R&D

BILLIONS OF 1980 $

90
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g

u.s
NON—DEFENSE B3 DEFENSE

The United States spent more on research and development than
Japan, West Germany and France combined in 1984 -- 83 billior
constant 1980 dollars for the United States, compared with
60.6 billion for the other three countries. However, The
U.S. ratio of nondefense research and development as a
percent of GNP is well below that of Japan and West Germany.
In the 1980's the U.S. ratio has leveled off at about 1.9
percent. West Germany's nondefense ratio increased to 2.5
percent in 1985 and Japan's ratio was 2.6 percent.

CIVILIAN R&D SPENDING

AS A X OF GNP

za
7 4

e SAPAN

4

23 4 < /

244 \_.
GORA Y

3 4
21 4
214

24
V.3

w94

184

e~

1.8 4

1734

1.4 T T
1970 1973 1880 1988

SOURCE: National Science Foundation
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NOTE 21

R&D IN MANUFACTURING

% OF TOTAL NATIONAL R&0D (1985)
70%

6071

50% A

40% -

30% o

20%

10%

o% T

SOURCE: NATIONAL SCIENCE FOUNDATION, JAPANESE MANAGEMENT AND
COORDINATION AGENCY

NQTE 23
ELAPSED TINE IKVENTION TO PRODUCTION
1953-1973

YEARS
U.S.A. 7.4
FRANCE 7.3
UNITED KINGDOM 6.7
V. GERMANY 5.6
JAPAN 3.5

SOURCE: NATIONKAL SCIENCE
Fouxpation, 1976
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NOTE 23
IMPORTANCE OF INTEGRATED MANUFACTURING

Most strategic planning focuses on financial numbers,
basic research, and product design based on market demand.
Only rarely does it focus on manufacturing. This has
produced a mentality that considers manufacturing as process
separate from design and distribution, and automation
strategies have concentrated on improving isolated pieces of
that process. For the future, U.S. companies must broaden
this perspective and look on manufacturing as an integrated
process.

By "integrated" I mean two things. First, manufacturing
must be an equal partner with R&D and marketing and become an
integral part of a total business strategy. A complete
business strategy encompasses a broad spectrum of
activities:

] Supporting basic R&D:

° Understanding custoner needs, which is the essence
of marketing;

[ Defining products that meet those needs;

) Getting the right materials:;

[ Having state-of-the-art manufacturing equipment;

° Making a quality product:;

[ Delivering the product and providing excellent
customer service; and, perhaps most important,

) Managing the interrelationships among the people

involved in this entire process.

Second, the manufacturing process itself must be treated
in its totality. The most efficient use of resources
requires looking at the process an an integrated system, and
then investing in the resources necessary to optimize that
system toward the fundamental goals of quality and
productivity.

SOURCE: "Sharpening America's Competitive Edge: The Role of
Technology in Mnaufacturing", by Mark Shepherd, Jr., an
address at the International Industrial Engineering
Conference in Dallas, Texas on May 13, 1986
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NOTE 24.

PCIC Recommendation: R&D tax credits should be made permanent.

Present law: The Tax Reform Act of 1986 did not make the R&D tax
credit permanent, but only extended the credit for three years,
through the end of 1988.

Arguments for making the credit permanent:

From a staff study prepared for the Joint Economic Committee,
July, 1985: "The long term nature of research and
development is at odds with a temporary credit. A permanent
credit would give a greater stimulus to R&I funding and
wouid, therefore, be more cost effective."

From an American Enterprise Institute report on the R&D tax
credit: "Typically, R&D manpower increases in each year of a
successful project, accelerating until commercialization and
completion. Because of the accelerating nature of research
costs in a project and the higher costs in the later stage of
development, clearly, the permanent credit is a much more
effective incentive."

Prospects for a permanent extension:

According to a report in the Natjonal Journal, the R&D tax
credit has a wide circle of congressional admirers. Both the
House and the Senate approved the extension of the credit in
the Tax Reform Act; the Senate had originally voted a four
year extension, which was reduced to three in conference.

Senate Bill 58, introduced on January 6, 1987 and sponsored
by Senators Danforth, Baucus, Wallop, Boren, Durenberger,
Mitchell, Riegle, et.al. would mike the R&D credit permanent,
and also increase the rate to 25%.
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NOTE 25.

PCIC Recommendatjon: Make the R&D tax credit more meaningful.
Consider applying the credit to total, rather than incremental,
R&D spending.

Present law: The Tax Reform Act of 1986 reduced the credit on
incremental R&D expenditures from 25 to 20 percent.

‘Arguments for increasing the credit:

In its present form, due to the fact that incremental
spending today raises the spending base in subsequent years,
a 25% pomipal tax credit results in an effective after-tax
cost reduction of only 19 cents for each incremental dollar
of R&D spending, under the most optimistic scenario. More
pessimistic estimates (by Eisner, et.al.) put the effective
rate much hower, at perhaps a few cents on the dollar.

Returning the R&D credit to 25 percent would result in an
immediate loss of revenue to the Treasury of only about $300
million -- an amount that would be returned many times over
in future revenues from higher economic growth -- a miniscule
.3% of projected federal government spending next year.

According to a study by Data Resources, Inc., sponsored by TI
in early 1984, the introduction of a 25% tax credit on total
R&D expenditures would boost R&D spending by 24% per year and
raise productivity gains by 2.9% per year in the second
decade after enactment. Although the enactment would cause
an immediate increase of $13 billion in the budget deficit,
the increased flow of revenue from a faster growing economy
would eventually offset the increased cost of the credit. By
the year 2003, the 19th year after enactment, the cumulative
improvement to the deficit would be about $300 billion.

Prospects for making the credit more meaningful:

A survey by the National Science Board found that over
seventy percent of the U.S. public believes that the federal
government should provide larger tax incentives to increase
industrial R&D.

Senate Bill 58, introduced on January 6, 1987 and sponsored
by Senators Danforth, Baucus, Wallop, Boren, Durenberger,
Mitchell, Riegle, et.al. would make the R&D credit permanent,
and also increase the rate to 25%.
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NOTE 26.

PCIC Recommendation: Broaden the definition of eligible expenses
to include the development and implementation of innovative

manufacturing processes, machinery, and facilities.

Present law: The definition of qualified R&D has been further
limited by the Tax Reform Act. "Research is eligible for the
credit only if the research 1s undertaken for the purpose of
discovering information (a) technological in nature, and also (b)
the application of which is intended to be useful in the
development of a new or improved business component. In addition,
such research is eligible only if substantially all of the
activities constitute elements of a process of experimentation for
a functional purpose."

Source: Conference Committee report on the Tax Reform Act of 1986
Arguments for broadening the definition of R&D:

The development of volume production equipment and processes
necessary to bring a prototype to full-scale production may
require more complex technology than the product development
itself. The phase of manufacturing following the development
of a prototype is currently ineligible for R&D tax credits.

A comparison of the present law with Japan's R&D credit (also
incremental, also 20%) reveals that the Japanese credit is
considerably more inclusive. Many of the indirect costs
associated with R&D are included in the Japanese credit but
excluded in the U.S. version. These indirect costs may
account for as much as 25% of total R&D spending.

Augmenting the FASB-2 definition of R&D expenses to include
the development and impleaentation of manufacturing processes
would provide a standard for which accounting and audit
systems are well established.

Prospects for a broader definition of R&D:

Senator Danforth (R. Mo.) has introduced legislation in the
past that would include R&D conducted for production
equipment and processes. However, the overall scope of the
legislation is more restrictive than current law.

The "McNuggets story" (in which McDonald's allegedly took R&D
credits for the development of Chicken McNuggets, later
denied by the company) has heightened legislative sensitivity
to claims that the R&D credit is being misapplied. Both the
House and Senate versions of the Tax Reform Act tightened the
eligibility of existing credits.
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NOTE 27.

PCIC Recommendation: Make permanent the moratorium on Treasury
Regqulation 1.861-8 requiring allocation of domestic R&D
expenditures to foreign source income.

Present law: The moratorium (expired August, 1986) is replaced

with

temporary rules adopting, with some liberalization, proposed

Treasury regulations extending from August 1, 1986 to Augqust 1,

1987.
u.s.

The new rules automatically allocate 50% of domestic R&D to
sources, with the balance apportioned according to the ratio

of foreign to total income. Attempts were made to repeal 1.861-8
or at least extend the moratorium. Instead, Congress is
instructed to study the issue for two years and adopt permanent
rules on R&D expense allocation.

Arguments for making the moratorium permanent:

Regulation 1.861-8 artificially allocates a portion of R&D
expenses to foreign source income. Since the reduction in
foreign source income may reduce the amount of foreign taxes
eligible for credit against United States taxes, U.S.-based
multinationals may have to pay double taxes on a part of
their overseas activities. To counter this effect, R&D
activities may be moved overseas and the cost of such
activities taken as deductions against overseas income.

Thus, we may be indirectly subsidizing foreign R&D efforts,
using foreign personnel and exporting patentable and
proprietary information.

Prospects for a moratorium:

Three Senate Finance Committee members, Danforth (R-Mo},
Wallop (R-Wyo), and Baucus (D-Mont), are planning to push
legislation early this year to insure that R&D expenses
incurred by U.S. multinationals will be allocated fully to
domestic sources.

Treasury Department officials and some industry groups
believe that the "50% formula" (that is, the current law) can
be the basis of a permanent statutory rule governing
allocation of R&D credits.
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NOTE 28

ENGINEERING BACHELOR'S DEGREES
GRANTED IN THE U.S., 19821993
Thousands

%

o[ 7 7 7 T T T T 7
1982 84 8 88 90 92

Sotrce: Englneering Manpower Commisaion & Tl

Although recent figures on U.S. engineering graduates show some
improvement, these increases in the number of bachelor's degrees
are deceptive. Projections of engineering graduates suggest that
we have reached a peak. We face a downturn over the next decade,
partly because of a drop in the available college-age population
and partly because the capacity of our engineering schools is
approaching its limit. Some engineering schools are actually
reducing their enrollments, and a shortage of engineering Ph.D.'s
is reducing the supply of qualified instructors.
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NOTE 29

America may soon face a8 critical
shortage of skilled teachers. But Japan
won't. There are 3 applicants for each
opening in its teaching ranks. Polls
show that Japanese teachers hold as
much social status as engineers. In Ja-

an, there's no such thing as merit pay
or teachers, but they still eam 2.4
times the nation’s per capits income.
By contrast, American teachers make
only 1.7 times the U.S. figure. Nowhere
is respect for Japan's teachers higher
than in the classroom. From the stan,
they make proper group behavior a No.
1 priority. First graders learn in the
first week of school to stand and bow
when the teacher enters.

Most American teachers are trained
in schools of education, where they
leamn not what to teach but how to
teach. Such training is common for
grade-school teachers in Japan and Eu-
rope, but few high-school teachers

| abroad major in education. Nearly all
are specialists in the subjects they teach.

NOTE 30
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NOTE 31

U.S. Export Curbs Contribute to the Trade Deficit
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NOTE 32
t

Although GATT's 90 member countries account for 80
percent of world trade, only socme 20 percent of total trade
1s conducted under GATT rules, according to one study.
Anocther report by a U.S. presidential commission claims that
GATT rules now apply to less than 5§ percent of world trade
compared to 20 percent in 1950. These trends explain the
spreading frustration at the GATT's inability to stem the
rising tide of protectionism and resolve trade disputes. a
declaration adopted at the ministerial meeting of the GATT in
November 1982 begins with the warning that "The multilateral
trading system ... is seriously endangered". Many observers
believe that unless something is done, GATT will become
increasingly irrelevant.

SOURCE: Japan Economic Institute Report, April 11, 1986

Even the best GATT codes will not achieve their purpose
without enforcement. Until GATT has its own enforcement
powers, each member nation should incorporate the GalT codes
into its own trade laws, which can be then enforced through
national courts. The alternative to a strong ATT is to risk
the further spread of individual bilateral agreements, making
international trade all but unworkabla.

SQURCE: "The New GATT Round of International Trade
Negotiations", by Mark Shepherd, Jr., an address to the U.S.-

German Industrialists' Meeting on October 26, 1986,
Frankfurt, Germany.

NOTE 33

covering bonds, but it adds that fiscal policy

Maekawa Commisslon Report
Unvelled

A panel of advisers to Pnme Miruster Yasuhiro
Nakasone formally submutted a report Apnl 7 call-
ing for changes in Japan's export oriented indus-
trial structure to reduce the nation’s current
account surplus. The Advisory Group on Eco-
nomic Structural Adjustment for International
Harmony, headed by former Bank of lapan gov-
ernor Harvo Maekawa, produced an 11 page
report following five months of debate.

The report outlines pnnciples for transforming
Japan's economy to growth based on domestx
demand. To stimulate consumer spending. it pro-
poses income tax cuts and shorter working hours.
The panel maintains that market access for for-
eign goods. including agnicultural commodities,
should be improved. It also calls for efforts to sta-
bilize exchange rates and to pursue finandal liber-
alization to make the role of fapan's Anancial
markets commensurate with the nation’s impor-
tance in the world economy.

The commission further advised that Japan
should help resolve global problems, such as the
debt L arden of developing countries. As for Fscal
policy, the report calls for a continustion of fiscal
reform aimed at ending dependence on defict

should be “flexible,” which is being interpreted as
support for more government construction bonds
to fund public works projects.

Reactions to the report have been mixed. Whule
US. policymakers have praised it, a strong under-
current of skepticism is evident in other countries.
Domettic comment has been mosty cntical or, at
best, reserved. Potential candidates for Mr. Naka-
sone’s position immediately assaied the report as
being too forward and explict — a direct contrast
to the reaction abroad.

Opposition party politicans, as well as mem-
bers of the pnme minister's own party, expressed
fears that Mr. Nakasone had somnchow committed
the nation to the reform program without con-
sulting them.

Japan's business community has reservations as
well. Several industrialists claimed that the
changes would lead to a reduction of Japan's inter-
national peti es3, Increased ployment
and greater tax burdens.

* They agreed. however, that more money should

be in::itrd ‘f:,, s;)cnl infrbl::'udur! and thst it
may be time apan to begin enjoying more of
the Fruits of its Labor. ¢

Japan Economuc SurveyMay 1986 3
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NOTE 34

Estimates of the proportion of the U.S. trade deficit
with Japan attributable to Japanese trade barriers range from
a low of 15% ($9 billion) (Bergsten and Cline, The U.S. -
Japan Problem) to a high of 25% ($15 billion) (U.S.
Department of Commerce). Even if all Japanese barriers were
dismantled, the bilateral deficit in 1986 would still have
been 45-50 billion dollars.

NOTE 35

Services - The architects of the international trading
system largely ignored the service sector, which includes
such industries as banking, trouism, data processing,
construction and engineering. Advances in telecommunications
have facilitated the rapid transmission of data over long
distance, enabling service industries to operate on an
{nternational scale. Although the liberalization of goods
markets and capital markets has opened new international
opportunities for the service sector, its exports often face
import barriers more restictive than those applied to
manufacturers. Moreover, constraints on foreign investment
make it difficult for firms to establish the permanent
facilities they need to compete successfully in local
markets. Despite the lack of a coherent system of principles
and procedures, global trade in services is estimated at
$400-$500 billion annually, approximately 20 percent of world
trade in goods and services.

SOURCES: THE JAPAN ECONOMIC INSTITUTE REPORT, APRIL 1., 1986

NOTE 36
U.S. TRADE BALANCE
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NOTE 37

Trade in services is not a new issue, but it is an
increasingly important one for the international trading .
system. Over the past decade, global services exports have
grown in lockstep with merchangidse exports, and now total
about $400 billion per year. There are three main reascns
for this growth.

First, there has been a dramatic increase in the
"tradeability" of services. New technologies have
revolutionized the number and types of services available
internationally. The communications revolution has reshpaed
industrial organization and labor markets, opening up new
opportunities for internationally-provided services. New
information technologies permit more decentralized bases of
production in more integrated multi-sector firms. These
trends encourage specialization and economies of scale in the
production and trade of services.

Second, the growing interlinkages between services and
goods production have greatly expanded service trade.
Services now are an integral part of the production and ‘-~
marketing of many manufactured goocds. Services provide
essential inputs (from engineering design to data
processing), drive the production process (e.g. robotics:
automated assembly lines) and facilitate the marketing of
goods (from financing and insuring the transaction to
providing after-sales maintenance). Moreover, as products
become more sophisticated, less materials and more technical
services are needed. In the 1960s, services (e.g. software)
accounted for only about 20 percent of the cost of a computer
system; today the hardware costs are 20 per cent and
software, engineering, and consulting services absorb the
rest.

Third, the liberalization of trade and capital markets
has contributed to a growing demand for services in
increasingly interdependent markets. Global services exports
grew by 11.25 per cent annually over the period 1968-83,
about the same rate as merchandise exports. Foreign direct
investment (FDI) also expanded substantially, from average
annual flows worldwide during 1965-69 of $6.6 billion to
$49.4 billion during 1980-83. These investments allowed
multinationals to centralize purchases and provided a growing
market for traded servicas.

SOURCE: '"Trade in Services and Developing Countries" by
Jeffrey J. Schott and Jacqueline Mazza, In The Journal of
World Trade Law, Jznuary 1986. .

st
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NOTE 38

Services— the Star of U.S. Trade

But competition and
restraints from abroad
are growing and the
sector may soon become
a battleground.

By LESLIE WAYNE

NCE America’s export trade meant ship-

loads of cars from Detroit, boits of cloth

from Southern textile mills and larm ma-
chines from the Middle West But, as America’s
traditionst merchandise has been overtaken in the
.world marketplace, trade has emerged with s new
Jook. Service exports — fees generated in Eu
by Wall Street bankers and in the Middle East by
American construction firms, royalties from over-
seas sales of Mrdonna records and McDonald's
hamburgers, and rentals for Rambo films — have
become the new K:tbﬂ of America’s grandeur
sbroad They are bright spot in an otherwise
bleak trade re.

Incre: , America’s competitive advantage
appears 10 lie with #ts brainpower and perhaps its
siar puwer, rather than its industrifl muscle.

Increasingly, America’s competitive advantage
appesrs o e with its drainpower and perhaps s
star power, rather than its industrid) muscle.

But the selling of services is a subtle form of
trade, difficult to count because it cannot always
be seen a3 it crosses nationat borders. “‘Services
move sllznxi; said Walter F. O'Connor, Interna-
tonal vice rman of Peat Marwick Miichell &
Corn, . No one actuaily sees a phone call be-
tween a er In New York and s client in Lon-
don. Accounting for these ““invisidle services” is
difficult and many believe that that the actual
naumbers may ve higher than statistics indicate.

According to government figures, however,

services represent about of the nation's
$800 billion-plus flow of ! Last
‘YEIr merchandise trade ed m:'%r iato

Hunt, chief

, Inc. “And this is one area where it will
be hard for forelgn competition to supersede us.”
Added Eric 1. Kruger, director of economic re-
search at the Conference Boprd: “America Is con-

ry competitive, very creative en-
vironment that is hard to beat”
ts services o ball America out
ms. “Services do dampen the
trade deficit,"” said Richard B. Self, deputy associ-
ste United States trade representative. 'But serv-
ices alone will not make enough of a dent on the
trade defict to make it healthy.” Yet, American
Innovation and technology give the service sector
4 strong competitive edge ~ &t least for now.

~

But the game |Is getting tougher. Protectionist
barriers have been rising in many countries. And
services are expected to become a battleground in
the new round of International trade talks that
open lomorrow in Punta del Este, Uruguay. Some
new glayers, particularly Japan and South Kores,
are beginning to encroach on America‘s overseas
service strongholds of banking and englneering.

In addition, the huge Amerikan budget deficit
turther hurts the nation’s service trade balance.
Forelgners have snapped up Treasury securities
issued 10 finance the delicit, and the billions in in-
terest payments that flow to foreign holders of
Treasury securities worsen the service trade bal-
ance and offset the dollars generated from the sale
of sctual services overseas. As a result, the service
trade surplus has been shrinking at an alarming
rate — it was $41 billion dollars as recently as 198)
and $38 dbillion In 1882 (In the last 13 months or 80,
the trend has jeveled off and edged slightly up-
ward, as profits being remitted to Americin par-
ent companies by their forelgn nibdsidiaries, which
counl as exports, were lransiated into weskening

dollarB__

The Bervice trade is & key Issue to American rep-
resentatives al the General Agreement on Trade
and Tariffs talks that open tomorrow. Trade
ministers from some #2 nations will begin a series
of talks, expected to extend over seversl years,
simed at dismaniling trade barriers and crafting
new rules for international commerce. The Res-
gan Adminstration has set as a primary goal the
adoption of rules governing service trade — some-
thing that GATT discussions have not addressed
before.

developing mw. smlmu for in-

stance, are w that might
threaten their own developing service industries.
And some American manufacturers and unions
fear that the trade-off for getting other countries to
open their service markets will be more foreign
goods coming into the Unlted States. For the
American service industry, however, removing
the restrictions sbroad is a top priority.

*As America continues to transform into a serv-
ice econony, it is Imporiant to try 10 arrest the
Lromh of trade barriers to services,” said Harry

Freeman, an executive vice of Amer-

THIS. however, will not be an easy task. Some

ing
credit cards, international banking and brokerage.
In 1974 American Express and a small group of

other service companies founded the Coalition of
Service Industries, 8 Washington-based (rade
[ that lobbled hard for inclusion of services in
the GATT tatks. “The fact that our services sur-
plus is decreasing.” sald Margarel Sims, execu-
tive director of the group, * is symptomatic of the
lack of cohesive attention to this."

Already, subtle restrictions that fall under the
heading of ““ncn-tariff” trade barriers limit sales
of American services abroad (See box). Unlike
goods, services cannot be taxed or stopped at a |
country's border, 80 countries impose limits on
foreign operations Lo protect local producers.

One company that has felt the sting is Warner
Communications, which produces movies, VCR's
and records from such stars as Frank Sinatra,
Linda Ronstadt and Madonna. *'Oversess sales are
a vital part of our business,” ssid Jay Berman,
vice president of public affairs at Warner. “The
Japanese can manufacture s machine to display
our works. But no one can create the audio and
video programming tike us."



But overseas, Warner constantly finds liself
hampered by market access limits — restrictions
on where sn Americsn movie can be shown, for
how many hours and who can distribute the lim 1t
is also hurt when other nations ignore copyright
violations. *'In some areas of the Middle East, our
movies are availadble on VCR's before they are
even shown in the thester,”” Mr. Berman added.

Fxecutives of Bechtel, the glant construction
tirm, complain thal overseas competition is made
more difficult by “mixed credits,” which are hasi.
cally a form of subsidized financing offered in
some countries. French or Japanese constructicn
firms, for instance, can request help [rom thelr
governments in srranging fow-cost financing fur &
construction project — say, 8 power plant in lido-
nesia. The final package Is usually much cheaper
than what Bechtel and other American companies
can srrange.

“It makes & hard for American firms to com-
pete,” said Peggy A. Houlihan, manager of legisia-
Uve programs for Bechtel. In 1973, American com-
panies won the bidding on nearly 30 percent of all
oversess construction projects, according to Bech-
tel This sHare dropped to 30 percent by 1982. No
more recent figures are availadble, but Bechtel Is
eu:ermn that the American share has sunk even fur-

T,

1 non-tariff barriers are one obstacle to Increas-
ing the service trade balance, the growing Amer-
bcan budget deficit Is another. When the Govern-
ment makes payments 10 a Japanese hoider of
Treasury dills, the interest payments count as an
American Import and hurt the domestikc service
trade balance. And as the deflicit grows, more
Treasury securities are sold sbroad, and the flow
of interest payments swells. Last year interest
payments to foreign holders of Treasury secunties
,m by nearty §2 biitson, to reach adout §21 biltion
or the entire yesr. The 1988 payments are ex-
pected 10 be even bigger.

So far, more interest payments have been com-
ing in — malnly from American loans to foreigners
- {than have sent out to foreign holders of
Trea securities. But some warn that if the
budget deficit continues 10 widen, the entire serv-
ice trade balance could very usg“wm trom
nﬂuvneneutm.]\mumu se trade

lance slready has. -

*This is not & good trend,” said Howard Rosen, &
research assoclate at the Institute for Interns-
tional Economics in Washington. **We run the risk
of running a deficit In both service and goods trade
and that Is why the GATT negotiatiors are going in
very heavily (o negotiate for services. They now
they have 10 build up our service exports to pay for
our manufacturing trade deficit. We've been duils-
ing a stronger service trade and in recent ytars,
we've seen it deteriorate h.r&ely bezause of the in-
umymu on the Federa) dedt.”

t {roublesome trend is that America is
collecting Jess Interest from loans abroad, which
are counted as exporis. At the end of 1583, the
United States had taken in $10 dillion less from
overseas lending than in the previous year. Malnly
this reflects the impact of the third world debt
crisis. Third world couhtries are getling fewer new
loans from American banks. In addition, many of
these countries have slowed inte ¢st payments on
existing Joans as part of thelr cedt-rescheduling
programs. -

vagsries of travel also play into the service
trode balance. Traditionally, Americans traveling
abroad have far sitnumbered oversess lourists
coming to the States. The dotlars Americans spend
shroad are countad In the American lm;on col-
umn, hrting the service trade balance. Fears of
terrorism have somewhat dam the number
of American tourisis abroad this yesr, but they
®ill cutnumber visitors here. At same lime,
terrorism fears have also caused many travelers
of sll astionalities to shun American sirlines in
favor of foreign carriers, further hurting the
American se: trade dalance.
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ESPITE these concerns, many say Amer.

ica's service trade I3 In beiter shape than

the numbers show. Experts say there Is
drastic undercounting of .ervice exports, largely
because of the difficully of coming up with an ac-
curate tally when there are no specific goods that
can be coun(ed as Lhey leave the country. The serv-
ke seclor is “our number one trade priority and
we know little shout i, satd Mr. Rosza. “It's hard
to keep track of and we have very poor dats."

While acknowledging that foreigners have made
inroads Into many lines of service business, ex-
perts also say that services are broad and flexible
enough to provide new business opportunities for
those who continue to lnnovate — an American
sirength. Some low-level services — Xeypunch
operations, for instance — may have been perma-
nently Jost 1o countries in the Far East and the
Canidbean with much lower labor costs than the
United States. Yet 0o one sees Americs being over:
taken in services, particularly in the more sophis-
ticated and technical areas, s R has been In 20
many goods areas
*Our foreign co tors are growing fast,”

said F. Willlam Hawiey, director of international
government relations for Citibank. “But, 1 don‘t
think we will be wiped «- -t tike car makers. The im-
pact of competition on manufacturing s different
than on services. In the financial sector, for in-
stance, there are $0 many new markets and new
services that can be provided that it creates a cer-
taln resilience — assuming also that American
nmm keep their rules flexidle, t00.”

twined with the sale of goods overseas, and each
promotes the other. When 1.B.M. sells a computer
abroad, it creates opportunities for American soft-
ware and other cormputer services. The sophistl-
cated trade expertise avallable from Chase or Citi-
bank makes & easier Jor American exporters to
sell thelr wares.

“You have an interaction between goods and
services,” sald Bernard Ascher, director of the
service industry affairs office of the United States
Trade Representative. Added Claude Darfield, di-
reclor of science and technology policy studies at
the Amoerican Enterprise Institute: “'11°s not an ef-
ther-or situstion. Goods and services cotnplement
each other. But one of the GATT trade-offs may be
that (0 get concessions in services, we will have to
give concessions in manufacturing. ™ [ ]

U.S. Stake In Services

US.vacebaisnces, seavces
services va. merchandiss;
of golers




RECOMMENDATIONS:

Strengthen Protection of
Intellectual Property Rights

The strengthening of intellec-
tual property rights at home
and abroad should be a prior-
ity item on the Nation's policy
agenda and, together with in-
dustry, the Federal Government
should commit itself to a de-
tailed strategy of actions to
achieve this goal. Among the
specific actions suggested are
the following:

B Deter product counterfeiting
by making the trafficking in
counterfeit trademarks with
intent to deceive or defraud a
criminal offense. Support inter-
national efforts to implement
an anticounterfeiting code.

Competitiveness."

And the results:

B Amend the Freedom of In-
formation Act to protect the
rights of private firms to main-
tain the confidentiality of
information of potential com-
mercial applications that they
are required to disclose to the
Government.

W Support legislation that
would restore patent life lost
during the Government ap-
proval process.

M Streamline patent laws and
procedures so that patent laws
continue to be a major mecha-
nism to encourage R&D and
the commercial development of
new technology.

SOURCE: “The Report of the President's Commission on Industrial

strengthen Protection of Intellectual Property Rights

A. DETER COUNTERFEITING BY NAKING THE TRAFPICKING ON
COUNTERFEIT TRADEMARKS A CRIMINAL OFFENSE:

There are considerable support in the 99th Congress
tor legislation which would provide the same protection
for process patents as currently exists for patents on
products. The Administration strongly supports this and
other legislation related to protection of Y.S.

intellectual property.

The protection of U.S. owned

intellectual property was incorporated into the Trade
and Tariff Act of 1984 as a condition for trade
preferances under the generalized system of preference.
The President has taken actions against certain abusing
couantries through the O0ffice of the U.S. Trade
Representative and has insisted that intellectual
propsrty issues be on the agenda of the up-coming new
round of GATT multilateral trade talks.

B. AMEND THE FREEDOM OF INTORMATION ACT TO PROTECT THE

RIGETS OF PRIVATE FIRMS TO KAINTAIN THE CONFIDENTIALITY
OF INFORMATION OFY POTENTIAL COKMERCIAL APPLICATIONS!:

No changs.

C. SUPPORT LEGISLATION TEAT WOULD RESTORE PATENT LIFE LOST
DURING TEE GOVERNMENT APPROVAL PROCESS:
Partially restored for pharmaceuticals in 1984.

D. STREAMLINE PATENT LAWS AND PROCZDURES TO ENCOURAGE R&D:
The only coapreshensive data resourcs for compiling
and tracking trends in patented technologies worldwide,

the tiny office of Policy Anal
Patent Office, wvas eliminated

sis within the U.S.
n 193%. Automation of

the Patent Office is proceeding slowly.

INSIDE U.S. TOANF -~ Special Supplement --_Dgcembaer S, 1986
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NOTE 40

A TRADE PACT FOR CHIPS

Helping an Industry Fight the Good Fight

By DAVID B. YOFFIE

cently signed an agreement that

will radically restructure their
semiconductor trade. Neither protec-
tionist nor overtly mercantilist, the
agreement promotes American Inter-
ests while helping world trade.

The deal guarantees the Uaited
States “"more than X0 percent’” of
Japan's semiconductor market by
1981, compared with only § 2 percent
wday. In addiuon, the Japanese
Ministry of Intermnational Trade and
Industry will momtor prices and
clamp down on dumping of selected
semiconductors exported 10 America
and third markets In exchange, we
have recaliabion ageanst
alieged unfair Japanese trade prac-
tices in semiconductors

Such an agreement wmill be attacked
trom every angle. for raising prces
WA s, for
President Reagan’s !mmute(pnn—

: THE Uruted States and Japan re-

ciples; for setting 3 dangerous prece-
dent in other :

sectors.

Yet all of these dogmatic free trade
arguments miss the pownt. When an
industry 15 dynamic, export-onented,
and systematically attacked by for-
eign compeutors, Goverament
should intervene And if there was

Unlike steel, apparel and most de-
clining industnes, few semiconducior
trade problems have been of thewr
own makung. Since the Amencan i

venion of the transisior i IM7,
Amencan companes have bten tech-

leaders. The

indusiry spends more on R &D (10.7
percent of sales in 1983) than any
other American industry (averspe ).l
percent). And unlike most industries,
chip makers have never myopcally
focused on the domesiic market.
Through 1984, American clups out-
s0ld Japan's ty 3 to 1 in Europe.

Despite the dynamasm and export

David B Yoffie. associate profes-
sor ol Lhe Harvard Busiress School, 1s
author of "Prwer and Protection-
sm."

New York Times
8/10/86

lors never deeply penetrated Japan.
Since 1973, our share of Japan's mar.
ket has hovered mysunously around

Without 8 precise market share goal,
nothing is hkely to be accompiished.
Similarty, the monitonng system for

10 percent.

g peices should prwml a
on of the Hitachi debacle. And

began

wex 10 doumuu 1hetr Amcncnn
Competitors A Hitschi memoras-
dum, which ordered its sales force to
Quote 10 percent bekrw United States
companies, no matter what the cost,
was ane of the Clesrest examples of
predatory pricing in recent trade his-
tory.

The semiconductor agreement at-
tacks these prodlems hesdon. By
specifying a target market share in
Japan lor Amencan chips. 1t necessi-
tates some Japinese hberalization.
Virtually every year since 1981,
leu\ has trumpeted a senes of mar-

measures.
hp-n s toeal impors were jower in
1983 than they were five yesrs ago.

since the United States only sus-

pended 1L recaliation against Japan,
the Government has maintawned its

uvtnpmuuo(hlunvmums

N ADDITION 10 heiping our semi.
conductor industry, this agree
ment should help world trade.

Wit the Amencan trade deficit run.
ning at an annual rate of $170 Mllion,

promised & new
lnc- policy and he mll fBnally sup-
port that pr The

rangement and any chances for a new
GATT round Furthermore, the
agreement 15 hot truty protectionist
1ts most important feature 13 opening
the Japsnese market, not closing the
Amencan. By not including in the
agreement producers from Taiwan,
Korea and Europe, Amencan manu-
facturers will continue to have incen-
tives 10 be anovative and efficient

The agreement may ais0 promote
world Lrade by helpang Japan open its
domestic market. Bureaucratic and
popular resistance W purchasing
more foreign goods has frustrated
some Japarese political lesders as
much as Amencan industry Prime
Misuster Yasuhlio Nakasone knows
that Japan must reduce 1Ls trade sur-
plus, projected 1o reach $60 billron in
1988 But be also realizes the f.tlity
of pleading on Japanese telev) v for
every citizen to buy $100 of foreign
goods.

Japan alters its trade policy only
when foreign nations apply pressure
The buresucracy and *nany Japanese
companies have long resisted domes.
tic political efforts to create a new
trading strategy. Kowever, whe for.
eign governuments credibly thieaten
Japan, as the United States did In
autos in 1981, Japanese pohiticians
can use the foreign threat (o force

. Thus. thus agreement may
not only assist Mr Reagan with Con-
gress, it may help Mr. Nakasone fight
protectionist leanungs in Japan

The agreemen 13 not perfect 1t ex.
cludes 1 megabit D-RAMS, which are
ihe future in semiconductor trade
And it will also require constant
Amercan vigilance. A similar export
MONILENAG ArTangement for steel in
u-e late 1979’3 fell apart when |t was

by many A m-
poﬂen and loreygn exporters.

Nomatter what the prodlems in im.
plementation, this sgreement sets the
ngx precedent for 8 new Amencan
trade policy. It tells Japan tat we
wiill a53:5¢ smportant Industries in in-

tor A.nemem undoubudly belped
the Adrmunustration avert 38 Congres-
sional overnde of the textile quota till
= a bill that would have des the
recently renewed Mult-Fiber Ar-

trade; it tells Congress
that there are alternstives Lo protec-
torism, and 1t Lells American busi-
ness that I you are dynamic, export-
onented and unfairly attacked, the
Government can be anally. a
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NOTE 41

Annual indices of relative unit labor costs are developed by
dividing the indices of compensation by the comparable
indices of productivity. For example, Korea's 1986 ULC,
which is 37,9t that of the U.S., is derived as follows:

u.s. KOREA

° Levels in 1986

Absolute Productivity* 124.3 30.3

Hourly Compensation $15.53 $1.44
° Translation to Relative Indices

Absolute Productivity 100 24.4

Hourly Compensation 100 9.2
. Translation to Relative Unit Labor Costs

ULC = Comp./Prod. 100 37.9
L) Addenduna

1986 Average Exchange Rate 880

Exchange rate needed to bring 37.9
ULCs into equality 100 X 880.0 = 334

RELATIVE UNIT LABOR COST IN MANUFACTURING

YEAR u.s. KOREA  TAIWAN
1975 100.0 47.8 53.7
1976 100.0 53.2 52.8
1977 100.0 57.1 S4.4
1978 100.0 62.7 52.5
1979 100.0 70.1 59.7
1980 100.0 57.6 65.8
1981 100.0 47.4 70.7
1982 100.0 46.9 65.3
1983 100.0 44.7 $7.7
1984 100.0 39.8 61.4
1985 100.0 38.6 58.5
1986 100.0 37.9 68.1
1986 XRATES 880 36
EQUILIBRIUM RATES 334 24

*Annual indices of absolute productivity in manufacturing are
developed from data published by the United Nations on value-added
in manufacturing, and from 1973 base levels of output per labor
hour calculated by the National Institute of Economic and Social
Research, London, England, in local currency and translated into
U.S. dollars at 1973 exchange rates for all years. Each country's
base level of absolute productivity is extended with indices
published by the U.S. Bureau of Labor Statistics.

SOURCE: National Institute of Economic and Social Research, London ,
England; United Nations Yearbook, various issues; U.S. Bureau of
Labor Statistics; Texas Instruments
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NOTE 42

World trade in goods is larger, much larger, than it has
ever been before. And so is the "invisible trade", the trade
in service. Together, the two amount to around $2.5 trillion
to $3 trillion a year. But the London Eurodollar market, in
which the world's financial institutions borrow from and lend
to each other, turns over $300 billion each working day, or
$75 trillion a year, a volume at least 25 times that of world
trade.

In addition, there are the foreign exchange transactions
in the world's main money centers, in which one currency is
traded against another. These run around $150 billion a day,
or about $35 trillion a year =-- 18 times the worldwide trade
in goods.

SOURCE: "The Changed World Economy" in Foreign Affairs, by
Peter F. Drucker.

CAPITAL FLOWS SWAMP GOODS TRADE:

1985 $TRILLION
40

35 4

%%

30

25

15 :

10 4 2
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NOTE 43

TARGET ZONES FOR FXCHANGE RATES

Although the idea of target zones is not a new one (the 1974 IMF
guidelines for floating encouraged but did not require countries
to establish target zones in consultation with the Fund), the
instability and persistent misalignments associated with the
current exchange rate regime have prompted a resurgence of
interest in the concept. John Williamson of the Institute for
International Economics (C. Fred Bergsten, Director) is generally
given credit for the modern synthesis of target zones. Others who
support the general concept of managed exchange rates include
Ronald McKinnon of Stanford, Richard Cooper of Harvard, Paul
Krugman of MIT, and Robert Mundell of Columbia. Arguments in
favor of target zones include:

1. Exchange rates based on economic fundamentals rather than
-speculative capital flows:

2. Donestic economic policies attuned explicitly to
cornsiderations of international competitiveness;

3. Prevention of "beggar thy neighbor" exchange rate wars;
4. A stable financial environment more conducive to long-
term investment.
Arguments agajinst target zones include:

1. The difficulty of establishing and agreeing upon
"fundamental equilibrium exchange rates";

2. The requirement of coordinating policies may limit a
country's ability to address domestic economic concerns;

3. A recent Brookings study suggests that the benefits to

the U.S. from coordinating policies may actually be
rather snall.
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APPENDIX 11

The Do's and Don'ts of Trade Policy

What follows is a summary of the most important actions
that government (and academia) should/should not take in
order to increase the competitiveness of the U.S.

While some of these recommendations may appear to

econony.

be politically unacceptable, we need to bite the bullet and
take immediate action in order to prevent an irreversible

deterioration.

Desirable Actions

1.

2.

Make the U.S. more attractive as a location for
manufacturing.

o

Make

Lower the cost of capital.

Put downward pressure o. interest rates by
reducing the budget deficit.

Increase capital formation by resurrecting the
investment tax credit, by repealing the double
taxation of dividends and by lowering the tax
on capital gains.

Encourage savings -- and offset revenues lost
through reform -- with a tax on consumption.

Increase incentives for private R&D.

Make the R&D tax credit permanent.

Restore the 25% R&D tax rate that was in
effect prior to the Tax Reform of 198§,
Broaden the definition of R&D to include the
expenses involved in developing and
implementing innovative manufacturing
processes, machinery and facilities.

Make permanent the moratorium against the
required allocation of domestic R&D expenses
to foreign-source income.

trade a two-way street.

Keep the dollar competitive by reducing the budget
deficit.
Remove long-term distortions in exchange rates by

implementing a new system of target zones.

Bring pressure to bear on our trading partners in
order to provide reciprocal trade opportunities.
Provide GATT with the power of enforcement.

Protect intellectual property rights.
Facilitate trade in services.
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Raise U.S. educational standards.

o In primary and secondary schools:

- Encourage state and local school boards to
adopt more challenging standard requirements.

- Provide the necessary financial incentives to
attract and retain capable teachers.

- Lengthen the school year.

o In colleges and universities:

- Increase the capacity of our technical
education system to alleviate the shortage of
engineers.

- Emphasize co-op programs that allow a student

to earn the money required to pursue an
engineering degree while providing the student
with valuable industry experience.

- Develop curricula that support lifelong
education for self-renewal.

Undesirable Actions

1.

Do not focus exclusively on trade solutions as a quick
fix to the nation's trade problem. The roots of the
problem reach deeper than trade.

Do not embrace protectionism in the form of tariffs,
quotas and surcharges as a viable solution to the trade
deficit. Make a trade bill not a trade war.

Do not attempt to balance thie budget by raising taxes.
The cure would be worse than the disease.

Do not be misled into thinking that industrial policy,
however defined, will boost U.S. competitiveness. The
futility of industrial policy in restoring p.'oductivity
could only be compared to the futility of price controls
in containing inflation.

Do not relegate the education issue to the backburner.
Education matters just as much as defense. The quality
of our workers will be of paramount importance in our
natjonal effort tc regain a leadership position.
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The CHAIRMAN. Thank you very much, Mr. Shepherd.

We will follow the early bird rule here insofar as the asking of
questions goes. And after the chairman it is Senators Rockefeller,
Riegle, Daschle, Heinz, and Danforth.

Gentlemen, I think you have some very extensive and intensive
recommendations.

One of the points you made was the question of getting down the
budget deficit. There is no question about that having to be one of
the primary goals. And one of the problems is going to be the per-
ception of what is done. Now you have seen the President’s budget
that has been sent to us, saying it achieved $108 billion. In all
candor, in my experience in business, if I had used those kinds of
accounting practices and assumptions to develop the balance sheet
of my business I would have been hauled before the SEC. But that
isn't the way in a political life, I guess.

And the Congressional Budget Office—which is nonpartisan—
says that the president’s budget is approximately $30 billion short
of achieving that objective of $108 billion. My guess is that when
we get through with the budget in the Congress, if we use the same
kind of accounting assumptions and procedures that the Adminis-
tration did, we will probably say we reached the $108 billion. But
my hunch is that we will be about $30 billion short too.

Now that is the bad news. But I think the good news is that,
overall, we will probably cut the deficit from last year by some $25
to $35 billion. And that is a very significant cut and I hope there is
some attention to that as we try to see that we continue to get our
securities bought by foreigners and try to help us bridge this kind
of a deficit and turn it around.

One of the other points you made—Ilet’s see, you made this one,
Mr. Robinson—in that trade legislation doesn’t resolve it all. And
that is certainly true. Wé cannot write any bill that is all of a
sudden going to turn this thing around 180 degrees and say that we
have wiped out the trade deficit. Any trade legislation we pass is
going to operate at the margins; is going to try to help; going to try
to make a contribution; going to try to tighten up procedures, ac-
celerate procedures; have some adjudication of the problem while
we sftill have that industry in being. That is what we will be striv-
ing for.

One of the things I note here, Mr. Robinson, is the President’s
Commission on Industrial Competitiveness rejects the idea that
trade in services can offset the declining U.S. position in manufac-
turing, because they argue that the volume of services exported are
small compared to the volume of goods exported, and that many
services produced in this country, like medical care, education, and
the like, cannot be exported.

Now you are in a business of services. We hear the arguments
about low pay scales, low productivity. They are often prevalent in
the service industry. Do you think we can expect the service sector
to fill that void for manufacturing?

Mr. RoBinsoN. Well I don't think it can fill the void for manufac-
turing, and I don’t think the two should be looked at as a trade off.
We do, of course, actively support the inclusion of services under
GATT, and in any bilateral negotiation, as well as the utilization of
301 to open markets such as with Korea, in insurance.
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The perception that the service industry is a low paying industry
of hot dog stands, is totally erroneous. It really is driven by a lot of
the technology that comes out of Texas Instruments and other com-
panies in areas such as financial services, and engineering, and
those parts of the broadly defined service sector.

We believe that with sensible trade legislation, the United States
will continue to have the opportunity to continue to grow a strong
service sector. That is where a good 90 percent of the job growth
has come from.

The CHAIRMAN. Mr. Shepherd, if they weren't running a fast
clock on me, I would ask you to answer to that one. But let me get
to the other point.

What can we do in the way of trade adjustment assistance? We
really had a failure there. What can we do with trying to get on
the right track in taking care of displaced workers, the idea of
treating them and training them in new skills where they can lead
productive lives? What better way can we do it than we have? We
just haven’t been very successful at it. And we found, frankly, a lot
of waste of taxpayers' money in many of those programs.

Mr. SHEPHERD. Well there are, I think, two pieces. Industry itself
needs to generate ongoing training programs of all sorts, which we
do in our company, all the way from people on the production
lines, through upgrading the education of Ph.D’s.

From the government’s standpoint, it seems to me the most effec-
tive thing you could do is to put the mechanisms on a much faster
track so that you can very rapidly reach the conclusion that there
have been displaced workers. And once that is done, remove as
much as the bureaucracy as you can so you can get on with it.

There is a basic problem in trying to retrain many folks though.
It is difficult to convince persons who have been in a 20 or 25
dollar an hour job that they lose that they should spend effort re-
training for a ten dollar an hour job. That is a major social prob-
lem and it takes time.

The CHAIRMAN. I see my time has expired.

Senator Rockefeller, would you proceed, please?

Senator RockerFELLER. Thank you, Mr. Chairman.

Mr. Shepherd, if I could just follow up on the Chairman’s line of
questioning. It is often a matter of codewords when we talk about,
let’s say, an auto worker in this country who may be making
around $20 and an auto worker in Korea who may be making a
fraction of that. The immediate assumption is that in order to com-
pete our standard of living has to decline. I don't buy that. On the
one hand, our standard of living has been declining anyway since
1973 in real terms. We have had many difficult negotiations on
both a union and non-union basis in this country. There have been
concessions on both sides with respect to no increases in wages, de-
creases in wages, flexibility of work rules, management co:cessions
of a variety of sorts, information sharing, board membership, etc.

But then you look at Germany, Belgium, Sweden, and others
where their wage levels are comparable to ours. Their standards of
living are comparable, and in some cases, higher than our own.

They have clearly made an adjustment of some sort with their
workers. You mentioned basic skills several times, and you talked
a great deal about the ethic of education and parental involve-
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ment—a broad series of things that have to be done. If you agree,
as I assume you do, that there is a great deal of skill training that
is going to have to take place, doesn’t this mean not just getting
people from a ninth grade education to a twelth grade education
but a whole new range of technological training and upgrading
that will have to take place three, four, five times in a young per-
son’s lifetime? .

Are you hopeful about this? You mentioned that we have got to
get rid of bureaucracy, and maybe that will help. We certainly
have to get rid of old ways of doing things. But right now, training
affects maybe 5 percent of the displaced workers who have been
out of work for three years or more.

What are you really talking about in your own thinking of a sub-
stantial way—and I would think this would take at least 5 to 10
years to be really effective—of taking the American worker, wheth-
er that worker is 20 years old or 55 years old; whether he has been
a steelworker, a coal miner, or whatever for many years and years,
and doing something with that person? Or do you think it is too
late? Do we have to do it as the Germans and the Japanese, to
some extent, do, that is, they start out as apprentices and there is
then a technological work base before you ever go to work? Now, is
that too late for a 50 year old? Is that in time for a 20 year old?
What are you talking about when you talk about upgrading basic
skills in this country?

Mr. SHEPHERD. I think the biggest problem we have is not with
the displaced worker. I do not mean that I am not very sympathet-
ic to that problem. But the biggest problem we have is in our basic
education. When we have young people who have a high school di-
ploma who cannot write a check, cannot really read and under-
stand instructions, we have a terrible problem. Now that is a prob-
lem that will take at least a generation to f{ix, and it is a problem
that we all have to participate in solving because it has to do with
motivation of people. And we elaborate on this in the full text of
this testimony.

It is an issue of how we pay, and how we respect school teachers,
and what we demand of school teachers. And I think, most impor-
tantly, it involves whether you have parent involvement or do not
have parent involvement. We will never solve educatiopal prob-
lems without parent involvement. And that becomes an enormous
problem with the so-called single parent family.

Not only are displaced workers a concern, but we need also to
talk about workers that may still have a job, but want to better
themselves.

And, no, I don’t think it is too late with 50 year old people. Many
50 year old people have a great capacity for learning and we should
provide them with that opportunity. :

Now, fortunately, in our business, worker displacement and re-
training has not been a major problem.

While in recent years, we, along with most firms in the electron-
ics business have had to have layoffs, we have worked very hard to
protect people with several years of service.

One of the few places that we have had the start up problem
that you talked about with regard to the steel industry is with rela-
tively unskilled labor. Many employees that 30 years ago started
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out building semiconductors by hand have not chosen to take ad-
vantage of the training and educational programs available and
they have become a problem.

Senator ROCKEFELLER. Mr. Chairman, I see my time is up. I also
have a statement I would like to put in the record and I will have
more questions in the next round.

The CHAIRMAN. Without objection, of course.

Senator Daschle.

Senator DascHLE. Thank you, Mr. Chairman.

I want to commend both of vou on your excellent statements.
Each group of witnesses we have had have brought another dimen-
sion to the discussion about trade and ycu certainly have added
again to that this morning.

I would like to ask Mr. Robinson, if I could, if you know the
value of the services exported to foreign countries, the so-called
service industry, what was the value of it in 1986?

Mr. RoBiNsON. I don’t know that the 1986 numbers are out, but.
as Mr. Shepherd said, it is in the 20 to 25 percent range of total
trade. That would put total trade in services in the $400 billion cat-
egory.

Senator DascHLE. You were advocating earlier that services
ought to be included in GATT. How do you see that as an advan-
tage for it? Could you elaborate?

Mr. RoBinsoN. Now there is no place to go if you are in the serv-
ice industry and you are discriminated against. Discrimination can
range from restrictions imposed under the guise of privacy to re-
quirements that businesses use local computer facilities of local
owned companies. It can impact the freedom with which you can
transfer information across borders. And, incidentally, that is a big
threat to manufacturers of goods as well. There is a whole host of
service barriers and no home port to take it to.

So we have been arguing that there should be a general frame-
work developed for services, under GATT, which would provide the
same sort of dispute settlement procedures that goods have. In ad-
dition to that, we should actively utilize bilateral negotiations as
well as section 301 to push for right of access to markets, right of
‘eStablishment, fair treatment within markets, all of the kinds of
trading principles that also are relevant to a goods environment.
hSe;mator DAscHLE. Mr. Stepherd, do you have anything to add to
that!

Mr. SHEPHERD. No, I don't.

Senator DascHLE. The impression I have, and I am just a novice
learning a great deal as I attend these hearings about the way vari-
ous elements of the trade package are treated under policy. But the
impression I have is that the services part of our trade posture
today is somewhat of an orphan in policy. There really isn’t a place
for it. Is that your thinking? Would you share that view?

Mr. SHEPHERD. Yes, I agree with that.

Senator DascHLE. How, in terms of our own domestic policy
making, outside of GATT, would you treat services as opposed to
the way they are treated today?

Mr. RosiNnson. Well under the free trade agreement with Israel,
for instance, we have been working on a specific service compo-
nent. We are trying to do the same thing in the negotiations with

71-855 0 - 87 - 4



94

Canada. Services should clearly be on the agenda, with the same
kind of framework put forth, and the same kind of detailed defini-
tions put forth as with goods.

Senator DAscHLE. Is it not true that when we are told on a fairly
regular basis what the size of our trade deficit is that services are
not calculated in that figure usually when you read them in the
newspaper?

Mr. ReoBinsoN. Well usually the newspapers are referring to the
manufacturing trade deficit. There has been a trade surplus in
services. That has been declining. Of course, included in the serv-
ices number is investment income. Because of the massive shifts of
wealth, caused by the domestic budget deficit, and the financing of
it, and the ownership by foreigners of U.S. securities in order to fi-
nance that, those numbers are shifting dramatically.

Senator DAscHLE. I am not sure I understand. Go ahead, Mr.
Shepherd.

Mr. SHEPHERD. I think an important point that is overlooked
more often than it is thought about is the intertwining of services
and of manufacturing. In our own in-house operation, we suffer
from the limitations on transmission of data that Mr. Robinson re-
ferred to between countries, as one example.

Senator DascHLE. How can that be rectified?

Mr. SHePHERD. Well, hopefully, by finding its home port, that
Mr. Robinson has talked about,-in GATT, and giving services the
same place in the sun as merchandise has.

Senator DAscHLE. But let me just, in my final question, make
sure | understand.

When that current trade deficit is reported to the general popu-
lation, it is my understanding that services are not included in
that; ttat you can find out what the adjusted trade deficit is, in-
cluding services, but generally as a reporting measure, services are
not included.

Can you give me the historical basis for that kind of practice?

Mr. SHEPHERD. I would suppose it is just because services are rel-
atively new and they just have not been included in the multilater-
al trade discussions.

Mr. RoBinsoN. Well it also depends on which components. Are
you talking about overall balance of payment figures?

Senator DascHLE. That is correct.

Mr. RoBiNsON. Or are you talking abeut current accounts? Are
you talking about the merchardise ¢;zac deficit?

Senator DascHLE. Well it is inchi:ded in the current account, but
it is not included in the overall trade balance.

Mr. RoBinson. Most of the focus has been on the merchandise
trade account, because that is where the big problems of dislocation
in the United States have been. The media will pick and choose,
but most of the focus is in that category.

Senator DascHLE. Thank you both.

The CHAIRMAN. Senator Heinz.

Senator Heinz. Thank you, Mr. Chairman.

I would ask unanimous consent that the opening statement I
have appear at the appropriate point in the record.

The CHaiRMAN. Without objection.
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Senator HEINz. Mr. Chairman, I would like to welcome Jim Rob-
inson and Mark Shepherd to the committee. And I want to compli-
ment Jim Robinson’s Business Roundtable for producing what is
really quite a thorough document dealing with many aspects of
international trade and investment that are not totally unfamiliar
to this committee. And Mr. Shepherd has been similarly encyclope-
dic in covering a lot of very important and necessary territory in
his statement.

Both of you gentlemen—you, Mr. Shepherd, on page 16 of your
testimony, where you talk about non-tariff barriers and lowering
trade barriers, and Jim Robinson, in both his statement and Busi-
ness Roundtable plan—focus on unfair trade practices and the
extent to which non-tariff barriers are a significant part of that.

Now in 1979, we in this committee approved the 1979 Trade
Agreement Act that put into effect a series of tariff cuts that for-
malized what had been negotiated in the Tokyo Round. In return
for those tariff cuts and the wide, more open markets we granted
to other countries, we basically got a subsidies code and a dumping
code, and a few other odds and ends. And the question I have for
you is, if the general concept of that negotiation was, we will open
our markets if others will generally open theirs, did we get taken?
Both of you gentlemen are saying there are a lot of non-tariff bar-
riers that have grown up, even as tariff barriers have gone down.
Do you want to tackle that one, Jim?

Mr. RoBiNsON. Oh, I suppose in many ways that is true. You
know, a whole host of things happened, including the running into
the period of the tremendously strong dollar. So that is a major
part of it as well. But on balance, we were not as tough in our
trade negotiations as I think we have become. So I would look at
the period that you mentioned and say that, bottom line, the hopes
and expectations of a more open market around the world, that we
were ahead of the pack.

Senator HEINz. That is a tactful way of putting it. Mr. Shepherd,
would you agree?

Mr. SHEPHERD. I don’t think we really got taken in the initial ne-
gotiations. I think we let ourselves get taken by a lack of followup
through the years and lack of aggressiveness with the opposition.

Senator HeiNz. I couldn’t agree with you more. In 1986 I detect-
ed a significant improvement, particularly in some narrow sectoral
areas, on the part of the Administration in retaliating, taking
action against unfair trade practices and non-tariff barriers erected
by the merchantilist countries, such as Japan and others. But, by
and large, in the six years that the Reagan Administration has
been the steward of trade policy, the overall record has been ex-
tremely inconsistent, largely ineffective, and on balance, one would
have to say that over the last six years there has been an extraor-
dinary proliferation of trade barriers.

Now the question is, what should we do about it? Jim Robinson,
on behalf of the Business Roundtable, has made a specific proposal
on page, well the summary, which is on page ii of his handout. And
it says that, in effect, USTR should have discretionary authority to
retaliate unless an international agreement has been infringed, in
which case, something has to happen, but retaliation isn’t manda-
tory. But there has to be a process that is initiated.
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My question is: How much different is that really from what we
have been going through for the last six years?

Mr. RoBinNsON. Well I think the difference is in the numbers,
$170 billion of red ink. We no longer have the prerogative of simply
talking free trade without being a tough negotiator.

Senator HEINz. Jim, I don’t disagree with you. I am not sure I
made my question clear enough, and I have got to because my time
is about to expire.

What I meant was, the procedure and process that you pre-
scribed in your recommendation, which doesn’t require any action
to be taken other than process as opposed to, say, retaliation—is
what you recommend significantly different from what is on the
books and practiced now? And if it is different, how?

Mr. RoBinsoN. I think that it is generally the same thing. But
the sense in urgency in what we are saying is that if there has
been an international treaty violation there must be action taken
unless the President overrides it based on national security or
some overview that things are beginning io take place which are
substantially more favorable to the country. And then if it is not a
treaty violation, that the USTR has the discretion to take action.
And, clearly, the actions of the USTR ifi the last couple of years
have made it clear that they are not reliictant to do just that.

This says that the basic process is okay. Tighten it up some.
Tighten it up with some definitions. Make it mandatory in some
cases, but get on with it.

Senator HEiNz. Mr. Chairman, I have taken my time. I have to
go to the floor for a few minutes. I hope that at some point this
morning it would be possible to pursue the second part of what Jim
is pointing out, which relates to understanding what constitutes a
violation.

‘iYWf, in your bill, as I understand it, have said we can de-
clare——

The CHAIRMAN. In our bill, Senator. In our bill.

Senator HEiNz. In the Finance Committee bill, which I am co-
sponsoring. The bill stipulates that we may declare an internation-
al violation, in a sense, unilaterally. It is subject to being second-
guessed by the GATT. But there is in my mind a need to define
further what that means so that we are clear.

And I thank the chairman.

The CHAIRMAN. Senator, we will have a second round of ques-
tioning, but I limited it to five minutes because Mr. Robinson has
an early flight he has to move out on, another commitment, and I
wanted everyone to have an opportunity to make the rounds if we
could befie he left.

And our next Senator to ask questions will be Senator Wallop.

Senator WaLLop. Thank you, Mr. Chairman.

Let me begin by expressing my appreciation for the general tone
of both of your recommendations, which implies a lesson that I
hope Congress learns that there is no immediate flipover from the
present circumstance to a palmier circumstance that there is no
Big Mack solution to this. And in that light, I particularly like the
Business Roundtable’s recommendations, which are sort of long
lived pieces of trade policy rather than iinmediate and sort of reac-
tionary ones.
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I am concerned that we only see one-half of the pack always. I
don’t know how, but you see the trade deficit, and we talk about
that, and we talk about dislocations, and we talk about where jobs
have gone and everything else. We never talk about the other side
of that cake, which is the amount of capital, the amount of profit
and the amount of jobs that have been created by what comes in.

And, clearly, when you take a look at jobs created in the world,
while we have lost jobs in manufacturing, we have created more
jobs than any of our competitor countries in the last five years.
And so we have to, I think, look at both of those before declaring a
panic.

What I want to focus on for just a minute is the LDC debt be-
cause I think if we can do something about resolving that, we will
do more for our trade deficit after the kinds of recommendations
that are in the Roundtable’s and Mr. Shepherd’s.

The problem that I fear, and I need you to comment on it if you
can, Mr. Shepherd, is that the tax structure in a general way in
which banks are not only taxed but must be accounted, require
them to carry loans which were essentially non-performing as per-
forming. In other words, if they write them off, then they declare
large losses. Stockholders get upset; accountants get upset. It seems
to me that we are pushing them into both: paying taxes on a non-
performing loan today for a circumstance they will have to write
off anyway tomorrow. ~

Wouldn’t it be better to try to find some means of discounting
those, both on the books of the banks and for the LDCs, so that you
might possibly get a situation where repayment in some level is a
possibility, and where the relief of the enormous burden of debt
that each of these companies carries provides them the opportunity
for a growing economy?

Mr. RoBinsoN. Well, Senator, first of all, I agree with your
proper focus on the jobs that are created. There is another constitu-
ency out there that we haven’t mentioned—the consumer. Some of
our own protectionist measures have cost consumers over 50 billion
do.ll?irs in a year. So it is a balance that you have got to keep in
mind.

The LDC situation is critical. It is critical because it has frozen
out that marketplace. We, the United States, have felt most of the
brunt of that during the past five or six years because of IMF aus-
terity programs. Exports to Latin America are down some 33 per-
cent while our imports from Latin America are up.

Senator WaLLop. Our capital exports are down almost a hundred
percent.

Mr. RoBinNsoN. Well our capital exports are down a hundred per-
cent. Now, fortunately, the Japanese are pumping capital out at
the rate of about $130 billion a year. Most of that is coming into
safer havens like the United States, but some of it is going to ports
that will help access LDCs to the marketplace. That is critical.

Now you raised—you know far better than I—a controversial
subject of getting into tax incentives for banks to mark their port-
folios to market. There is no question that they are not at market
now. In fact, there is a trading market that generally will discount
anywhere from 15 percent to 80 percent of the face value of the
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securities. It is a very thin market, but, nevertheless, it is one that
is growing.

I think that allowing secondary trading to begin to pick up, and
allowing the debt equity kind of swaps that are beginning to take
place, are steps in the right direction. Certainly if you provided
some accounting and/or some tax incentives, it would take place -
Ifafster. That is a tough political hurdle to gei. over, but it is a fact of
11e. E
Senator WaLrop. Well it is. But, clearly, those economies can
never crawl out from under their burden unless something like
that ultimately happens. We know that ultimately the economy of
the world will force it to happen. If, knowing that, it just seems to
me that we had better coine to grips with it sooner rather than
later because those economies, once expanding, provide a tremen-
dous outlet for U.S. goods that are not clearly impossible today.

Mr. RoBinsoN. Not only do they represent large and growing
markets, but without the opportunity for economic growth, you
have the specter and problem of political turmoil and turnover in a
gumber of countries, some of which are very close to the United

tates.

Senator WaLLor. Thank you.

The CHAIRMAN. Well we may not lose continuity in questioning.
[Laughter.] [

Senator Bradley, I understand you have some interest in the sub-
ject.

Senator BRADLEY. Mr. Chairman, let me ask Mr. Robinson and
Mr. Shepherd, both of you—and particularly Mr. Robinson speaks
with some authority on the services sector—and you want desper-
ately to get access to the markets of major Third World countries.
As you know, at the discussions in Uruguay on the next round, es-
sentially Brazil and India basically vetoed making services a part
of the new round. And the question is: What do ycu think could get
them to reconsider? And as you look at the possibilities, one thing
might be if the Europeans gave them access to their agricultural
markets—I don't think that is going to happen— maybe here, if we
give them access to this market or that market in a sector. What I
wan to ask you is, do you think that we would have more leverage
in getting access to the services sector in Brazil if we made a part
of the negotiation the willingness to provide some debt relief to
Brazil? In other words, you get some debt relief if you open your
market to our services. Do you think that is a reasonable trade off?

Mr. RoBiNsoN. It should get their attention. Anything that
brings down the outstanding indebtedness of the LDCs is a step in
the right direction. However, we have got to be careful not to just
bring it down without seeing some sort of change on their part in
terms of opening up their markets and allowing foreign invest-
ment. Otherwise, you simply run the debt levels back up and noth-
ing has been achieved.

Senator BRADLEY. Mr. Shepherd.

Mr. SurpPHERD. Well your problem in the two countries you men-
tioned, of course, is not limited to services. We still have some
benchmarks to get through in being able to take manufactured
products into those countries. Services have certainly locked cold.
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They have been one of the hard-liners and clearly were at Punte
del Este.

Mr. RoBinsoN. You said, what can we do? I am meeting with the
Brazilian ambassador to Geneva tomorrow, in Geneva, to——

Senator BRabpLEY. Well, try out the idea.

Mr. RoBINsON. Yes, sir.

Senator BRADLEY. Let me know what he says. [Laughter.]

Mr. SHEPHERD. Just to not lose a point——

Senator BRADLEY. No, no. I understand your point.

M:r. SHEPHERD. Informative type of equipment—computers, semi-
conductors—are locked cold in Brazil too.

Senator BRADLEY. I understand.

Mr. SHEPHERD. And to a certain extent, in India.

Senator BrRADLEY. Now the next question I have relates to
Japan’s capital outflow, which I think you put it something like
$130 billion. But it is really the beginning of a kind of surge of cap-
ital outflow. If you look at the Japanese savings rates and the
amount of savings that they have, if you just take the postal saving
system, last year they made a change in a regulation. For the first
time in history they allowed $12 billion out of the postal system to
flow out of the country. The total savings in the postal system is
$600 billion.

Now if you take what they have allowed to flow out of the coun-
try in the insurance industry, and you extrapolate that over to the
postal saving system, they could have a $120 billion flow out.

?Now the question is: Where do you think that $120 billion would
go’

Mr. RoBinsoN. Well, first of all, I think the Japanese are heading
in a positive direction by increasing the allowables of foreign in-
vestment by the institutions, by recycling those strong savings. The
world needs that.

Now, to date, most of the capital has gone into U.S. denominated
securities or into the Eurocurrency markets. An increasing amount
is going into direct foreign investment in setting up plant facilities
here and elsewhere. That is a positive development too.

Senator BrRADLEY. If you had $100 billion more flow into dollar-
denominated assets, that would simply push the dollar back up and
the result would be to worsen the trade deficit. How do we get the
Japanese increased savings to flow into Third World countries?

Mr. RoBinsoN. Well most of the savings flow that you are talking
about is in the private sector. It is not government-owned funds. So
the question then becomes: How can the Japanese government
induce those monies that are coming out into higher risk instru-
ments? And there are a number of instruments that are being con-
sidered now, some of which we are talking to the Japanese govern-
ment about.

Senator BRADLEY. With the infrastructure there to absorb 50 to
60 billion dollars in high risk instruments?

Mr. RoBinsoN. In the developing world?

Senator BRADLEY. Yes.

Mr. RoBiNsoN. No.

Senator BrapLey. How much do we get into the developing
world, given the present financial infrastructure?
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Mr. RoBinsoN. I don’t really know. I would guess you would be
lucky to be getting 10 percent. I am not so much worried that just
the Japanese outflow is going to send the dollar shooting back up.
The dollar relates to the fundamentals that relate again to the
budget deficit here, et cetera.

The Japanese government has increased its own commitment to
the World Bank, the IDA replenishment and so forth, in an accel-
erating and increasing amount. That is very positive. They are also
working to have their own export-import bank finance Third Coun-
try to Third Country kind of exports. That is positive because it
helps developing countries have access to financing they otherwise
might not. More and more of that has to be done on a non-tied
basis. The Japanese government knows that and are moving in
that direction.

The question is: How do you encourage the private sector to
change the nature of their instruments so that it is not just hot
money which can go out like that but goes into job creating kind of
facilities? That is happening in the United States. Some of it is
happening elsewhere. A debt equity swap was used to encourage
Nissan to establish a facility in Mexico. That is an example of the
sort of thing that I think is beginning to happen more and more
and that is positive.

Senator BrRabpLEY. Thank you. My time is up.

The CHAIRMAN. Thank you very much. Senator Baucus.

Senator Baucus. Thank you, Mr. Chairman.

Mr. Robinson, how much of our ‘“competitiveness problem”—by
that I mean just our trade deficit—is due not only to unfair foreign
trade practices, not only to a higher U.S. dollar, and not only to
the U.S. budget deficit, but also to just failure of the United States
companies to produce a better product, pay enough attention to
quality, enough attention to marketing overseas, and improving
productivity here at home. How much of the trade deficit, in your
judgment, is due to this category of problems, i.e., quality, produc-
tivity, et cetera, in addition to the dollar exchange rates, unfair for-
eign trade practices, and the U.S. budget deficit?

Mr. RoBINSON. Senator, I have no idea. It would be unfair for me
to try to put a specific figure on it. I would generalize and say that
clearly it is a consideration. However, it is not an across the board
consideration. It mostly is in the goods area. There are a number of
U.S. companies that are highly competitive in terms of being cost
effective and being able to determine market demographics, et
cetera, in foreign countries.

So it primarily was the high dollar that hurt and lack of access
to markets. But, most assuredly—and my father used to always
say, I don't care how well you have done something today, you can
do it better tomorrow. And we have kind of forgot that in this
country over the past number of years, but we are getting it back.

Senator Baucus. How aggressively do you think foreign coun-
tries will market their services in this country, particularly finan-
cial services?

Mr. RoBINSON. Very.

Senator Baucus. Frankly, that is my experience. I can tell you
that in my State of Montana I am surprised at the number of times
that people tell me they have been approached by a foreign bank to
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}t ‘do business in Montana. I doubt that the major banks in Montana
have correspondingly gone overseas with the same frequency.

Mr. RoBinsoN. I would think that is a safe bet. You have a great
number of attractions in your state, but that is absolutely true, es-
pecially the Japanese, but also the Germans and the French and
the British are becoming increasingly—-—

S}fnator Baucus. You have named the countries and are exactly
right.

What is your response to those, particularly in organized labor,
who say this is great. We talk about the trade deficit, and it is
great that a lot of American companies are trying to figure out
how to do a better job at home, but a lot of U.S. companies, par-
ticularly the multinationals, are going offshore and jobs are going
offshg)re. What is the Business Roundtable response to that argu-
ment?

Mr. koBinsoN. Well it doesn’t accept it. I think that if there is
access to markets abroad that there can be job growth in this coun-
try as well. A lot of the job growth has come in the new technology
kind of areas. That is especially the case for services. So I don’t
think it is simply a question of exporting jobs.

Senator Baucus. What can we do here to make sure that we ac-
commodate global American companies who legitimately should
have operations overseas, maybe buy and sell within their units,
but at the same time provide more high paying jobs for Americans
here at home?

Mr. Rosinson. Well I think the whole mix of suggestions in the
Roundtable paper is aimed at doing that, which says that the Ad-
ministration and Congress have to make this a high, high priority,
and work with the business community, and labor, and so forth, to
make America more competitive; to deal with a faster speed of dis-
pute settlement, and so forth; to be a tough trade negotiator; to
stand up for American access to markets abroad. All of this should
contribute to the objective you have in mind.

Senator BAucus. Some have suggested American companies are
a little less American than, say, Japanese companies, German,
Korean, et cetera. That there is less national loyalty among Ameri-
can companies to America, by trying to find jobs in America and
increase the standard of living of American workers than other
companies that are headquartered in corresponding countries.

Mr. RoBINSON. I don’t know whether that is so much the case
today. I think, following World War II, where we were the only
game in town, that in many ways those countries and their compa-
nies and their institutions had to react that way. But now you have
got essentially an equal balance, whether it is Europe, whether it is
North America, whether it is Asia, in terms of the distribution of
wealth and the economic horsepower of those countries. And with
that I think there is a lessening of that gap, although it probably is
still an appropriate generalization.

Senator Baucus. Let me ask a quick question because my time is
about up. And that is the degree to which, in your judgment, com-
petitiveness is due to America’s—congressional and the private
sector, particularly business short attention span. We are looking
too much at the here and now and not enough at planning a little
for the future. In response to that, I wonder if you would comment
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on the problem between the manufacturing sector and the finan-
cial services sector. The financial service sector is doing well be-
cause of deregulation of national services and the stock market. Re-
sponding to the recent legal changes, the manufacturing sector is
opposed and lovking at the long term so it doesn’t have to pay as
much attention to quarterly parts and can plan a little more.

Mr. RoBiNsoN. Does that red light mean you are out of time or I
am out of time? [Laughter.]

Senator Baucus. Well it is up to the chairman.

The CHAIRMAN. Let me do this, Mr. Robinson, because I promised
you you would get out of here at 10:45 and that time is now. I
wonder if we could just take your statement for the record on that
in response to the question, and I might let Senator Chafee ask one
question of you and then finish up his questioning with Mr. Shep-
herd and then we can 'et you be dismissed.

Mr. RoBiNsoN. Yes, sir, Mr. Chairman. :

I think that without a short term there is no long term. Manag-
ing a company has to be a balance between the two. Any company,
regardless of whether it provides goods or services, that overly
focuses on short term is going to be in trouble. I know what we do in
our company, to be sure that we are investment spending. It is a
substantial number.

Sometimes the media overly focuses on the quarterly results.
And you have got to scramble hard to overcome that. It is a phe-
nomena more tied to United States markets than any other market
in the world.

As far as financial services are concerned, the globalization of
the world capital markets has been made possible by telecommuni-
cation and data processing technologies. In our company, at least
in the United States, for every two employees we have one CRT.
This is a business that is highly mobile, that is indeed developing
around the world. So that has benefitted our particular company.
So weltry to keep an emphasis on both.

The CHAIRMAN. Thank you, Mr. Robinson.

Senator Chafee.

Senator CHAFEE. Mr. Robinson, why don’t we do this. The chair-
man said you could be out at quarter of. It is quarter of. You have
to be out at quarter of, or can you give us a little slack?

Mr. RoBINSON. A little slack.

Senator CHAFEE. All right, a little slack. Why don’t we just do
this. When yuu have to go, you just go, and I will ask my questions.
[Laughter.]

First, on page 8 of your testimony you state, “Japan has taken
steps to open a number of markets, including its financial mar-
kets.” Do you feel that strongly? I mean, we are looking at you as a
businessman who does business there and you are finding that?

Mr. RorivsoN. Senator, the answer is absolutely yes. I think they
are suffering in many ways from the echo effect of the way they
have operated through the years. But by the same token, simply
the opening of the market doesn’t guarantee that the product is
going to get to the consumer. That is going to be a longer term
proposition. But they are taking steps to allow access. They are re-
ducing tariffs, like in tobacco. The development of the overseas
banking facility which was established last December is now a hun-
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gred billion dollar kind of facility. So a number of things are being
one.

Senator CHAFEE. What do you mean when you say, “Just as the
United States has assumed the major responsibility for military se-
curity, Japan can ruake a greater contribution to the world’s eco-
nomic security’”’? What in particular are you driving at there?

Mr. RoBiNsoN. Well I have had fun during the past year with the
statement that it is time to redefine national security. National se-
curity, if you really think about it, not only means defense budgets
but it also means economic growth. If you look at the percent of
monies that we spend on defense dollars and foreign aid—it is
roughly six and a half percent—and you compare that with Japan'’s
expenditures in those two categories which total about one and a
half percent, there is a 5 percent difference. When I first made this
speech in Japan, I applied that 5 percent to their gross national
product and came up with the then exchange rate of $60 billion a
year. There was a shortfall in Japanese spending for their own na-
tional security. Therefore, they had the opportunity to invest a sub-
stantial amount in the soft dollar side of economic security. The
speech got headlines; it got attention. It was designed to be dramat-
ic. But, nevertheless, it has been useful at the higher government
levels and business levels in getting the Japanese to focus on the
fact that they need access to world markets more than we do. They
are the largest creditor to the world. They are the second largest
net investor. They have gotten substantial assets to protect. They
have as much an interest, or more, in a system of world trade that
is growing, and that has stability, than we do. Therefore, they need
to come up with substantial programs to recycle capital inflows,
the sort of thing we were talking about with Senator Bradley. They
are looking at a number of those areas now and are doing a
number of things.

One of the things they did was to raise the limits in the postal
savings aud other savings institutions from 10 to 25 percent of the
allowables on direct foreign investment. There is a laundry list of
things that they have been doing. I think that that is a perspective
that we all should keep their perspective in mind. As George Mar-
shall said, “Without economic growth and prosperity, there can be
no lasting and assured peace.” And that is a simple equation.

Senator CHAFEE. I know that the Roundtable has some recom-
mendations for specifics that we can do to improve our internation-
al competitiveness, and I look forward to seeing those because we
are anxious to do something more than just talk about it.

As you know, Mr. Darman, who is greatly respected by this com-
mittee, gave a rather severe talk on American businesses’ conduct
and management. You touched on that in an answer to Senator
Baucus. What about that? Has management got to pull up its socks
to a far greater degree than they are?

Mr. RoBinsoN. Well I think Mr. Darman may have used a few
adjectives that he didn’t need to use. But, by and large, the charge
that U.S. business has got to get tougher, leaner, more ready for
the Super Bowl is true. It is always going to be true. That is a chal-
lenge we ask ourselves everv month when we get together to
review the figures.
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So I think a lot of what he had to say in his statement was ap-
propriate. Some of the rhetoric perhaps was overdone, but it got at-
tention.

Senator CHAFEE. Well, finally, Mr. Chairman, I would hope that
as we get into the specifics on competitiveness, we look at the Busi-
ness Roundtable’s recommendations. Perhaps Mr. Robinson could
come back and go over the specifics because clearly some of the
recommendations fall under the jurisdiction of this committee. Ev-
erybody is for competitiveness, but we need to get to the specifics of
what to do, and your help on that would be of great assistance to
this committee, certainly to this member. Thank you.

Mr. RoBinsoN. Thank you, Senator. And I should say that the
roundtable regards this as a working paper. I think that in the
trade area, the quality of staff is substantial. And we have a
number of staff people working for us, professionals who know
your associates, who are backing you up and working with you. We
are very anxious to try to be part of a solution, a constructive solu-
tion. We look forward to that opportunity.

Senator CHAFEE. Thank you.

The Chairman. Mr. Robinson, we are very pleased to have you.
And I assume this engagement that you had was not a tee off time
with some Treasury official. [Laughter.’

Mr. RoBINSON. Senator, my handicap has gone from 3 to 9 in the
short period of time.

T]he CHAIRMAN. Well iny handicap is mostly my attitude. [Laugh-
ter.

We are delighted to have you and thank you very much.

Mr. RoBinsoN. Thank you, sir.

The CHAIRMAN. And I am going to have to go to the Space Com-
mittee for a short time, and 1 will ask Senator Baucus to preside.
And I recognize Senator Durenberger.

Senator DURENBERGER. Mr. Chairman, thank you very much.

Mr. Shepherd, I think this is a general sector of the economy
that is represented on this committee its natural resources, and we
see that at various times in tax policy and other areas. I bring it up
only because one of the natural resources in my state, the Ameri-
can Mining Congress, is in town now, and yesterday I spent some
time with some of the presidents of some of the ore companies talk-
ing about the future. And I think I was impressed by the fact that
getting at a question of you, which is short-term, long-term, and
does America have the capacity to look long-term and deal with
private business institutions have the capability of dealing long-
term, and what is government'’s role in that?

We sat, for example, and we talked about what should happen in
iron ore and steel in America. And then we talked about what is
happening. Chapter 11 bankruptcies either bringing about other
Chapter 11 bankruptcies or bringing down a whole industry. We
talked about dumping tens of thousands of very generous pensions
on the Pension Benefit Guaranty Corporation, and some of this
sort of heavy kind of stuff which I haven’t noticed we,—you and
us—having the capacity to deal with very readily. We can point out
the problems. When tax reform time comes along, we can debate
what role the ITC has, and this, that and the other thing. But I
haven’t sensed in the years I have been here that I am living in a
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forum that has the capacity to deal mutually between the private
and the public sector in the long haul. And I wonder if that is just
maybe an American problem, and we cannot do anything about it,
or whether you might have some suggestions for us as we reflect on
Dick Diamond’s critique and just general? I mean a lot of this cri-
tique has come from within the American business, the critique of
short-term thinking and so forth.

But I am assuming we have some role in that also, that maybe
we stimulate it in one way or another. So if you have some
thoughts to give us on that short-term versus the long-term, and
profit consciousness, and how we aim at profit consciousness, and
so forth, I would appreciate that.

Mr. SHEPHERD. Well I certainly think that these segments of
American business have the wherewithal to think long-term. In
fact, I believe that is indeed where most of us spend a fair amount
of our time. The people that are leading a company should be
spending 75 or 80 percent of their time in the long-term trying to
construct strategies for the future and scenarios for the different
potential upsets that come along.

Unfortunately, we are not always smart enough to write as bad a
scenario as sometimes happens to us.

There certainly are short-term pressures on us, particularly on
publicly-owned companies. Our stock market has a horizon of about
one calendar quarter, primarily because of the large institutional
holdings. And this is exacerbate ' by the requirements for the
money managers that are handling those funds—they must make
their mark every quarter. So if you are not in there producing
every quarter, you suffer a great deal in the marketplace. And that
is not just suffering of ihe shareholders, it is a suffering of the com-
pany because it makes your cost of equity considerably higher.

I would suggest that there might be some things Congress could
do to make that capital a bit more patient. Much of those funds are
pension funds that are tax free. Maybe they should be taxed if not
held six months or a year. Maybe they should not have a vote if
not held six months or a year. That might stretch our horizon.

The impatience of the stock market and the real tax advantages
that some of our competition, in particular, the Japanese, Koreans
and the Taiwanese, are going to have because of their debt equity
ratios are serious concerns. They can get by with a 1 to 2 percent
profit after tax. We need 5 or 6 percent because of our stock
market “disconnect,” as I call it.

In the case of a company the size of mine, about a $5 billion com-
pany, compared to its Japanese competition, right there the Japa-
nese company gets 400 or 500 million dollars more a year to fritter
away or to spend on more long-term factories, or whatever.

Senator DURENBERGER. Thank you.

Mr. SHEPHERD. But I think it is very important, and I want to
leave this word. I think that American business does have the ca-
pacity to think long-term and much of it does think long-term.

Senator Baucus. We will start with the second round of ques-
tions. Senator Bradley.

Senator BRaDLEY. Thank you, Mr. Chairman.
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Mr. Shepherd, a Japanese executive recently said that he who
dominates software dominates the world. What do you think he
meant?

Mr. SHepHERD. Well I would suppose that he means they are
going to target software and come after us in that area. I think
that software has some peculiar characteristics, and it may be
much more difficult for the Japanese, Taiwanese, Koreans, and so
on, to dominate that market than they think.

Software often has a very tight connection to a specific local
problem that, fortunately, we would understand much better than
they do. Before one can write software one must have a problem to
solve. And those problems have great variations around the world.
The same set of problem solutions that work here will not work in
Japan, will not work in places in Europe.

Senator BRADLEY. Can you give me an example?

Mr. SHEPHERD. Any data processing system, your payroll sys-
tems, your receivable system, and on and on. In particular, design
automation systems and computer controlled factory systems.

Senator BRADLEY. But does that tell you at all that what he was
saying is, look, the objective is to dominate software? The objective
is no longer steel and other manufactured goods.

Mr. SHEPHERD. Well I don’t think there is any question. The Jap-
anese are much more adroit at scuttling sunset industries than we
are and moving on to sunrise industries. And I think that that has
been in their scheme of things for a long time and they will contin-
ue to perform that way.

Senator BRADLEY. Wher. you look at the pattern of Japanese cap-
ital flows—and you heard Mr. Robinson earlier say, you know, they
should put more money in these countriec -- what we are doing is
essentially selling Treasury bills. What .\ ey are doing is investing
in Brazil, and Mexico, and Southeast Asia in companies’ plants
that will produce goods.

Now do you then think that our competitors 10 years from now
will not be the Japanese producing goods in Japan for export to the
United States, but will instead be Japanese owned companies in
various parts of the world producing goods that will be coming to
the United States, while, in the interim, the only thing we have
been able to do with our capital is pay interest?

Mr. SHEPHERD. Well as a nation, maybe you can make that very
broad statement. I think we must recognize that for, well every
since World War 1I, business in the United States has been busily
engaged in placing factories in other parts of the world, in Europe,
in South America, in the Pacific Rim. Admittedly, some of the
plants that went into the Pacific Rim were to tiy to give us a
handle to compete with a low labor cost that the Japanese and our
other competitors in the Pacific Basin had.

I think the Japanese in the next decade will indeed begin to de-
velop so many of the same problems that we have. Their work
ethic is going to slip a bit. They are going to have a very difficult
time maintaining the almost terrible dedication that the young
people have had in the past. And that is beginning to slip as well.

Senator BRADLFEY. But that assumes that you still are running a
plant in Japan with a Japanese work force. What if you are run-
ning a plant in Brazil with a Brazilian work force?
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Mr. SuEpHERD. Well if you run a plant in Brazil with a Brazilian
work force, you have to have the same kind of dedication in your
national, your home base employees to make sure that the systems
that you won't get to that plant, that the manufacturing tech-
niques that you won't get to that plant, and cn, and on, and on.

Senator BRADLEY. So what are the problems you see, that they
are just moving into a different cultural environment, differcnt
work ethic, different standards, and, therefore, they will have the
same problems we have now. And, therefore, what?

Mr. SHrPHERD. Therefore, they will be sitting around in the Jap-
anese Diet 10 or 15 years from now at a meeting just like this. I am
serious. | think they are going to have those kinds of problems. I
am much more concerned about the target moving from country to
country than 1 am about the Japanese being able to consolidate
and hold their present advantages. India is going to be a big prob-
lem for us. China is going to be a big problem for us. And many of
the other smaller couatries in the Pacific Basin will be a problem.

Senator BRADLEY. You meun as competitors?

Mr. SHEPHERD. Yes.

So the problem that we are zeroing in on now is that Japanese
being a problem. If we solve that problem, the problem is not
going,; it is just going to move.

Senator BRADLEY. But doesn’t the problem remain as long as our
capital is simply going and our savings is simply going to pay inier-
est on debt; that we are not going to have the capital to begin to
compete with anybody, whether it is China or Japan or Taiwan?

Mr. SHEPHERD. Well at the moment, as you well know, we don’t
really have any capital available because the demands of the gov-
ernment, the whole savings rate, and on and on.

Senator BRabLEY. That is my point.

Mr. SHepPHERD. But somehow we are continuing to grow and
expand our business. So we can go borrow money in other coun-
trics as a company if we have to.

Senator BrapirLey. Thank you.

Senator Baucus. Thank you, Senator Bradley.

Mr. Shepherd, following up on this topic, a lot of commentators
say that one reason we are having a problem in America is because
of a low personal and corporate savings rate, except that if a ccrpo-
ration saves, it can become the target for hostile takeover. Public
savings is so low, it adds to our big budget deficits. Yet, you say we
are doing all right as a country. I guess it is because we are con-
sumption oriented, and have a consumption engine driving our na-
tional economy. Other countries have less of a consumption engine
but more of a productive engine that they export.

Are you saying that we in this country should draw the line
away from consumption and a move toward production and in-
creasing savings, public and private. Therefore, more quantity of
investment, and theoretically lower costs of investment if we are
going to have a higher standard of living for ourselves and for our
children as we enter the next century?

Mr. SHEPHERD. I think, as outlined in my introductory remarks,
it is imperative that we take steps to let us move more toward an
investment in a savings sort of economy. And attached to the full
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copy of our statement is a thing labeled “The Dos and Don’ts of
Trade Policy.” And let me just read through those briefly.

It is lower the cost of capital. We have got to put downward pres-
sure on interest rates by reducing our budget deficit. We must in-
crease capital formation by resurrecting the investment tax credit,
by repealing the double taxation of dividends and by lowering tax
on capital gains. We must encourage savings by getting rid of taxes
on savings. And I think we can do all of that and offset the reve-
nues that are lost with a tax on consumption.

I am separating this from the present budget deficit and tax sub-
consequences and so on.

And we need to increase our incentives for private R&D. And
there are a number of things that we can do there. And we need to
work hard at making trade a two-way street.

And I have tried to keep your attention on the education prob-
lem that we have in this country. We just must do something that
raises the standards of our educational system, both at the primary
and high school level, and in the universities.

Senator BAucus. On that point, could you give me some exam-
ples of how that would affect your company?

Mr. SHEPHERD. Well let me go back to Japan again. And we are
quite familiar with Japan. We have big operations there. We have
about 7,000 employees in Japan scattered in four plants.

When youngsters come out of our equivalent of high school in
Japan, they have had physics, they have had sume biology, they
have often had math through early stages of calculus, and they
may have even had some vocational training on top of that. They
are well equipped to enter the manufacturing work force. And, of
course, that is not by accident because a much higher percentage of
Japan’s GNP is in manufacturing than is ours. And I think that is
one of their very great competitive strengths.

They generate enough engineers, that when an engineering grad-
uate comes to a company he doesn’t go into the lab. He goes out
and serves a 2- or 3-year apprenticeship on a drafting board or in
the shops, maybe even in a machine shop. And the leverage that
that gives the quality of the work force is just enormous. It is just
enormous.

Senator Baucus. What thought has the American business com-
munity generally, and this Business Roundtable—given to develop-
ing concrete proposals for increasing education in America. What
degree of private enterprise is going to help raise the educational
standards so that our high school kids have enough years of phys-
ics, math, et cetera?

Mr. SHEPHERD. | don’t know that there is an educational task
force in the Roundtable at this moment, so I am not sure that the
Roundtable has any specific recommendations. We recommended
sarlier in our discussion some things that we think need to be

one

To start with, we need to establish some higher standards for our
local school boards, and I suggest that maybe the federal govern-
ment siiould find a way to do that. I know that is a touchy local
rights issucs, but we are not doing much about it at the moment.

In the State of Texas about two years ago we had a sort of a
quality education committee that made a number of recommenda-
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tions that have begun to permeate the system. The most controver-
sial one was that football players had to make passing grades.

Senator Baucus. Yes, we noticed that. Thank you. My time is up.
Senator Chafee?

Senator CHAFEE. Thank you, Mr. Chairman.

Mr. Shepherd, I think the points you make obviously are good
ones, and many of them are directed at the Congress, particularly
when it comes to dealing with the deficit, which you and I think
every other witness that has come before us, or practically every
other witness, has said it is the principal cause of the trade deficit.
And so obviously we have got to do a better job here. But let me
turn to the part you stress on the transfer of technological progress
from the RgD stage to the manufacturing equipment and process-
es, on page 9.

“We have been weak in executing the difficult transition from
R&D prototype to full-scale commercial production.”

Now it seems to me that there it isn’t government that has to do
something. Isn’t this right back into your own ball park, namely,
the manufacturing side or the management side? And what seems
to be the problem? I mean, it seems to me it is deeper than the cost
of capital, which you touched on in your earlier points. What is the
hitch there? And can you name one company or a series of compa-
nies that seem to have done an excellent job in this area, from
your experience?

First, what seems to be the difficulty?

Mr. SHEPHERD. Well I think one of the problems is that there are
too many corporate managements that are devoid of manufactur-
ing expertise. You won't find the employees from the factory floor
in very many executive offices, and you won’t find them on very
many boards of directors. We have got to become much more aware
of the importance of manufacturing. We, I think, reached the point
maybe 10 or 15 years ago that we felt we were invincible and we
didn’t need to worry about it any more.

On the other hand, the Japanese have payed a lot of attention to
that problem. And one of the reasons they could is that they man-
aged to acquire their basic technology from the rest of the world by
various means, with the result that they could spend somewhere
around 80 to 90 percent of their research and development efforts
on the manufacturing side of the houser

Why don’t we do that? Well, we have to make choices between
how much we put into basic research, how much we put into pri-
vate R&D, and how much we put over into the factory. And I think
that is beginning to change. But we are still behind the eight ball.
| I like to think our company is beginning to cope with this prob-
em.

We have had a problem with the Japanese in a product called
the DRAM, where we have been absolutely competitive with the
Japanese on manufacturing costs. And we have manufacturing
equipment that is equal to theirs, but we can’t beat that ball game
when we have massive dumping in our markets by the Japanese
companies.

Senator CHAFEE. Well there is something that obviously comes
into the trade aspects, and we have got to do far better than we
have done there.
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Is there any other company that is kind of a model that you
;nj)ght think of that has made this, done this transition successtul-
y?

Mr. SHepHERD. Well I think IBM has done well in this area, like
they have done in almost any area. It is hard for me to find compa-
nies that I can say have really done this job well.

Senator CHAFEE. Now I would l’ke to go back to the debt and
equity situation, which you also touched on earlier. I don’t quite
see the problem there. Debt, obviously its interest is deductible.
But many companies are paying extremely—even companies in
your field—low dividends. And so obviously if you are getting
equity, and you are not paying out much in dividends, you are get-
ting your capital at the cheapest form possible.

Mr. SHEPHERD. The problem is not, Senator, what we might be
getting our capital for. It is what we are getting our capital for vis-
a-vis the Japanese. And I would disagree a bit with you on what
equity costs us. We regard the price of equity as a cost of maintain-
ing our position in the marketplace. Debt is always cheaper than
equity.

If you have 80 percent of your capital in debt and only 20 in
equity, as opposed to 80 in equity and 20 in capital, you have got to
distort the numbers a great deal for the sum not to come out to be
in favor of a highly leveraged operation.

I don’t think it is healthy for companies in our system to get as
highly leveraged as the Japanese companies are.

Senator CHAFEE. Well my time is just up. But if your yield on
your equity is 2 percent or 2.5 percent, as it is in many American
companies, I am not quite sure how you can get debt for cheaper
than that.

Mr. SHEPHERD. The yield is not on equity. The 2 percent yield
compared to our 5 or 6 is percent of profit after tax against sales.
And the result of that is that to get a reasonable return on equity
because you don’t have much equity—it’s mostly debt—once you
pay your interest, the number required to get your equity return
up1 to a reasonable level results in a 2 percent profit after tax on
sales.

Senator CHAFEE. All right. Fine. Thank you very much. Thank
you, Mr. Chairman.

Senator BAucus. Senator Bradley.

Senator BRADLEY. Thank you very much, Mr. Chairman.

Mr. Shepherd, what I want to do is to try to focus on winners
and losers in the trade deficit, and maybe more precisely under-
stand what are the dynamics in the trade deficit.

Basically, would you agree that a trade deficit is essentially that
the country that exports to the United States gets dollars for those
exports, and they don’t spend all of those dollars to buy imports
from the United States, but have an excess supply of dollars?
Would you agree that is a trade deficit?

Mr. SHEPHERD. Yes, sir.

Senator BRADLEY. The question then is, what do they do with
those dollars?

Mr. SHEPHERD. Well, hopefully, they keep buying government se-
curities.
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Senator BRADLEY. All right. They have to take those dollars and
buy dollar denominated financial instruments or perhaps invest
those dollars in the United States in some activity. Right?

Mr. SHEPHERD. Right.

Senator BRADLEY. So would you say that there is a kind of com-
petition here between the industries in this country that sell goods
to the Japanese or the Germans or whomever, and when they don’t
buy our goods, they do buy our financial assets or invest in tax fa-
vored investments in this country? Would you agree that there is,
therefore, a competition necessarily. If you don’t export, the export
sector in this country loses. Necessarily the winner are those other
industries, financial world, et cetera, that can suck up those sur-
plus dollars. Do you agree with that?

Mr. SHEPHERD. I can’t argue with that, no.

Senator BRADLEY. All right.

Then the question is, if we put a lot of tax incentives for invest-
ment, won’t we be essentially further injuring our goods producing
sector in this country?

Mr. SHEPHERD. No, I don’t think so because that flow was in a
different direction. That flow stays inside of the U.S, corporation
and allows you to do more R&D, allows you to do more manufac-
turing research, and it gives you the working capital to grow.

Senator BrRADLEY. But if the Japanese, or we won’t pick on the
Japanese, if country X is not buying U.S. goods, and has a surplus
of dollars, what do we do with this? And then here is a write off of
a building in 15 years. And so they say, well, we have got to put it
in a dollar investment somewhere. Here is a tax code that allows
you, formally, to write it off in 15 years. So you find all of the sur-
glqlsdgapital flowing into the United States into commercial office

uildings.

Now the investment, if you run a commercial office building, you
are in great shape. You have got a great supply of capital, all these
surplus dollars in the world. If you are a goods producing industry,
however, the more they invest in commercial office buildings the
less they will spend on your goods, and the less America will
export. Isn’t that necessarily the case?

Mr. SHEPHERD. I don’t believe so. I would not suggest that you
revive 15 years depreciation on such goodies as commercial office
buildings. We have hz=d enough of that.

I think the boundary of where that money flows is what is im-
portant. If you give me an investment tax credit, you give me an
R&D tax credit and so on, that simply provides us more cash flow.
It lets us do more things that we need to be doing to make our-
selves more competitive in the world.

Senator BrRADLEY. I have a big chart. I am not going to get out
the big chart to show you today, but let me just give you the num-
bers. Investment tax subsidies from 1983 to 1986 went from about
$25 billion to $65 billion. That is the precise time that the trade
deficit went from about $50 billion to $170 billion. Is there a corre-
lation in there?

Mr. SHEPHERD. I do not think so.

Senator BRADLEY. You don’t think so? '

Mr. SHEPHERD. No. I think that is also a period when—what was
your time period?
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Senator BRADLEY. 1983 to 1986.

Mr. SHEPHERD. Well that is the time period when the dollar was
grossly overvalued.

Senator BRADLEY. So you are essentially making the point that in
terms of the trade deficit that the Tax Code can do very little.

Mr. SHEPHERD. No, I am not making that point.

Senator BRADLEY. Oh.

Mr. SHEPHERD. I think that the Tax Code can do quite a lot. I do
think that the single biggest item we have working against us is
the exchange rate. I do think that maybe the next biggest item we
have working against us is the cost of capital, which is tied to our
tax structure, and with this thing I call the stock market discon-
nect that gives my Japanese competitor 400, 500 or 600 million do}-
lars more per year to do the things I would like to be doing: more
R&D, more manufacturing research, more product development,
more marketing, and so on.

terr;ator BrapLEY. Could I just ask one quick question, Mr. Chair-
man?

Senator Baucus. Yes.

Senator BRADLEY. What do we do about that stock market discon-
nect?

Mr. SHEPHERD. That is difficult. You need to find a way to make
that capital more patient. We talked about two possibilities earlier,
of taxing the tax-free pension funds if they are not held, or don’t
give them a vote until they hold it six months or a year.

Senator BrapLEY. Thank you very much. It was very helpful tes-
timony.

Senator Baucus. Mr. Shepherd, I would like to follow up on the
question that Senator Chafee asked. Are American companies basi-
cally doing all they have to do to compete better? And you said,
well, there are a few, but you can’t think of very many that really
are.

Mr. SHepPHERD. He asked a more specific question. I made the
point that I thought one of our problems was that we had not paid
enough attention to the steps between an R&D prototype and high
volume production. And he asked me, could I point out any compa-
nies that have done an outstanding job.

Senator BAucus. Why are so few American companies doing that
or doing what they should do?

Mr. SHEPHERD. Well I think that we have forgotten the impor-
tance of manufacturing. We have been taking manufacturing for
granted.

Senator Baucus. I understand that. You have talked about the
fact that the factory foreman is not in the executive suite and he is
not on the board of directors, et cetera. What is going on here?
Why aren’t more companies not including him? Is it strong incen-
tives? They disagree with you?

Mr. SHEPHERD. First, I think, very simply, we have taken manu-
facturing for granted. Second, we do have many corporate manage-
ments more interested in manipulating numbers than in develop-
ing and producing products. And we must correct those things and
I think it can be done.
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Senator Baucus. But I am trying to ask you why management
d%esn’t focus on that as a higher priority and do something about
it

Mr. SHEPHERD. Maybe it is easier to make money by being a
banker than it is by being a manufacturer.

Senator Baucus. But what about those CEOs that happen to be
CEOs of manufacturing companies? They are not doing apparently
what you think they should do. Why aren’t they?

Mr. SHEPHERD. Well I certainly can’t put myself inside the head
of every manufacturing CEO in the United States. I think it has to
do some with the short-term orientation that has heen discussed. It
has to do some with the ‘allocation of your monies between your
manufacturing R&D and between your basic research and your
product R&D. And then you must decide what distribution you are
going to make with funds into marketing. You know, there are
maybe ten principal categories of funding that are going in a com-
pany. And most people, for whatever set of reasons, do not put
enough into the manufacturing side of the ball game.

Senator Baucus. Is it because of wrong incentives?

Mr. SHEPHERD. I am not sure that it is wrong incentives. We
can’t talk about this out of context with the competition. Keep re-
membering, I keep saying that my competitor in Japan, my size,

_has got about $500 million more to spend in expenses that I have
in any given year.

Senator Baucus. Well why is that?

Mr. SHEPHERD. That is again because of the combination of the
Japanese financial system, which has the high debt/low equity and
we have just the reverse, and also the thing I call the stock market
disconnect. Their stock market is much more patient than ours is.
And part of the reason for that is that many of the stock owners in
Japan are other companies. And they put money in, and want to
leave it there and let it grow. You have got the same thing in Ger-
many.

Senator Baucus. Do you think that most American businessmen
on the production and the manufacturing side, would agree that
the Congress should try, in a reasonably constructive way, to pro-
vide incentives to make capital more patient?

Mr. SH:PHERD. Yes. I think that would be a good move.

Senator Baucus. And how strongly would the financial service
side, say, Wall Street, disagree?

Mr. SHEPHERD. They would behead you if they could.

Senator Baucus. Well why isn’t the manufacturing side speaking
up and doing something about it?

Mr. SHEPHERD. Well, we are.

Senator Baucus. We are right here. That is good.

And what are some ways, in your judgment, to help capital be a
little more patient?

Mr. SHEPHERD. Well it is a shame that Mr. Robinson didn't stay
afx:ognd for this debate. We might have heard some different points
of view.

The problem is complicated by the way our shares tend to be
owned. As you well know, a large percent of the shares in the
United States are owned by institutions, and they all have manag-
ers who are beating on the portfolio managers for quarterly re-
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sults. So they are going to do everything they can to make that
game look better at the end of the quarter.

That has the disadvantage, of course, to us of making our capital

not very patient.

I think one—and I did float this in Wall Street about two years
ago and I have been afraid to go to New York ever since—you
could just tax the non-taxable funds. Most of that is in pension
funds and such trust funds. And if you would tax them if they
didn’t hold the product for some period of time—six months, maybe
a year—or have a sliding scale if they got down to zero tax, I think
that would help.

You might not let stock become eligible for having a vote for
some period of time, like six months or a year. And I am certain
their financial people would come up with much more clever plans
than that.

Senator Baucus. Well, I appreciate that, Mr. Shepherd. Those
are two ideas that I have heard of as well, and I frankly think de-
serve very serious consideration. [t is clear to me that among the
multitude of answers here to make our country more competitive
one of them is to help encourage the development and utilization of
capital, and be more patient, in your terms, than we are now.

Maybe we have to approach this in the way the Japanese did.
They didn’t become an economic power overnight. They took it a
step at a time. And I think that we in this country have to as well.
It is going to take many years for us to turn this around, but you
put your finger on one step of a multitude of steps, which we have
to seriously look at.

Well I am finished, and I see everyone else is too. So the hearing
is now in recess.

[Whereupon, at 11:33 a.m., the hearing was concluded.]
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STATEMENT OF SENATOR JOHN HEeINz, COMMITTEE ON FINANCE HEARING ON TRADE
Pouicy, FEBRUARY 5, 1987

Mr. Chairman, this is the fourth in a series of hearings
examining the condition of U.S. trade policy and the need for
further legislation. Today's witnesses represent varinus segments
nf the bHusiness community, and I hope they will discuss some of
the problems they face selling ovarseas and in dealing with
unfairly trade imports here at home. Bob Galvin of Motorola, I
know, has extensive experience with both these problems and can
shed some light on how other qgovernments and producers manipulate
the trading system to create comparative advantage for themselves

and distort market principles.

What we are learning from these hearings, Mr. Chairman, is
not only the ser:ousness of the problem but its complexity. Just
as there is no single cause, there can be no single solution. of
course we need to reduce the federal budget deficit. Of course
exchange rates are a problem. Of course LDC debt curtails our
trade opportunities. But it is becoming increasinqyy clear that
unfair practices and other efforts to manipulate the system are

also part of the problem that needs to be addressed. I howe

today's witnesses will show us how to do that,
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SUMMARY OF THE OMNIBUS TRADE ACT OF 1987

February S5, 1987

Section 1: Short Title.--The short title of the bill
is, "The Omnibus Trade Act of 1987."

Section 2: Table of Contents.

Section 3: Purposes.--The purposes of the Act are to
authorize negotiation of reciprocal trade agreements, strengthen
U.S. trade laws, improve management of U.S. trade strategy and,
by these means, to improve standards of living in the United
States.

TITLE I -- AUTHORITY TO NEGOTIATE TRADE AGREEMENTS

Trade negotiating authority is made the first title of
the bill because this subject has traditionally been the most
important in trade bills and offers the greatest opportunity for
improvements in U.S. living standards.

Section 10l: Congressional Findings.--This section sets
forth findings that support a delegation of negotiating authority
to the President. It is based upon the "findings" that served as
the predicate for the Trade Act of 1974, but it has new elements,
reflecting changed conditions in the United States and world
economics.

Section 102: Definitions.--This section provides
necessary technical matters,

Section 103: Authority for International Trade
Negotiationa.--Subsection (aJ authorizes the President to
negotiate multilateral trade agreements. The authority covers
tariff, as well as non-tariff matters. The authority is for 10
years, beginning on either January 3, 1988 or the date of
enactment of the bill, whichever is later.

Subsection (b) creates separate authority for bilateral
trade agreement negotiations, subject to the general limitations
on negotiating authority contained in this Title, such as the
requirements for trade agreements set forth in subsection (c),
below.

Subsection (c¢), in addition to placing the 10-year time
limit on negotiating authority, sets out prerequisites for all
trade agreements negotiated by the President under this
authority. The first requirement is that where the President
finds "state trading," he determine that action under the trade
agreement will be conducted in accordance with "commercial
considerations," a term used in the General Agreement on Tariffs
and Trade (GATT). The second itequirement is that the agreements
carry out one or more of the negotiating objectives set out in
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section 105. 1In addition, agreements must provide for mutually
beneficial economic opportunities, must be enforceable, and must
complement and reinforce existing agreements where appropriate
and possible. The last requirement is intended to assure that
bilateral trade agreements reinforce and expand on multilateral
agreements. Finally, the section requires the President to
consult with Congress on every step of negotiating, implementing,
and enforcing these agreements.

Section 104: Implementing Procedures.--This section
sets out a new, three-step procedure for approving and
implementing trade agreements. This procedure uses the
Constitutional power of each House of Congress to create its own
rules to give expedited legislative consideration to bills
implementing trade agreements negotiated under this Title. This
is 1intended to encourage extensive consultation by the Executive

Branch with the Congress on trade.

Step 1: Statement on Trade Policy.--The first step in
this procedure is {5 the SUbmission Gf i detalled "Statement of
Trade Policy" by the President. The statement must include, at a
minimum, a statement of Administration policy on the following
matters:

(1) General Trade Policy.--The statement must address
at least five aspects of trade policy, namely, current trade
policies regarding agricultural trade:; import sensitive
industries; the exchange rate value of the U.S. dollar; the
trade-distorting impact of LDC balance of payments deficits; and
U.S. and foreign government economic interventions that have
effects on international trade.

(2) Policy Toward Export Sectors.--The statement must
identify those sectors where the United States is a major world
exporter and those sectors where export expansion is likely and
describe what policies, if any, might affect the strength of
those sectors. This section of the statement must include an
evaluation of the potential of foreign producers in the sectors
identified.

(3) Policy Toward Import-Sensitive Industries.--The
statement must identify those sectors which are experliencing
import competition, or may in the future, that would cause major
adjustments, such as significant unemployment, a need for
relocation, major investment, new manufacturing methods, or
reduced profits. It must describe the policies and potential
exports of nations where major competitors are located, as well
as the policies of the Administration that will affect the
competitiveness of those industries.
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(4) Related Policies.--The statement must set forth the
relationship between trade in gcods and other international
economic issues, including at a minimum the magnitude of changes
in the relative values of the major currencies (and those
currencies pegged or tied to the U.S. dollar) international
exchange of technology, international investment, and
international services transactions, as well as Administration
policies for each of these matters.

(5} Developlng Countries.--The statement nust identify
the main developments in developing countries' economies that
have an impact upon the standard of living in the United States,
and the Administration's proposed actions with regard to each of
these. This part of the statement must include, but need not be
limited to, developing country indebtedness, developing coyntry
import, export, and sectoral policies, developing country
economic policies, and developing country relationships with
existing international institutions.

(6) International Economic Coordination.--The statement
must describe any agreements or other evidence that the United
States has obtained commitments from Japan, the Federal Republic
of Germany, and other industrialized countries with large current
account surpluses to contribute to balanced world economic growth
by increasing the share of non-petroleum goods and services

imported into their respective countries.

(7) Trade Agreements.--The statement must state the
relationships between the policies required above and the
negotiations of trade agreements the Administration expects to
undertake during the next five years.

Step 2: Congressional Resolution.--Under this section,
such statements may be submitted whenever the President chooses.
Each statement must be accompanied by the introduction of a
concurrent resolution, in a form set out in the bill, on which
Congress must act, under changes in the rules of the two Houses
that are also part of this bill, not later than 60 days after its
introduction on a straight up-or-down vote (the "fast-track").

Step 3: Fast-Track for Trade Agreements.--lf Congress
approves the statement, then the President is privileged to
submit trade agreements negotiated under this Title for fast-
track Congressional consideration for a five-year period,
beginning on the date the concurrent resolution passes. Under
this provision, the President would be able to submit trade
agreements for fast-track consideration through the date six
months after the termination of his general authority to enter
into trade agreements, provided that a concurrent resolution
approving his trade policy statement is in effect.
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This system is intended to assure close consultation on
trade between the Administration and Congress. It is anticipated
the Administration would consult, as in the past, on each trade
agreement submitted under the “fast-track," and that, further,
the Administration would consult closely with the Congress before
submitting the "Statement of Trade Policy." The concurrent
resolution would be referred to the Finance Committee in the
Senate and the Ways and Means Committee in the House.

Saction 105: Negotiating Objectives.--This section sets
forth specific negotiating objectives for the President. The
objectives include obtaining opportunities for U.S. exports in
foreign markets equivalent to the opportunities afforded foreign
exports in U.S. markets, improving and expanding trade
agreements, revising GATT rules to include sectors not presently
covered, and improving the GATT's application to agriculture.
This section also makes reciprocal access to technology a
negotiating objective of our trade agreements. The goal is to
insure that the United States has the same access to basic
research and technology developed in other countries as our
overseas competitors have to technology developed in this
country.

Section 106: Effectiveness of Current Law.--Under these
provisions, existing negotiating authorivy (sections 101 and 102
of the Trade Act of 1974) would be allowed to expire by operation
of law, and would be replaced by sections 101 through 105 of the
new law. Existing sections 103, 104, 105, 106, and 109 ("Sector
Negotiating Objectives," "Bilateral Trade Agreements,"
"Agreements with Developing Countries," and "Staging Requirements
and Rounding Authority," respectively) of the Trade Act of 1974
would be repealed as superseded by new sections 101 through 105
of this bill. This section also requires that advisory
committees established under section 135 of the Trade Act of 1974
be appcinted on a bipartisan basis. Otherwise, in general, the
Trade Act of 1974 would remain in effect except as amended by
this bill.

Section 107: Txtension of GATT to State Trading
Countries.--Under this provision, countries proposing to accede
to the GATT would not receive U.S. support unless they agree to
remove the harmful effects of state trading practices that are
not in accordance with the existing "commercial considerations"

rule of the GATT itself.

Section 108: Negotiations on Currency Exchange Rates.--
This new section would be added to urge the President to enter
into negotiations with countries that peg their currencies to the
dollar, such as Hong Kong, Korea, and Taiwan, to insure these
countries reqgularly adjust exchange rates to reflect economic
fundamentals. |




121

TITLE II: ENHANCING COMPETITIVENESS

Subtitle A: Positive Adjustment 1in Import-Impacted Sect >:r s

Section 20l: Investigations Under Section 201 of the
Trade Act of 1973, --This section makes several changes, adap'nd
from S. 1860, to assure that decisions of the U.S. International
Trade Commission (ITC) in escape clause investigations determine
fairly whether a domestic industry has been seriously injured by
increasing imports, or is seriously threatened with such injury,
the GATT standard of eligibility for escape clause protection;
and that the statute is made an effective system for promoting
economic adjustment to import competition. It replaces existing
sections 201 through 203 with the following new sections:

Section 201.--This section requires that the
petitioner state whether the purpose for which import
relief is sought is enhancing competitiveness,
facilitating the orderly transfer of resources to
alternative uses, or other means of adjustment.

Domestic Facilities.--The existing standard
for deciding whethér "serious injury,” or the threat
thereof, exists is amended to provide that the ITC
consider "the inability of a significant number of firms
to operate domestic production facilities at a
reasonable Tevel of profit." (New matter underscored.)

Threat of Injury.--Four new criteria are added
for judging whether there is a "threat" of serious
injury in such cases, namely:

(a) 1Instances of industrial "targeting" by the
exporting country:

(b) The presence of any preliminary or final
antidumping or countervailing duty
determinations with respect to any merchandise
that is also produced by the domestic
industry;

(c) The extent *+o which the domestic industry is
unable to maintain existing levels of research
and development expenditures; and

(d) The extedt to which articles that are the
subject of the investigation are being
diverted to the United States as a result of
the export or import restraints of any toreign
country.
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Criteria for "Industry" and Causation.--This
section also makes the following changes in the criteria

used by the ITC to define the domestic industry and
determine causation:

(a) 1t requires (instead of permits) the ITC to
treat as part of an industry only its domestic
production, even if the industry also imports
the products in question;

(b) It prohibits consideration of imports of like
or directly competitive products by the
industry as a factor indicating the absence of
serious injury or threat thereof;

(c) It requires the ITC to examine factors other
than imports which may be a cause of injury or
threat thereof. The findings of this
examination are to be included in the report
submitted by the ITC to the President:

Section 202: Provisional Relief/Critical
Circumstances and Perishables.--Subsection (a) Of this
section provides that if, during the course of a section
201 investigation, the President finds that critical
circumstances exist, he shall impose provisional
measures immediately. These measures shall remain in
effect until they are revoked, or the ITC makes a
negative determination, or until 60 days following an
affirmative determination by the ITC (at which time the
President is required to take action under the regular
escape clause procedures). "Critical circumstances"” are
defined as a "significant" increase in imports {(actual
or relative to domestic production) over a short period
of time, in which delayed relief would cause damage to
the industry that would be difficult to remedy under the
regular escape clause procedure.

Subsection (b) of this section provides that,
with respect to perishable products, emergency relief
may be sought by petition from the Secretary of
Agriculture, who may recommend, within 14 days, .
emergency action to the President. Upon receipt of an
affirmative recommendation, the President must act
within seven days. The purpose of the section is to
assure that industries producing perishables, such as
fruits, vegetables, and other agricultural sectors, are

not injured irretrievably before effective relief can be
put into place.
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Section 203: T'ndustry Adjustment Plans.--This
section provides the mechanism for making Ehe escape
claus: into a full-fledged adjustment-facilitation
statute, a major objective of *his bill. In general,
the plan of the section is to make the analysis of
adjustment potential more systematic and meaningful,
through a formal analysis conducted contemporaneously
with the ITC's injury investigation. This approach also
makes it more likely import relief will be granted where
the domestic industry explicitly commits itself to a
workable adjustment plan, mainly through reduced
Presidential discretion in such cases. The purpose of
developing a plan with Administration participation is
to make it more likely the industry will receive relief
when the case comes before the President.

Under the section, within 120 days of
commencement of the ITC's investigation, an assessment
of the industry's current problems and a strategy to
enhance competitiveness must be developed in all escape
clause cases by a group consisting of representatives of
firms and workers in the-industry, as well as the U.S.

. Trade Representative (USTR), the Secretaries of Labor
and Commerce, and such other agency heads as USTR
designates.

This group would submit its assessment and
strategy to the petitioner and to the ITC. In the event
the ITC finds the domestic industry is seriously injured
or is threatened with serious injury by imports, then
the petitioner would be required to submit an industry-
wide adjustment plan to the ITC. The petitioner would
not be required to submit the plan developed by the
group. If the case was government initiated, members of
the industry would also be allowed to submit plans.

Once the plan is submitted, the ITC is
required to attempt to obtain on a confidential basis
commitments from the individual members of the domestic
industry concerned on how they will implement the
adjustiment plan, which are to be transmitted to the
President. These commitments are factored into the
decision of what import relief or other actions to
recommend. They also serve as a basis for monitoring
domestic industry actions in the future, if the
President does give the domestic industry import relief.

Section 204: Repcrt and Recommendations of
the ITC.-~-This section changes the standard now used by
the ITC in recommending action to the President in those
cases where an industry is eligible for import relief,
that is, in those cases where the ITC has found serious
injury to the domestic industry from increasing imports
or the threat of such injury.
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Under this change, the ITC would determine the
import relief (by itself or in combination with other
actions, such as trade adjustment assistance, antitrust
exemption, or other actions within the power of the
President) that creates a reasonable expectation that
the domestic industry can compete successfully with the
foreign producer after the expiration of the import
relief. The ITC cannot recommend more relief than is
needed to "prevent or remedy" (the GATT standard for the
remedy) the serious injury to the domestic industry.

The purpose of the new standard is to change the focus
of the escape clause from import protection to positive
adjustment, and to increase the likelihood ITC escape
clause recommendations will be accepted by the
President.

In the event the ITC finds that the industry
would be no more competitive after section 201 relief,
then the ITC must recommend the actions, including
import relief, necessary to provide for the orderly
transfer of resources to other productive purposes.

In its report to the President the ITC is to
estimate the short- and long-term effects of any
additional tariffs or quotas on private and industrial
consumers.

Section 205: Presidential Action in Escape
Clause Casés.--Under this section, there are two classes
oF escape clause cases, those in #hich the ITC
determines by a majority vote that the domestic industry
was seriously injured or was threatened with sericus
injury, and those cases in which the ITC made that
determination unanimously (cases in which the ITC
determination on injury was negative are terminated as
under current law).

Unanimous ITC.--If the ITC injury
determination iIs Unanimous, then the President must
follow the ITC recommendations on remedy. He cannot
change the ITC remedy recomawendaton unless Congress
approves his alternative (on the legislative "fast-
track"}).

Majority ITC.--In cases where the ITC finds
injury by a majority, but not unanimous vote, if the
President determines that import relief can lead to a
domestic industry that can compete without further
relief after the expiration of the import relief or
other action the President proclaims or orders, then he
must grant some form of import relief unless he
determines this will endanger national security or would
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cause serious injury to another domestic industry. Thias
is intended to focus the President on adjustment, give
more respect to ITC recommendations, and give firms and
workers who petition for relief an assurance that the
President will focus on the merits of their problem, not
other national economic concerns. If the President
determines that the industry can never be competitive,
then he must take action to assure the orderly transfer
of resources to productive pursuits (unless such action
would endanger the national security or injure another
industry). In any case where the President rejects the
ITC recommendations, Congress may impose the ITC
recommendation by enacting a joint resolution, as under
current law.

The bill would also give the President a
broader menu of actions other than import relief that he
could take, to enable an industry to compete, including
providing trade adjustment assistance, antitrust
exemptions, directing the initiation of antidumping or
‘countervailing duty actions, entering into multilateral
negotiations or proposing legislation. Such actions may
also be used instead of import relief “"to provide for
the orderly transfer of the resources of the domestic
industry to other productive pursuits." Among the
factors the President considers in granting these non-
protection actions, are those already provided for in
current law and one concerning the efforts of firms in
the industry to provide retraining to workers, which is
intended to encourage industry to retrain workers rather
than firing them under import pressure,

Section 206: Administration, Review, and
Termination of Action by the President,--This section
restates existing law except for the following changes:

{1) Monitoring adjustment.--The section
includes a monitoring procedure, whereby the President's
actions can be changed over time. If USTR determines
after consultation with the domestic industry that the
firms and workers in the industry are not implementing
the adjustment plan in a satisfactory manner, then he
may recommend to the President that the President
terminate or modify the import relief.

(2) Time for relief.--Under this provision,
import relief may not last longer than 13 years, as
distinguished from eight years under current law.
Unlike current law, once that period has expired, the
industry is not eligible for import relief again for at
least 10 years. The purpose of this provision is to
assure the President has adequate time to help the

71-855 0 - 87 - 5
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industry, but also to assure the industry has a strong
incentive to improve its competitiveness during any
period of import protection. Import relief of more than
three years' duration must be gradually phased down, as
under current law.

If antidumping or countervailing duty cases
are ordered by the President in the course of escape
clause proceedings, the ITC is assumed to have made
affirmative injury determinations for purposes of those
cases, and the statutory time limits for those cases are
reduced accordingly.

(3) Evaluation of Import Relief.--This
section requires that the ITC, following the termination
of any relief provided under the escape clause, evaluate
the effectiveness of the relief, hold public hearings,
and issue a report to the President and the Congress
within six months.

Section 202: Eggegaivg Date.--The amendments made under
this Title would be effective for cases initiated after enactment
of this Act.

Subtitle B: Trade Competitiveness Assistance

This subtitle of the bill changes the emphasis of the
existing trade adjustment assistance program from income support
for workers and loans for firms to enhancing worker
competitiveness through retraining supplied mainly by employers
and technical assistance to firms supplied mainly by private
contractors, and retitles the program “Trade Competitiveness
Assistance."

Section 211: Eligibility of Workers and Firms.--This
section would amend the ex%stxng criteria for trade adjustment
assistance. Subsection (a) makes two changes in these criteria
for workers eligibility. First, workers in agricultural firms
are made eligible for relief, and second, workers in firms that
are indirectly affected by imports -- so-called "secondary" firms
which provide essential parts or essential services to the firms
directly affected by imports -- are made eligible for benefits.
Subseciion (b) extends eligibility to firms that meet these new
criteria.

Section 212:; Cash Assistance for Workers.--This section
amends exIsting faw that qualifies workers for trade adjustment
assistance benefits if they are unemployed by reason for imports.
Under the change, a new requirement of qualifying of benefits
would be that the eligible worker is enrolled in an approved
training program or has completed such a program after he was
separated from his trade-impacted emrloyment. It would also
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explicitly provide that if the worker fails to begin
participation in the training program, then he may not receive a
cash benefit. Section (c) allows the Secretary of Labor to waive
this requirement where the training is not available or
appropriate. Maximum cash benefits to workers would be extended
from 52 to 78 weeks (less any amounts paid under standard
unemployment insurance).

Section 213: Training Entitlement for Workers.--This
provision réquires the Secretary of Labor to provide to every
eligible and qualified worker directly or through a voucher not
more than $4,000 for each import-related separation from work.

Section 214: Sunset.--This section ends the worker
program at the end of fiscal year 1991.

Sections 215 through 217: Funding.--These sections
establish™a trade competitiveness assistance trust fund to pay
for the cost of the new program funded by an across-the-board
import duty of not more than one percent ad valorem, and
authority to negotiate a multilateral agreement permitting such
fees for adjustment assistance purposes. The new program does
not take effect until such an agreement is reached or three
years, whichever is earlier.

TITLE III: UNFAIR INTERNATIONAL TRADE
PRACTICES INVESTIGATIONS

Subtitle A: Mandatory Enforcement of United State: Rights Under
International Trade Agreements

Section 301: Amendments to the National Trade
Estimate.--This section requires the USTR to expand the annual
National Trade Estimate, a survey of foreign trade barriers and
distortions required under the Trade Act of 1984, to include
USTR's estimate of the value of additional U.S. goods, services,
and investment that could be exported but for the identified
foreign barriers and distortion.

Section 302: Actions in Response to Adversarial
Trade.--Under this provision, a new requireient would be levied
upon the President to reduce unfair trade barriers in countries
that practice "adversarial trade." Under this section, the
President is required to initiate negotiations to eliminate the
trade barriers identified in the National Trade Estimate in
countries that s3how a consistent pattern of market distorting
trade practices, including Japan. It has no automatic sanction
if the foreign government refuses to eliminate such practices.
The President is to report to Congress by December 31, 1988 on
agreements eliminating the foreign practice, including evidence
of an increase in U.S. exports commensurate with the elimination
of the barriers. If foreicn governments do agree with the
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President to eliminate such barriers and then fail to do so, the
President would be required to take action under sections 304 and
305 of this subtitle.

Section 303: Mandatory Initiation of Certain
Investigations by the USTR.-~Under this section, the provisions
in existing section 301 of the Trade Act of 1974 would be amended
to provide a special three-step "Response to the National Trade
Estimate.” The purpose of this section is to put foreign
governments on notice that the United States will initiate formal
investigations of their barriers to, and distortions, of trade
that burden or restrict U.S. commerce to a significant degree.

titep one is for USTR to identify, no later than 45 days
after the National Trade Estimate is published, which acts,
policies, and practices listed constitute a "significant" barrier
to or distortion of U.S. trade ("significant" is defined as
foreign barriers or distortions that, if eliminated, would either
directly increase U.S. exports significantly or would do so
indirectly, by setting an important precedent).

Step two is for USTR to designate which “significant"
barriers and distortions are "unjustifiable,”" which is defined in
current law as any foreign "act, policy or practice which is in
violation of, or inconsistent with, the international legal
rights of the United States."” He must also at this stage
determine whether the remaining significant foreign barriers and
distortions are likely to be within the scope of section 301,
even though they are not "unjustifiable."

Step three is that USTR is required to self-initiate
formal investigations of all significant "unjustifiable" cases
and also of those foreign barriers and distortions otherwise
actionable under section 301 that are likely to result in the
greatest expansion of U.S. exports, after consulting with U.S.
industry. The basis for requiring initiation of formal section
301 investigations in cases of violations of U.S. international
legal rights is mainly enforcement of existing agreements,
including section 301 settlements.

Section 304: 3c.tions in Response to Investigations
under Section 30l.--This provision requires the President to
retallate In all section 301 investigations within nine months of
a favorable GATT ruling and not less than 15 months after filing
or gself-initiation, subject to the following exceptions:

(a) A GATT ruling against the United States:

(b) An industry-approved settlement of the matter that
offsets or eliminates the foreign barrier or distortion;
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{c) A Presidential decision to extend the deadline for 60
days (two extensions are available, provided he
certifies to the Congress ithat resolution appears
imminent):

{d) A Presidential decision to terminate the case, even
though he agrees the foreign barrier or distortion falls
within the scope of section 301, provided he certifies
to Congress that satisfactory resolution appears
impossible and retaliation would harm “the national
economic interest." (This last condition is not
available in final, affirmative determinations in
section 301 cases against "unjustifiable" foreign trade
barriers and distortions.)

This section also requires automatic termination of any
retaliatory measure after seven years unless the petitioner
objects. 1If the petitioner wants retaliation continued, the USTR
could substitute a new measure to increase the pressure or to
relieve the consumer impact of the old measure. The President is
also authorized to terminate or modify the retaliation (and, if
necessary, provide compensation) if (a) the GATT subsequently
finds it to have been a violation of U.S. obligations: or {b)
the foreign practice is subsequently eliminated or reduced to the
industry's satisfaction.

Section 305: Miscellaneous Amendments.--This section
contains provisions adding certain specific bases for action
under section 301 developed in Committee hearings over the last
two years. These include: (1) Third country effects of unfair

ractices.--The bill specifically defines "burden on U.S. trade
and commerce” as including effects on third markets, displacing
U.S. exports to third markets, and import protection that causes
diversion of the exports of another foreign country to the United
States. Under current law, unjustifiable and unreasonable
foreign trade practices must burden or restrict U.S. commerce in
order to be actionable under section 301.

(2) Withdrawal of Generalized System of Preferences
(GSP) benefits.--This provision would allow the President to
retaliate for foreign unfair practices by withdrawing zero duty
trade benefits for developing countires under the GSP.

(3) Export "targeting".--Export targeting is included
as an "unreasonable” practice actionable under section 301
("unreasonable" practices are defined in current law as those
“which, while not necessarily in violation of or inconsistent
with the international legal rights of the United States, are
otherwise deemed to be unfair and inequitable"). "Export
targeting”" is defined in the bill as "any government plan or
scheme consisting of a combination of coordinated actions,
whether carried out severally or jointly, that bestow benefits on
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a specific enterprise, industry, or group the effect of which is
to assist the enterprise, industry, or group to become more
competitive in the export of a class or kind of merchandise."
The bill contains a list of six examples of targeting, including
promotion or tolerance of cartels, restrictions on technology
transfer imposed for reasons of commercial advantage and the use
of export performance requirements.

(4) State trading.--This bill adds to the definition of
unjustifiable trade practices under section 301 trading by a
state-owned enterprise on other than commercial terms.

{5) Unfair Trade Concessions Requirements.--This bill
adds a definition of "denying benefits™ to the United States
(under current law, "unreasonable” trade practices are those that
“deny benefits" to the United States under trade agreements) as
including nullification and impairirent of the objectives of a
trade agreement and "unfair trade concessions requirements,"
which are foreign government requirements that U.S. firms make
some special concessions, such as licensing technology or
building a foreign plant, in order to be permitted to export to a ..
foreign country. :

Section 306: Compensation Authority.--This section
authorizes the President to compensate foreign governments
entitled to such compensation under international law by reason
of actions taken under section 301.

Subtitle B: Improving Antidumping and Countervailing Duty
Enforcement )

This subtitle contains five changes to existing U.S.
laws that implement U.S. obligations under the 1979 antidumping
and countervailing duty trade agreements.

Section 311: Critical Circumstances Reform.--When a
subsidy or dumping petition (s tiled, foreign producers often
increase shipments immediately after the filing in order to have
their products arrive before penalty duties are assessed.

Current law and international agreements provide a deterrent for
this situation through retroactive assessment of duties when the
Department of Commerce finds "critical circumstances." This
provision ie intended to implement the original intent of the law
and international agreements.

Section 312: Sham Transactions.--This provision
requires the Department of Commerce to penetrate a "sham
transaction," that is, a transaction where the Department
determines that a foreign manufacturer sets up a wholly-owned
subgidiary that is not a normal channel of trade in order to
absorb antidumping duties, thereby avoiding an increase in price
to the final U.S. purchaser. In such cases, the provision
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requires the Customs Service to treat the final U.S. purchaser as
the importer of record, solely liable for the payment of dumping
duties.

Section 313: Injury in Fungible Products Cases.--This
provision would bar the ITC from making a finding of "no-injury"
solely on any of the following bases in cases on: "Fungible"
products -- products sold by weight or volume without significant
product differentiation in such merchandise whether produced by
foreign or domestic producers; the first sales at low prices did
not come from importers; low prices first occurred in another
comparable market :hat has a relationship to the U.S. market;
U.S. producers are profitadle; or, U.S. producers import.

Section 314: Diversionary Dumping.--This provision
requires the Department of Commerce to include the impact of the
dumping of imports when determining dumping margins on products
incorporating such imports to the extent, and only to the extent,
that their price is lower by reason of their including materials
or components that are the subject of either (a) an antidumping
order in the United States, or (b) an arrangement settling pre-
existing antidumping cases.

Section 315: Non-Market Economy Dumping.--This
provisionTamends the standard for determining whether a non-
market economy country is dumping. It makes the most probable
surrogate price, the average price at which similar or the same
merchandise is importea from the market economy that accounts for

the largest share of U.S. imports.

Section 316: Downstream Product Monitoring.--This
section provides for the monitoring of imported products that
incorporate materials that have previously been found by the
Department of Commerce either to have been dumped in the U.S.
markets or subsidized. Based on information received in
monitoring reports prepared by the ITC, the Department of
Commerce may initiate antidumping or countervailing cases on such
"downstream" products.

TITLE IV: INTELLECTUAL PROPERTY RIGHTS

Subtitle A: Intellectual Property Protection

Section 401: Remedies Under the Tariff Act of 1930.~--
Section 337 of the Tariff Act of 1930 makes uniawful unfalr trade
practices in the importation of goods into the United States, and
for years the ITC, which administers the law, has held -- with
support from the courts of the United States, most
Administrations and even the GATT -- that the provision allows
the ITC to exclude an article from importation into the United
States if the imported article infringes a valid U.S. patent,
copyright, trademark, or maskwork. However, current law requires
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a petitioner to show that an efficiently and economically
operated domestic industry has been substantially injured by the
infringing import. This section eliminates the requirement that
the petitioner has to show injury in patent infringement cases,
although the petitioner in a section 337 action still has to show
that the industry is operating in the United States.

Subtitle B: Access to Technology

Sections 402 through 406: Access to Technology.--Under
this section, the President 18 authorized to enter into
negotiations to assure equity of access to technology. It also
requires the USTR, in coordination with the National Science
Foundation, to monitor technology transfers between the United
States and other countries, and it provides that making
technology transfer a condition of importation is actionable
under section 301 of the Trade Act of 1974. Finally, it requires
the Secretary of Commerce to task the Foreign Commercial Service
with monitoring and reporting on intellectual property systems
abroad and muthorizes the President to provide intellectual
property protection technical assistance as part of foreign aid.

TITLE V: NATIONAL SECURITY

Section 501: Imports that Threaten National Security.--
This provision places a 90-day time 1imit on Presidential action
in cases under section 232 of the Trade Expansion Act of 1962.
It also requires the President to make written statements for his
actions in such cases.

TITLE VI: UNITED STATES TRADE POLICYMAKING

vection 601: Trade Impact Statements.--This provision
requires department heads to make "trade Impact statements" for
each of their major actions. The purpose is to make trade
considerations a major element of agency decisionmaking.

Section 602: Natijonal Trade Council.--This provision
creates a National Trade Council in the White House, chaired by
the USTR to coordinate advice to the President on trade matters.

Section 603: National Trade Data Bank.--This provision
is intended to assure the United States develops, over the next
several years, adequate data information procedures and resources
to provide the necessary backup to the effort that will be
necessary in trade policymaking in the United States in the
1990's. Under the provision, an interagency committee
establishes a system, and monitors and reports to Congress
annually on objectives for, the collection and distribution of
data relating to trade.
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TITLE VII: AGRICULTURAL TRADE

Section 701: Crisis in Agricultural Trade.--This
section describes the growing crisis in U.3. agircultural trade.
It states that the policy of the United States is to increase
agricultural exports and support programs to make U.S.
commodities and agricultural products more competitive. It
further states that it is the policy of the United States to
reduce expensive agricultural programo consistent with efforts to
reduce the Federal deficit, but indicates that the United States
will not reduce price support and export subsidies unilaterally
to the disadvantage of American farmers and agricultural
exporters.

Section 702: Commodities for Cooperator
Organizations.--This section would permit the Commodity Credit
Corporation to provide surplus commodities to cooperator
organizations. Currently, the U.S. Department of Agriculture
{USDA) assumes approximately one-third of the costs of
cooperator programs to develop foreign markets.

Section 703: ‘Foreign AQriggltural Service (FAS)
Personnel.--This section ensures an FAS staff of 850, including
agricultural attaches posted abroad. FAS is the primary
organization responsible for promoting U.S. agricultural exports
abroad and developing U.S. markets overseas.

Upon returning from tours of duty overseas, U.S.
agricultural attaches will be required to spend the first six
months in the United States in agricultural regions. Attaches
will use time to counsel farmers on methods to improve exports
and on developing markets abroad. The bill also requires
attaches to spend at least 60 percent of time on market
development and product promotion. ,

Section 704: Contracting Authority to Expand
Agricultural Export Promotion.--This section grants the USDA
authority to hire forelgn nationals to assist our agricultural
attaches abroad.

Section 705: Office of International Market Development
and Export Promotion.--The office created by this provision {s
charged with developing new strategies for creating markets for
U.S. agricultural exports and for coordinating all such policies.
The office will also monitor the practices of foreign nations in
promoting exports. The office will nrovide an annual report to
Congress with recommendations for new promotional policies and
agssessment of current policies. Other new programs to be
implemented by the office include a marketing-export promotion
exchange program, a grain quality monitoring office, and a
program evaluation unit.
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Section 706: New Market Development.--Markets and New
Products.--Currently, more than one-hall of all U.S. agricultural
promotional funds are spent in comfortable, established markets
in Europe and Japan. Only nine percent of such funds are spent
in Latin America and Africa -- newly emerging agricultural
markets. The bill requires one-half of new funds to be used to
promote U.S. agricultural exports in developing markets. The
bill also requires that one-half of funds be used to promote
processed agricultural exports, rather than raw commodities.
{(See section 719.) The United States is losing its competitive
edge in raw exports, but there are valuable markets to he
established for processed products. The bill moves U.S.
agriculture in that direction.

Section 707: Trade Shows and Exhibitions.-~-The United
States spends approximately one-third of the amount spent by
Australia and Argentina per $1 billion in exports on agricultural
trade shows and exhibitions, The bill would provide new funds to
double the number of trade shows USDA sponsors. The current
trade show budget of $2.3 million will be increased to $8

million.

Section 708: Program Management and Support.- :This
section increases USDA's current authorization for program
management and support activities of the FAS from $7.47 million
to $10.97 million.

Section 709: Market Promotion and Trade Development.--
The section increases from 322.5 million to 330 million the funds
for FAS attaches and support personnel in the United States. It
requires one-half of new funds to be used to promote exports in

developing markets.

Section 710: Export Market Development Advisor
Committee: The committee created under thls provision will
advise USDA on how to improve export promotion and market
develoment efforts.
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The CHAIRMAN. This hearing will come to order.

We will try to start these hearings on time, and I note that the
clock shows that we are starting ahead of time, but they tell me
they have a new clock, and it is just 10.

Let me say to the witnesses that we have had fewer witnesses in
these hearings than have appeared in similar hearings in the past,
but we have tried to have people whom we thought could have a
constructive and major contribution to this committee. We want to
give them more time to try to develop their points of view, and in
t}L:m give the members of the committee more time to question
them.

There are a few major companies in this country that I think
really stand out in the way of being heavyweights, not just in the
volume of their business but in their productivity, their creativity,
their innovativeness, and their marketing, and they have chief ex-
ecutives that go with that calibre. I think we have two of those
companies here this morning.

One of those witnesses will be Mr. Colby Chandler, who is Chair-
man of the Board and Chief Executive Officer of Eastman Kodak.
He is also Chairman of the President’s Export Council, and he is
from Rochester, New York.

The other is Mr. Robert Galvin, Chairman of the Board of Motor-
ola. He is from Illinois, and we are very pleased to have him this
morning.

I would welcome you. I have no statement, but if you have state-
ments you would like to make, it is all right.

Senator Moynihan, do you have any comments?

Senator MoyNIHAN. I have no statement, Mr. Chairman.

The CHAIRMAN. Mr. Chandler, if you would, proceed please.

STATEMENT OF COLBY H. CHANDLER, CHAIRMAN OF THE
BOARD AND CHIEF EXECUTIVE OFFICER, EASTMAN KODAK,
INC.: AND CHAIRMAN, PRESIDENT'S EXPORT COUNCIL: ROCH-
‘STER, NY

Mr. CHANDLER. Thank you, Mr. Chairman. It is a pleasure to be
here. and thank you for that privilege. I will keep my comments to
my script at the beginning, before questions, in order that we may
move swiftly.

The U.S. faces a trade and international financial crisis of un-
precedented proportions, I believe you will all agree. In a few short
years, we have gone from running a virtual balance in our current
account to a deficit of roughly $150 billion, and have gone from a
provider of capital to the rest of the world to the largest debtor.
And the U.S. manufacturing secior, once considered preeminent, is
now under literally under siege. Unless appropriate policy actions
are taken soon, we face a grim future of substantially lower stand-
ards of living, higher inflation, and slow growth in order to “pay
our way'’ and redress the imbalances that currently exist.

This unhappy vision is not inevitable, however. Much will
depend upon the policies adopted by the Congress and the Adminis-
tration in the months ahead. To a businessperson who depends on
open markets and a sound global economy, it seems clear that
there are constructive ways to deal with our problems as well as
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destructive ways. Which path we take depends upon properly iden-
tifying the fundamental causes of our problems. Treating symp-
toms, I believe, will only exacerbate our troubles in the long run.
Above all, we need to avoid what may be politically attractive
short-term solutions. It is very easy for us to blame others for our
problems and devise policies accordingly, but that will not lead to
Snrexpansion of worldp trade or necessarily a reduction in the trade
eficit.

The major causes of our trade deficit and our lack of competitive-
ness can {)e found in I believe three broad categories: First is the
macro-economic policies; second, the fact that much of the rest of
the world has, in a very short period, caught up with the United
States in terms of technology and manufacturing and marketing
capabilities; and the third is the debt burden of the developing
countries.

Accordingly, I believe that the principal solutions to our trade
problems lie with the following:

First, a substantial reduction in the budget deficit;

Second, further significant dollar depreciation; and

Third, a resolution of the debt crisis in the LDC's.

I would like to discuss these three factors in some detail, and
then I will turn to the policy implications.

First, on macro-economic policy: In the United States and
abroad, we surely cannot restore our trade balance and American
competitiveness unless we make significant headway in reducing
that federal budget deficit. I believe all other actions pale in com-
parison.

Economists tell us that a nation’s trade balance is just equal to
the difference between its national savings and its investment, and
our national savings have never been lower in the post-war period
3h?n they have become in this period of massive federal budget

eficits.

Our experience since 1981 shows clearly the dilemma: to main-
tain adequate investment levels in this country, we have had to
run unprecedented trade and current account deficits. Thus, absent
substantial reductions in the budget deficit, to reduce our trade def-
icit we must first cut investment, which robs us of the means to
pay our way in the future, or second, figure out a way to increase
savings, which probably is unlikely.

The other side of the macro equation is interest rates. If substan-
tial strides are taken on the budget deficit, interest rates will need
to come down. Budget deficit reduction without lower interest rates
could send the U.S. and global economies into a serious downturn.
Since growth has been driven in large measure by fiscal expendi-
tures, any significant contraction there would need to be offset by
interest rate red'ictions in order to maintain a healthy economy.
Clearly, the last thing we can afford is a global recession. If our
trade problems and the debt servicing difficulties of our farmers,
corporations, and developing countries look daunting now, these
conditions will clearly be exacerbated in a recessionary environ-
ment.

If, on the other hand, deficit reduction were offset by lower inter-
est rates, the benefits to U.S. manufacturers, the domestic econom
and the global economy would be many. First, the dollar would fall
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further. And as I indicated at the outset, I believe the fundamen-

tals will drive further dollar depreciation in the 20 to 30 percent

range. The depreciation to date has been helpful, but we need
¢much more, and here is why:

The Japanese worker in manufacturing today makes roughly 60
percent of his American counterpart. Korean and Taiwanese work-
ers make 11 percent of what the average American worker makes.
At the same time, manufacturing productivity in Japan has in-
creased 60 percent in the eight years since 1977, compared to only
22 percent in the United States. Even more striking are the gains
in Korea, where manufacturing productivity has grown at an aver-
age of 12 percent a year over the last 15 years.

Given the disparity ir. wages and productivity growth, it is
simply not possible to envision a substantial increase in our com-
petitiveness that does not involve further decline in the value of
the dollar. U.S. made goods would simply not be competitive. A
much lower doliar is not without costs in terms of real wages and
inflation. However, the alternative seems worse: more erosion in
our competitive position, and increasing resort by U.S. manufactur-
ers to production abroad in countries where labor costs are lower.

Lowering of interest rates here would inevitably force our major
trading partners, Germany and Japan, to do likewise. If nothing
else, they would have to act to try to keep their exports competi-
tive. Lower interest rates abroad, which the Administration has
been advocating with little success, would stimulate global econom-
ic growth—a desirable effect, since one reason our trade deficit re-
mains so large is because growth in the rest of the industrial world
is so anemic.

For example, the German economy is expected to grow by only 2
percent. If that key economy of Western Europe does not grow, the
rest of Europe will not grow. Japan is barely growing. Without rea-
sonable growth in the second and third largest industrial econo-
mies, it is hard to see how we can reduce our trade deficit in a con-
structive manner.

A second basic {)roblem exists in the fact that the rest of the
woild has ~ssentially caught up with and in some areas surpassed
the United States in technology. Remarkable advances have been
made in the past 10 years which erzeed the progress of the previ-
ous 50 years. The pace of change, the dissemination of information,
know-how, and so forth, is phenomenal today. Clearly, there is no
room for American industry to be complacent any longer.

We must be prepared to face this reality head on. Complaining
about the way other countries do business will not solve our prob-
lems. We cannot remake the world in our image and force govern-
ments to pursue policies compatible with ours. The enormous task
before us is to devise policies which maximize our ability to com-
fpete in this new world, not policies which isolate or insulate us

rom it.

I know, for Eastman Kodak Company, that our biggest challenge
is the competition. Ten years ago that would not have been the
case; but large strides have been made by our competitors, and I
think it is safe to say that a healthy respect for that fact has done
much to prompt enormous change in our company. In the three
years 1985 to 1987, Kodak will have invested nearly $5 billion in
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capital improvements to make our operations more efficient, and
about $3 billion in research and development.

Thirdly, we must resolve the developing country debt crisis if the
trade deficit is to be reduced. To pay our way, we need robust and
sustained growth in the developing world. They are large custom-
ers of the U.S. manufacturers.

Latin America in the 1970’s was a growing market. We need to
stimulate that market as a consumer of goods and services provid-
ed by U.S. suppliers.

The U.S. trade balance with the 20 Latin American republics
shifted from a $5.5 billion annual surplus in 1981 to an annual rate
deficit of $15.5 billion in 1986, a net change of $21 billion. Over half
of this worsening trade balance was due to a fall in U.S. exports, a
situation unique among the major regions that account for the
bulk of U.S. trade. This is a direct result of the policy response of
Latin American governments to the debt crisis.

Moreover, adjustment policies imposed to deal with the debt
problem may be reducing Latin America’s future economic growth
potential, as well as limiting the market for U.S. goods. Between
1983 and 1985, investments as a percentage of Gross Domestic
Product fell by one-fourth compared to the previous five years. This
decline in investment is alinost identical to the increase in external
surpluses being run by these countries in order to service their
debt. In other words, today’s interest is being paid at the expense
of tomorrow’s growth.

Balancing competing interests to assure an equitable and suc-
cessful resolution of the debt crisis is extremely complex and diffi-
cult. What does seem clear, however, is that current policies are
not achieving desired results.

Well, I have cited the crucial need to alter macro-economic
policy, the enormous increase in competition, and the debt problem
of the Third World as thc tree most critical problems relating to
trade. The key question is: How should this committee respond,
given these challenges? :

To begin with, I believe the overriding imperative for policymak-
ers in the Congress and the Administration is to work together to
devise a realistic program of budget deficit reduction. We cannot
afford to leave this problem unresolved. We are in the fifth year of
a recovery. Sooner or later we are going to face a recession. As a
businessman whose company's success depends on consumer
demand, I would hate to see us have to cut the budget deficit
during poor economic conditions.

Action by the Congress to reduce the federal budget deficit would
not only free the Federal Reserve's hand to lower interest rates,
but it would most likely trigger a similar response by Germany and
Japan. A realistic, politically-viable deficit-reduction program
would be compelling evidence to the world that, indeed, the U.S.
was coming to grips with its problems.

A worldwide cut in interest rates would reduce the cost of capital
for investment. A further benefit is that lower interest rates help
reduce the budget deficit in a painless way.

I recognize that the developing-country debt crisis does not lend
itself readily to legislative solutions. However, 1 would offer a
couple of thoughts on this problem:
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First, restricting access to the U.S. market for goods from heavi-
ly-indebted Third World nations, while pushing them to accept
more imports from the U.S. and at the same time expecting them
to service their debt as currently structured, is asking a great deal.

Second, it seems to me that we have to make some choices on
how we want to handle this problem. Certainly it is my view that
the interests of the United States manufacturing sector have not
been adequate!iy taken into account.

We also need to consider the critical question of how we respond
to the rest of the world catching up with us. Clearly, there are two
important things that can be done:

irst, I would urge that we give the Administration the authority
to negotiate tariff and non-tariff bariier reductions in the new
GATT round. In a world where the U.S. is no longer preeminent it
is vitally important to revitalize the raultilateral system. Twenty
years ago we could write the rule of the global ¢conomy, and we
could walk away from them when they were not in our interests,
but no longer. Today, more than ever, we need a system of multi-
laters:il checks and balances if U.S. trade interests are to be pre-
gerved.

Our best hope, and perhaps our only hope, to get beyond the
trade impasse is through negotiated agreements with our trading
partners. We need existing rules strengthened, and we need ex-
panded coverage for services, investment, subsidies, intellectual
property. These are today’s and tomorrow’s problems.

Second, we need to be careful about protectionist solutions. Of
course, the easiest thing this committee ¢.n do is legislate import
restrictions—it is straightforward. However, it is very hard to see
how restricting our markets will increase the competitiveness of
U.S. industry. A tariff on imports will harm U.S. exports.

There are, of course, sectoral problems of excess capacity, of un-
competitiveness; but there are also costs, often hidden, to govern-
ment intervention. Managing trade in one sector will inevitably
reduce competitiveness in another, because restrictcd trade raises
prices, and higher prices hurt users and ultimately hurt producers.

Well, I have discussed at some length what I consider the prob-
lems to be and what might be usefully done. I would like to con-
clude by saying that, clearly, I place primary responsibility for
maintaining competitiveness on the shoulders of American busi-
ness. Government has, at the same time, an obligation to provide a
reasonable economic environment of steady growth, a fairly valued
currency, and low inflation. Government must also be sensitive to
the problems which excessive regulation can cause.

Ultimately, however, business must take the hard steps—and I
believe it is—to make itself competitive. We and our shareowners
need to think long-term instead of short-term. We need first class
research and the means to apply that research to commerciallf'-
viable products in a timely fashion. And we need to think globally
and be prepared to tailor our products to local markets.

I believe we are doing that at our company, Eastman Kodak, and
at many other companies, where the need to become more competi-
tive is driving enormous change in this country. And although I
have every confidence in American business, I do not underesti-
mate the seriousness of this task.
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Thank you.

The CHAIRMAN. Thank you very much, Mr. Chandler.

The next witness I want to call on is an old friend of many years,
a man who has had an extraordinary caree: in business and a deep
interest in trade, Mr. Robert Galvin of Motorola.

[Mr. Chandler’s prepared written statement follows:]
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SENATE FINANCE COMMITTEE TESTIMONY

by Colby H. Chandler
February 5, 1987

The U.S. faces a trade and international financial crisis
of unprecedented proportions. In a few short years, we
have gone from running a virtual balance in our current
account to a deficit of roughly $150 billion From a
provider of capital to the rest of the world. we have
become the largest debtor. And the U.S. manufacturing
sector, once considered preeminent, is now under siege.
Unless appropriate policy actions are taken soon, we face
a grim future of substantially lower standards of living,
higher inflation and slow growth in order to "pay our way"

and redress the imbalances that currently exist,

This unhappy vision is not inevitable, however. Much will
depend on the policies adopted by the Congress and the
Administration in the months ahead. To a businessman who
depends on open markets and a sound global economy, it
seems clear that there are constructive ways to deal with
our problems, and destructive. Which path we take depends
on properly identifying the fundamental causes of our
problems. Treating symptoms will only exacerbate our
_troubles in the long run. Above all, we need t6 avoid
politically attractive, short term solutions. 1Its very

easy to blame
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others for our problems and devise policies accordingly.
But that will not lead to an expansion of world trade or a

reduction in the trade deficit.

The major causes of our trade deficit and our lack of
competitiveness can be found in three broad categories.
The first is macro economic policy. The second is the
fact that much of the rest of the world has, in a very
short period, "caught up” with the United States in terms
of technology, manufacturing and marketing capabilities.

The third is the debt burden of the developing countries.

Accordingly, I believe that the principal solutions to our
trade problems lie with the following:
1) substantial reduction in the budget deficit,
2) further significant dollar depreciation, even if it
means a bit more inflation; and
3) a new approach to the debt service problem in

heavily indebted Third World nations.

I would like to discuss these three factors in more
detail. After which, I will turn to the policy
implications for the Senate Finance Committee as it begins
formulating its trade and competitiveness legislation in

the weeks and months ahead.
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First, the critical question of the conduct of macro
economic policy, both in the United States and abroad.
There can be no substantial improvement in our trade
balance and restoration of American competitiveness unless
we make significant headway in reducing our federal budget

deficit. All other actions pale in comparison.

Economists tell us that a nation's trade balance is just
equal to the difference between its national savings and
investment. And our national savings have never been
lower in the post-war period than they have become in this

period of massive federal budget deficits.

Our experience since 1981 when the budget deficit began to
mushroom shows clearly the dilemma: to maintain adequate
investment levels in this country, we have had to run
unprecedented trade and current account deficits. Thus,
absent substantial redqctions in the budget deficit, to
reduce our trade deficit we must (1) cut investment, which
robs us of the means to pay our way in the future, or

(2) figure out a way to increase savings, which is

unlikely.
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The other side of the macro equation is interest rates.
If substantial strides were taken on the budget deficit,
interest rates in the U.S. would need to come down.
Budget deficit reduction without lower interest rates
could send the U.S. and global economies into a serious
downturn. Since growth has been driven, in large measure,
by fiscal expenditures, any significant contraction there
would need to be offset by interest rate reductions in
order to maintain a healthy economy. Clearly, the last
thing we can afford is a global recession. If our trade
problems and the debt servicing difficulties of our
farmers, corporations, and developing countries look
daunting now, imagine how threatening they would be in a

recessionary environment.

If, on the other hand, deficit reduction were offset by
lower interest rates, the benefits to U.S. manufacturers,
the domestic economy and the global economy would be
many. First, the dollar would fall further. As I
indicated at the outset, I believe we need substantial
further dollar depreciation, in the 20 to 30 percent
range. The depreciation to date has been helpful, but we

need much more. Here is why.
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The Japanese worker in manufacturing today makes roughly
sixty percent of his American counterpart. Xorean and
Taiwanese workers make 11 percent of what the average
American worker makes. At the same time, manufacturing
productivity in Japan has increased 60 percent since 1977
compared to only 22 percent in the United States. Even
more striking are the gains in Korea where manufacturing
productivity has grown at an average of 12% per year over

the last 15 years!

Given the disparity in wages and prodqctivity growth, it
is simply impossible to envision a substantial increase in
our competitiveness that does not involve further decline
in the value of the dollar. A much lower dollar is not
without costs, in terms of réal wages and inflation.
However, the alternative seems worse: more erosion in our
competitive position and increasing resort by U.S.
manufacturers to production abroad in countries where

labor costs are lower.

Lowering of interest rates here would inevitably force our
major trading partners, Germany and Japan, to do

likewise. If nothing elge, they would have to act to try
to keep their exports competitive. Lower interest rates

abroad, which the Administration has been advocating with
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little success, would stimulate global economic growth, a
desirable effect since one reason our trade deficit
remains 50 large is because growth in the rest of the

industrial world is so anemic. ’

For example, the German economy is expected to grow by
only 2 per cent. If that key economy.of Western Europe
does not grow, the rest of Europe will not grow either.
Japan is barely growing. Without reasonable growth in the
second and third largest industrial economies it is hard
to see how we can reduce our trade deficit in a

constructive manner.

A second basic problem exists in the fact that the rest of
the world has essentially caught up with, and in some
areas surpassed the United States in technology.
Remarkable advances have been made in the past ten years
which exceed the progress of the previous fifty years
combined. The pace of change, the dissemination of
information, know-how, etc. is phenomenal today. Clearly,
there is no room for American indusiry to be complacent

any longer.
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We must be prepared to face this reality head-on.
Complaininq about the way other countries do business will
not solve our problems. We cannot remake the world in our
image and force governments to pursue policies compatible
with ours. The enormous task before us is to devise
policies which maximize gur ability to compete in this new

world, not policies which isolate or insulate us from it.

I know for Eastman Kodak Company that our biggest
challenge is the competition. Ten years ago, that wonld
not have been the case. But large strides have been made
by our competitors and I think it is safe to say that a
healthy respect for that fact has done much to prompt
enormous changes in my company. In the three years
1985-1987, Kodak will have invested nearly $5 billion in
capital improvements to make our operations more
efficient, and about $3 billion in research and

development.

Third, we must resolve the developing country debt crisis
if the trade deficit is to be reduced. To “pay our way",
we need robust and sustained growth in the developing

world. Latin America in the 1970's was a growing market.
We need to stimulate that market, as a consumer of goods

and services provided by U. S. manufacturers.
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The U.S. trade balance with the 20 Latin American
republics shifted from a $5.5 billion annual surplus in
1981 to an annual rate deficit of $15.5 billion in 1986 --
a net change of $21 billion. Over half of this worsening
trade balance was due to a8 fall in U.S. exports, a
situation unique among the major regions that account for
the bulk of U.8. trade. This is & direct result of the

policy responses of Latin governments to the debt crisis.

Moreover, adjustment policies imposed to deal with the
debt problem may be reducing Latin America‘s future
economic growth potential, as well as limiting the market
for U.S. goods. Between 1983 and 1985 investments as a
percentage of GDP fell by one-fourth compared to the
previous five years. This decline in investment is almost
identical to the increase in external surpluses being run
by these countries in order to service debt repayment. 1In
other words, today's interest is being paid at the expense

of tomorrow's growth.

Balancing competing interests to assure an equitable and
successful resolution of the debt crisis is extremely
complex and Aifficult. what does seem clear, however, is

that current policies are not achieving desired results.
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I have cited the crucial need to alter macro economic
policy, the enormous increase in competition, and the debt
prcblems of the Third World, as the three most critical
problems relating to trade. How should the Finance

Committee respond, given these challenges?

To begin with, I believe the overriding imperative for
policy-makers in the Congress and the Administration is to
work together to devise 8 realistic program of budget
deficit reduction. We cannot afford to leave this problem
unresolved. We are in the fifth year of a recovery.
Sooner or later, we are going to face recession. As a
businessman whose company's profitability depends on
robust consumer demand, I would hate to see us have to cut

the budget deficit during poor economic conditions.

The Senate Finance Committi.e 18 central in any effort to
devise a budget deficit reduction plan. 1I would urge all
members of the Committee to work together and with the
Administration in a bipartisan manner to deal with this

problem.

Action by the Congress to reduce the federal budget
deficit would not only free the Federal Reserve's hand to
lower interest rates, but would most likely trigger a

similar response by Germany and Japan. The Germans, when

71-855 0 - 87 - 6
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pressed to.alter their econonmic policies, constantly tell
us to "get your own hou§e in order before coming to us",
A realistic, politically viable deficit reduction program
would be compelling evidence to the worlé that, indeead,

the U.S. was coming to grips with its problems.

A worldwide cut in interest rates would reduce the cost of
capital for investment. A further benefit is that lower
interest rates help reduce the budget deficit in a

painless way.

I recognize that the developing country debt crisis does
not lend itself readily to legislative solutions.
However, I would offer a couple of thoughts on this
critical problem. First, restricting access to the U.S.
market for goods from heavily indebted third world
nations, while pushing them to accept more imports and at
the same time expecting them to service their debt, is
unreasonable. As you craft legislation,\l urge you to

keep that in mind.

Second, it seems to me that we have to make some choices
on how we want to handle this problem. Certainly, it is
my view that the interests of the U. §. manufacturing

sector have not been adequately taken into account.
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We also need to consider the critical question of how we
respond to the rest of the world catching up with us,
Clearly, this is where the bulk of your efforts will be

focused. There are two very important things you can do.

First, I would urge you to give the Administration the
authority to negotiate tariff and non-tariff barrier
reductions in the new GATT round. In a world where the

U. 8. in no longer preeminent, it is vitally important to
revitalize the multilateral system. Twenty years ago we
could write the rules for the global economy, and we could
walk away from them when they were not in our interest,

No longer:. Today, more than ever, we need a system of
multilateral checks and balances - if U.6. trade interests

are to be preserved.

Our current trade policy has been likened to World War 1.
We are dug into trenches lobbing trade restricting actions
at each other, prompting retaliation and

counter-retaliation. Clearly, this is a negative sum game.

Our best hope —-- perhaps our only hope -- to get beyond
the current trade impasse is through negotiated agreements

with our trading partners. We need existing rules
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strengthened and we need expanded coverage for services,
investment, subsidies, intellectusal property. These are
today‘'s and tomorrow's trade problems. We need to agree
upon international rules if we are to avoid unilate.al

protection, a8 rise in beggar-thy-neighbor policies, and

ultimately, a repeat of the disastrous policies of the

1930's.

Second, avoid protectionist solutions. The esasiest thing
the Senate Finance Committee can do is legislate imporé
restrictions. However, it is very hard to see how
restricting our markets will increase the competitiveness

of U.8. industry. A tariff on imports can only harm U.S’

exports.

‘As you are debating how to deal with sectoral problems of
excess capacity, or uncompetitiveness, remember that there
are costs, often hidden, to government intervention.
Managing trade in one sector will inevitably reduce
competitiveness in another, because restricted trade

raises prices, and higher prices hurt users and

ultimately, producers.
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I have discussed at some length what I consider the
problems to be, and what the Senate Finance Committee can
most usefully do. I woﬁld like to conclude by saying,
that I place primary responsibility for maintaining
competitiveness on the shouldéts of American business.
Government has an obligation to provide a reasonable
economic environment of steady growth, a fairly valued
currency and low inflation. Government must also be
sensitive to the problems which excessive regqulation can

cause.

Ultimately, however, business must take the hard steps to
make itself competitive. We need to think long term,
instead of short term. We need first-class research and
the means to apply that research to commercially viable
products in a timely fashion. And, we need to think
globally and be prepared to tailor our products to local

markets.

We are doing that at Eastma~ Kodak Company and at many
other companies where the need‘to become more competitive
is driving enormou$ change. Aiéhough I have every
confidence in American business, let no one underestimate

the task sahead of us.

1/26/87
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STATEMENT OF ROBERT W. GALVIN, CHAIRMAN OF THE BOARD,
MOTOROLA, INC., SCHAUMBURG, 1L

Mr. GaLviN. Thank you very much, and thank you for the privi-
lege of appearing before your committee.

In my written testimony I have dealt with the macro-factors and
have done so under a series of themes: the themes of neglect, ideol-
ogy, pervasive change, and time. I leave for the record what has
been stated there, and I would be pleased to respond to observa-
tions or questions if it were in the interest of the committee to do
so.
I would prefer to go to what literally is the second part of my
testimony, which I will now summarize in order to provide a specif-
ic emphasis and possibly even a point of contrast for the interest of
the committee.

Your quest to improve trade performance and competitiveness
will span those macro-issues and the major issues like federal defi-
cit, currencies, education, et cetera. They are vital; but none, if
acted on, will have notable effect for years. Timeliness is also es-
sential to business success.

Industry trade problems are immediate and particular, so I focus
now on one: the excess trade imbalance with Japan and other na-
tions due to inadequate real access to their markets.

Conventional wisdom has been “trade laws are adequate; reci-
procity on access is protectionism.” The wisdom has sustained. The
trade deficit has soared.

Reality may be changing. The Administration may propose reci-
procity in some cases of market access denial. This speaker favors
ia similar theme. Proposals are surfacing to strengthen our trade
aws.

I hope this may reflect a principle stated by Jean Kirkpatrick,
who recently wrote: “Shielding industries from competition is one
thing; insisting that they be permitted to compete is another. The
issue is gaining access.” That is the critical issue with Japan, as an
example.

My company is slowly gaining sales in Japan with some of the
more open-minded there, but many steps require the U.S. Govern-
ment authorities’ help to open the next market. Qur few govern-
ment authorities can’t be available to open every single door. It is
no fun for them or for us that we have to operate in that mode. It
is uncompetitively costly to have to promote a market that way.
Ironically, I believe that many Japanese leaders who mistakenly
view their market as more open than it is mean for it to be more
open. But—and here is the critical factor—leaders there, collective-
ly, cannot do anything significant about it; their central organs of
government cannot take grand decisions on issues like access and
make them stick. Many semi-autonomous groups share power in
Japan. They are involved with discretionary rights of self-determi-
nation. Some are Ministries, who have different points of view be-
tween them; some are political factions, and they have their re-
served power; some are industry groups. They cooperate, but they
also offset each other. And they don’t wish that their arena’s plans
be affected by too many accommodations to non-traditional associ-
ates. The result is an aggregation of protectionism.
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Marry this with the appealing culture of avoiding serious conflict
in that society. The Japanese way is not to face an issue, to the
point of forcing others to subordinate their positions to another.
Conflict remains unresolved. Relevance? No consequential change
in the myriad of buying restraints will occur by our negotiation c:
persuasion; only vigorous pressure, with very serious, predictable
consequences—if not heated—can give the Japanese the justifica-
tion to come together and implement access. Some Japanese quiet-
ly welcome such pressure to ease the way.

There is only one consequential pressure I know of, and that is
the proposal that surfaced here last year. That plan provided for
annual surplus-reduction goals for countries deemed to have excess
trade surpluses. The President would be required to take action to
redress those not met with tariffs or other measures.

I know that suggestion does not satisfy today’s conventional
wisdom, but yesterday’s conventiow... wisdom has not satisfied our
trade deficit. That plan, which did surface here last year, does not
deserve the pejorative label “protectionism.” Its purpose is to open
and free markets. It is the only tool that will work soon to leverage
the others to open there.

They will not want to suffer those tariffs, and need not. Frankly,
we don’t want them to have to take effect. Their prospective appli-
cation is but a means to an end. If access were actively implement-
ed, America would then shift into gear.

Let me conclude with the essential reason we must achieve this
result promptly: American industry cannot compete—I repeat,
American industry cannot compete—sufficiently, unless it actually
sells large volumes in Japan and other key markets as a compet-
ing, disciplining force there. That is the “rules of the game” in
business. Otherwise, their whole market is a sanctuary, while we
have no and ask no sanctuary here.

If today’s conditions persist for just a few years, Japan in par-
ticular will continue its unchallenged bid to systematically under-
mine Western industries, as Peter Drucker puts it. He dubs this
“adversarial trade’” as distinct from competitive trade. That kind of
trade aims at winner-take-all; whereas, the Western and American
purpose is pursuit of access and access to all markets in a win-win
environment.

Those of us who see this reality today want all of our trading
partners to prosper, but in a give-and-take mode which achieves
the condition where all of us can actuaily compete abroad as well
as at home.

Thank you.

{Mr. Galvin's prepared written statement follows:]
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It is a pleasure to appear today before the
distinguished members of this Committee, The leadership of
the Senate and this Committee demonstrate a strong sense of
urgency and seriousness of purpose in examining problems of
U.S. competitiveness and international trade and
investment. The magnitude of our problems is not yet widely
appreciated or understood, so these hearings should play a
role in informing the American public and creating a
consensus to implement the dramatic and far reaching changes

that are required.

My intention is to place on the record certain themes
that may provide a framework for your investigations and for
designing an appropriate course of acticn., Certain more

particular suggestions are also offered.

The first of these themes is neglect. In the United
States, we have simply not faced up to the long term erosion
of our economic productivity and of many of our strategic
industries, More recently, we have ignored the deletericus
impact of immense federal budget and current account
deficits and an overvalued dollar. The consequence of these
many years of neglect is that the sacrifices required to
correct these problems will be much greater than they might
otherwise have been, Each year that we debate the issues
and argue about what to do only raises the costs that must

eventually be borne in our society. Each time we settle for
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the best we can achieve, given political realities, we only
raise the ante. You can't play table stakes poker with only
a few chips in front of you. And we are in a competitive
poker game in which other countries are willing to put all
their chips into the pot. In fact, the United States has as
many chips as anyone‘else and could play the game much more

successfully, if we had the will to do so.

My second theme is ideology . We live in a world of
ideas and concepts. How often have we heard the phrase
perception is reality. The phrase rings true if it
determines the way people behave. Each of us can cite
examples., But if perceptions become so far removed from
reality that the discrepancies cannot be ignored, a crisis
occurs and a new set of perceptions will inevitably take
their place, In my opinion, the ideology which has
determined U. S. perceptions and policies regarding
international competition and trade has gotten so far from
reality that it must be reconstituted and reinvigorated. We
are competing in a world of nations with different
ideologies -- from the state development economies of East
Asia, to the mixed economies of FEurope, to the centrally
planned economies. Each of these other ideology
practitioners is results oriented, restricting foreign
access to their home markets while mobilizing national
resources to accomplish national performance objectives in
the others' markets. The United States is process oriented,

believing that competitive processes always produce the best
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results If other nations adherad to the same process
orientation, our ideology would be workable, but they do not.
The consequence is that sooner or later at least some other
nations find a way to achieve the results they want -- at
our expense, With the growing interdependence of the U, S.
economy with the rest of the world, we can no longer ignore
the reality that differences in ideology are undermining the
ability of our economy and society to maintain its security
and its standard of living. We must create a framework that
accepts these differences as reality and seeks to preserve
our values within that context, If, in pursuing such a
framework, we want other nations to behave differently, we
will have to take decisive new action to cause their

different behavior,

A third theme is pervasive change. After many years of
neglect, because we were committed to an ideology
inconsistent with world realities, we are in a position that
will require pervasive changes., Numerous commissions,
associations, committees, and academics have generated very
long, detailed and remarkably consistent lists of changes
needed to restore U. S, competitiveness and improve the
international trading system. What is striking about these
lists is their scope and the magnitude of changes proposed.
Creating effective incentives for production and achieving
more rapid productivity improvement while discouraging
consumption will bYe a wrenching change., Balancing the

budget without causing a serious recession is an incredibhly
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difficult task. Eliminating the market distorting practices
of other countries and renegotiating the international rules
of the game is a formidable chqllenge. To accomplish such
pervasive changes will require the next President to commit
at least as high a priority and persistent an effort to
restoring full U. S. competitive openings and competence as
President Reagan has to rebuilding American defense
capabilities and credibility. It will require a clearer
determination and a much closer partnership between the

President and the Congress.

The final theme is time., To adapt our ideology to
world realities and implement the pervasive changes needed
to overcome years of neglect will take time -- a long time,.
Even if the grand changes such as fiscal deficit reduction,
currency revaluation, education and training enhancements,
etc, could de legislated tcday it would take years before
the effects could filter through our economy and generate
the desired results. In the interim, like the oil tanker
trying to change direction, the momentum from years of
neglect will further erode our ability to recover without
likely dislocation in our economy such as further dollar
valuation churning, higher interest rates, slowing economic
growth and decline in our standard of livirng. It is a
challenge to all of us to devise interim measures that can
be taken to minimize such ~isks without diverting attentiun
from the more fundamental changes that must be

systematically implemented over the coming years. We need
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to prioritize changes to achieve the greatest impact as soon

as possible, rather than try to do everything at once,

In addition, we need to reorder our priorities for
renegotiating the international rules of the game. OQur priori-
ties should focus on creating a framework that will permit the
U.S. to co-exist with economies based on different ideologies.
Instead of segmenting negotiations based on the fragmented
bureaucracies that deal with monetary, fiscal, trade and
other dimensions of our economy, we need an integrated
approach that recognizes they are pieces of a larger
puzzle, And the agenda should reflect as priorities the
issues that matter most, not the ones on which we can most
easily reach an agreement. To obtain meaningful
negotiations on the most critical issues we must first act
in a manner that clearly defines and supports virtually each
U. S. ~dustry and service group's effective reciprocal

acce to each key market.

Many of us in the ousiness community who are engaged in
global competition have already had to face some hard
realities and make dramatic changes in the way we manage our
businesses. We now need the same level of effort from all
parts of government if these adverse effects on the U.S.

national interest are to be reversed.
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In the foregoing statement, I have outlined several
broad themes for your consideration which relate

systematically to U, S. trade. Our competitive

problems are so serious that nothing but a systems
approach -- a comprehensive strategy on the fiscal
deficit, currency staoility, education, etc, -- will
fundamentally reverse America's trade performance.
Others will speak to these subjects usefully I am

sure. What I suggest is that none of these, even if

L | enacted today, will have any tangible effect on trade
j for, at a minimum, five years, You must not be
A satisfied with that timing., Timeliness is essential

to success in business and trade, As time passes with

- insufficient action, it becomes a question of survival

§ to many.

Our trade problems are so varied

that nothing less than a series of particular,

interelated solutions will resolve the critical needs

% of the U.S. manufacturing, agricultural, and service

% sectors., So I would like to focus on one such issue --
o the need for timely action on excessive trade

. imbalances with Japan and other nations,

3

Years ago, when U, S, trade performance was not
so seriously out of balance, and high technollogy trade
even had a healthy surplus, some of us urged

enactments of stronger, more effective provisions in
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our trade laws and the adoption of a principle of
reciprocity to assure access to other nations' markets

similar to the access they enjoy in the U. S.

However, the conventional wisdom was: our trade
laws were already good enough --- and reciprocity is a
synonym for protectionism, The conventional wisdom

was sustained. The trade deficit soared. .

Time has passed. Too much time has passed.
Greater appreciation of the reality is more evident.
We are told that the Administration will soon propose
for your consideration reciprocity provisions of some
kind in cases where countries deny market access. The
Speaker of the House favored a similar theme in his
response to the State of the Union message. Various
proposals are surfacing to strengthen our trade laws.
Hopefully, what is ultimately enacted will reflect an
acceptance of the principle enunciated by one of our
more distinguished diplomats, Jeanne Kirkpatrick, who
Wwrote recently, "Today's realities have escaped *the
old dichotomies of the free trade vs protectionism
debate. Shielding idustries from competition is one

thing; insisting that they be permitted to compete is

quite another. The issue today is less protecting

American industries than gaining access to foreign

markets." (emphasis added)
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That has been, and is, the critical issue with
Japan and some other nations., 1 suggest that it is as
much in Japan's ana other high surplus nations' long
term interests, as it is ours,that this inherent
condition be rectified now hefore the immoderate
results of today convert to intolerable conditions
tomorrow., History teaches that intolerable conditions
inevitably lead to torturous reactions. None of us

want these,

Frankly, my company is slowly gaining sales and
investments in Japan with some of the more open-minded
there, but many steps along the way have to be
accompanied by a "firefighting act" by some U.S.
Government authority to help open tne next market.

Few companies have the resources or the fortitude to
make such effort. Our Government can only attend to a
few such causes. It's no fun to do business that way
and certainly is costliy to us and to our customers.
Frankly, again, I pelieve many Japanese leaders who
mistakenly view their market as more open than it is

also genuinely mean for it to bDe more open.

But, and here is THE critical facter: Leaders
(collectively) there ~an't do anything significant
about it because Japan is not a sovereign state that
works like ours., Lts central organs of government

cannot effectively maxke certain grand decisions and
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make them stick =- not on issues such as access. Theirs
is a state with many semi-autonomous groups who share
power - who are essentially endowed through practice,
traditions and culture with their own discretionary
rights of self determination, Some groups are
governmental such as Ministries. Some are political
factions such as farmers. Some are private such as
Keiretsu and industries. Sometimes they cooperate,
Sometimes they offset one another., They find their

most common bond in their general agreement to

develop the state.

Most of these semi-autonomous groups have their
individual aggressive objectives and don't wish their
plans affected by too many accommodations to non-
traditional associates. The result: an aggregation

of protectionism.

Marry this with the Japanese culture of avoiding
serious conflict among groups. Even if one group wanted
to change the country's policy, the Japanese way is not
to face an issue to the point of forcing one group to
subordinate their views to another. Such issues-in-
conflict simply iemain unresolved. Thus, in Japan no
consequential changes in the myriad of ouying
restraints in virtually all groups have occurred, or
will occur, as a result of actions you may take under

the so-called systems approach to trade policy or
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any of the negotiation or persuasion efforts our

country has tried to date., Nothing major on this
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sub ject can be achieved unless vigorous, consistent,
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consequential pressure from the outside is exerted. 1If
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actively applied this pressure would e inimicable to their
country and thus be justification for a consensus to

implement access effectively and avoid the pressure,

. Incidentally, at times some Japanese quietly welcome
i such pressure as a valid excuse to ease the way to

particular change.

I know of only one vigorous, consistent,
consequential pressure that can be the convincing
motivator to move the Japanese to solve their problem
and ours, of access to Japan -~ that is a plan such as
proposed in last year's trade policy deliberations,
That plan provided for annual surplus reduction goals
for countries deemed to have excessive trade surpluses

* #ith the U.S. If the goals are not met, the President

. amt

Wwould De required to take necessary action to redress

- the imbalances, including imposing significant tariffs
or other enforcement measures, 1 am informed that

- such an idea is supposed to be persona non grata at

this time. The conventional wisdom opposes it. 1

suggest that just as the conventional wisdom of

yesterday has been insufficiently supportive of trade,

so it will be tomorrow. If we do not understand and
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respond effectively to the determinative factors,

timely correction will not occur.

Reconsideration of that plan does not deserve the
pejorative label - "protectionist," Its purpose is to open
and free markets, 1t is the only tool that will do
the job soon in Japan and elsewhere as it gives them
the only persuasive reasons to effect a fundamental
change. Leadership there will choose to buy msre and
thus sustain the process of selling openly, tariff
free. They won't want those tariffs to take effect
because they'll hurt. Frankly, we don't want them to
have to take effect. Their prospective application is
only a means to an end - to provide the Japanese and others
a need for and justification for abandoning pervasive
purchase restraints. With access actively implemented
Americans would shift into gear and the excess

bilateral trade balance would rapidly disaprear.

Let me conclude with a statement of the primary
reason why we must achieve this result promptly.
American industry can not compete -- I repeat,

American industry can not compete -- sufficiently
unless it actually sells large volumes in Japan and the
other key markets as a coapetirg force there. Otherwise

their home market is a sanctuary to home industry wnile we
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have no and ask no sanctuary here, If today's conditions
continue for even just a few more years, Japan in partic-
ular will continue its unchallenged bid to systematically
undermine Western industries as Peter Drucker puts it,

He dubs this "adversarial trade" as distinct from competi-
tive trade., That kind of trade aims at winner-take-all
whereas the Western and/or American purpose is

vigorous pursuit of markets in a win/win environment,

Those of us who see this reality today want all
our trading partners to prosper, but in a give and
take mode, which achieves the condition where all of

us can actually compete abroad as well as at home,
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The CHaIRMAN. Thank you very much, Mr. Galvin, and your
entire statement will be taken into the record. I have had a chance
to read it as we have been seated here, and it makes a major con-
tribution. Obviously, you deal in some controversial issues, and
that is good. We need those points of views ably expressed, as you
have, in our consideration.

Let me say that the order of questioning will be in the sequence
of arrival. It is Moynihan, Packwood, Baucus, Rockefeller, and
Bradley. I note that the Chairman was second in the arrival, but
he will exercise his prerogatives and question first.

Let me ask you about the size of the Japanese market. You talk
about access to it and that that is important, but I would assume
that is not just to the Japanese market; you have some of those
same barriers in Taiwan and South Korea and some of those same
barriers in Europe. Is the size of the market sufficient where it is
significant to a company like Motorola?

Mr. GALVIN. The size of the Japanese market and the German
market and certain other of the well-developed or now well-devel-
oping nations are very significant to American industry and indeed
to our corporation that hagpens to have the privilege of offering
modern products to a modern society. And it is absolutely the
volume of business that would be meritorious for American indus-
try, for the benefit of creating wealth for the American society to
enjoy.

f obviously have made a most particular point, that when one
understands the strategic significance of sanctuaries versus non-
sanctuary markets, these become determinative as to whether or
not one can be successful in any market if indeed one competitor
haz the unique advantage of a sanctuary relationship.

So, the market in Japan directly is very large and could repre-
sent well over a $10 to 20 billion additional volume of business to
American industry. But in Germany that is also the case, and
there are some particular limitations in certain of the other mar-
kets that you spoke of which would be very appealing incremental-
ly as business to American industry that is now becoming quite
competent at matching costs and qualities if it had the right of
access.

The CHAIRMAN. Mr. Chandler, I noticed recently that the Gov-
ernment of Japan asked all their producers of fine glass—glass for
optical fibre and such—to get together for, as they stated ‘a vision'
for the industry. Now, I have a feeling that they are looking at a
lot of exports in their crystal ball. Can you as companies compete
against Japanese industrial policy when they decide to target an
industry like that? What they are talking about is a meeting of
government and business and financing, doing some extra research
in that area, sponsored and helped by government, too. Can we
handle that kind of competition?

Mr. CHANDLER. | think that clearly is going to be a difficult chal-
lenge. Today we are handling it. Today, as a matter of fact, we are
producing optics in Rochester, New York, exporting them into
Japan, and they are being incorporated in other companies ’prod-
ucts in Japan. But I think that the consortium that you described
is going to be a formidable attempt to establish a foothold in what
is going to emerge as an extremely important industry.
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Optics clearly have a big role in the fu*ure of communications,
and I believe Japan senses that and they will be moving strongly
into that field.

Whether we can compete is a serious question. We surely want
to. And to add to the other comments, for photographic goods,
which are one-third of our business, Japan is the second-largest
market in the world. For health care, which is another important
business to us, I am sure it is the second-largest in the world, and
my guess is it might be pushing ahead of the United States one of
these days.

Those markets both use optics, they use electronics, and it is this
combination of factors—of the activities of government, of compa-
ny, and university collaboration in Japan that does produce a net-
work that is very difficult to compete with.

The CHAlRMAN. That shows the significance of it, all right. Let
me ask you another one.

I had a gentleman in my office yesterday, and he was talking
about the buying of parts in this country; he was talking about it
to the automobile industry. He said he had been trying to get into
the Japanese market, that he has a quality product, and he said
price didn't really seem to be that much of a factor. They had been
trying very hard to get into that market, spending something over
a million a year in just attorneys, negotiators, and that type of
thing, and had made no serious headway.

He said that on the other side of t%e coin, that the Japanese
companies moving into this country and manufacturing cars here
have virtually a closed market to U.S. parts suppliers. They get
their parts from Japanese companies. He said that if the Japanese
develop 30 to 40 percent of the market for cars here, then in effect
he is going to be denied the Japanese market for his parts in com-
panies here and at the same time be denied that market over
there. He said to deal with a Japanese company in Tennessee, now,
is as tough as dealing with them in Tokyo.

Now, that is an interesting problem. Would either of you care to
comment on that and on what that means in the way of parts?

Mr. CHANDLER. Certainly the scenario fits my understanding and
my experience. I think it would be an accurate statement that says
that penetration of the Japanese market at home—which is the
only place we have tried to penetrate it—in Japan, is not a pricing
matter, that pricing is not the way to penetrate the market. It is
other factors, which are extremely difficult to describe and to delin-
eate, because it is such a complex situation.

I would mention one thing that we have done with our company.
We have two distributors in that country, one for photographic
goods and one for information systems goods, and those distributor-
ships go back 50 or 60 years. We have taken over control of those
distributorships this year, in terms of managing them, and we are
increasing market share—slightly, ever so slightly. We were not
able to do that under local management.

The CHAIRMAN. Thank you.

Let me restate the sequence here. It is Senators Moynihan, Pack-
wood, Baucus, Rockefeller, Bradley, and Daschle. We will limit
questions to six minutes.

Senator Moynihan.
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Senator MoyNIHAN. Thank you, Mr. Chairman. We welcome our
two distinguished witnesses, and particularly, of course, Colby.

Before 1 get to questions—and Mr. Chandler will appreciate
this—I would like to start off with a pronouncement: The United
States has more trade with the Province of Ontario—which is di-
rectly down river and across the lake from you, Colby—than it does
with the whole of Japan.

Colby, you said you hope this committee will give the President
new negotiating authority, and I think our Chairman can assure
you that we mean to do that—we are going to introduce a Lill to do
that this afternoon.

Mr. Galvin, you spoke of unfair trade practices and I heard you
very clearly. Each of us is going to handle a component of the om-
nibus bill and I am going to be handling the section regarding
unfair trade practices.

I would like to speak to a prior event, one which lingers. It would
be just about two years ago that something unprecedented hap-
pened: The Kodak Company sent a letter to its shareholders, a very
unusual event, called ‘“The Dollar and Eastman Kodak.” You said
that the increased price of the dollar had cost the Kodak Company
a billion dollars in profits since 1980, and that it was making the
competitive situation overseas impossible.

You mentioned that you had been in Japan for 50 years, that
you had gone toe-to-toe with Fuji, and that you had 10-15 percent
of the market there and wanted more. And that, if the dollar re-
mained high, a company like Kodak, the tenth largest exporting
company in the nation, would end up a marketing company in this
country—producing overseas, and not necessarily in Taiwan but
perhaps in Toronto.

What has been the aftermath of that situation? Would you de-
scribe the initial experience, and have you begun to feel any effect
from the decline in the dollar?

Mr. CHANDLER. Thank you. I would like to pick it up from that
point in time.

By February 1985, the lost profits to us, measurably attributable
to the dollar and its strength in relation to other currencies,
reached $3.5 billion, and that was at the earnings level for us. Be-
ginning in February 1985 the currencies began to move in the di-
rection that would be more representative to purchasing power
parity, to use one description.

There was a slight return effect in 1985, and this year another
effect for us that is significant, and is significantly helping us this
year; but in terms of recovery, if you want to think of it that way,
of the $3.5 billion, we probably will be no more than 10 to 15 per-
cent of the way back on that cumulative basis. On an annual basis,
using our sales as an index of trade weighted balance, we might be
half of the way back.

So, when 1 use the expression “20 to 30 percent more correction
is likely to be needea before the fundamentals, say the currencies,
are balanced,” I am not only using our trade weighted figures but I
am using available figures that others are.

Senator MoyNIHAN. Could I ask you if you think that the change
in the value of the dollar was the consequence of the change of
fiscal policy here in Washington? You seem to nod agreement. It
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was a fiscal policy—the huge deficits—that led to the run-up of the
dollar and cost you $3.5 billion. Right?

Mr. CHANDLER. That is right.

Senator MoyNIHAN. Now, I would like to make this as gentle a
proposition as I can, because it seems to me if we are going to
make our way out of this situation, and it is a grim one, we are
going to have to think about how we got into it. We are going to
have to think our way through and reconstruct the events.

May I ask this of Mr. Galvin and Mr. Chandler: In the past,
about four years ago, some of us began to make the observation
that the deficits this Administration had created, $100 billion and
then $200 billion—as far as the eye can see, had been deliberately
created as a form of social discipline, to dismantle domestic pro-
grams of various kinds, intentionally, consciously, with full under-
standing that the deficits were going to be created.

Mr. Stockman has since written that in great and explicit detail
and said it was “profound, the most irresponsible fiscal act in the
history of the nation.” Has that thought penetrated the business
community? When you meet in the Business Council, do you ever
talk about that?

Mr. CHANDLER. Yes. I think the business community is sensitive
to that point, and I think the business community is sensitive to
the fact that there is a no win-win situation in these matters of
changing fiscal policy or moving the fundamental variables, and
that it is a matter of finding what is best.

Clearly, we do center on reducing the budget deficit, which will
probably drive the dollar lower, which will have some risk of infla-
tionary effects; but if we control interest rates and thereby help
the growth of the economies, both our own and those we trade
with, it would appear to us that that is a sound policy.

Senator MoyYNIHAN. Could I just leave you with a thought, sir?
Just invoking the need to reduce the deficit doesn’t address the fact
that an Administration is in place which desires the deficit, sir.
But that is another matter.

Mr. CHANDLER. I understand.

The CHAIRMAN. Senator Packwood?

Senator Packwoob. Mr. Galvin, on page 10 of your testimony,
you talk ab. ut your theory of the annual surplus reduction goals—
those countries that have unacceptable trade surpluses. Then on
page 11 you say, “The purpose is to open free markets,” that is
what you are trying to do, is drive them open.

Do I take it, then, with a country like Hong Kong, we would not
require any deficit reduction or surplus reduction because they
have no limitations on our access to their market?

Mr. GaLviN. First off, the rules that you write if you do intend to
write them are going to have to have a balance and an equanimity
to them. But I believe, if there can be clear evidence that a market
is absolutely open, then .American industry and all industry must
compete on its merits. I believe there is evidence that in certain
key markets you not only have the result but you have the——

Senator Packwoobp. No question. I just wanted to make sure
wha' you were driving at. You are not really driving at increasing
ourdtariffs. You are willing to trade; you just want them to let us
trade.
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Mr. GaLviN. Exactly.

Senator PAckwoob. Now, the testimony we have had from two or
three people so far is that if we could achieve that nirvana—open
borders, openly arrived at, in all directions—that currently we
would reduce our deficit by $20 to $30 billion, assuming we had
access to all the markets we could get access to, bringing our mer-
chandise deficit from $170 billion down to maybe $140 billion or
$130 billion. You are saying, “Well, so be it. If thut is the way
American business comes out in a free market, that is where we
come out.” Or do I read you correctly?

Mr. GaLvIN. No, not entirely. Certainly I agree that if however it
comes out is depending on how well we compete, so be it. But don’t
undersell the confidence in American industry finding a way to re-
dress this difference, if we know that we have a predictable oppor-
tunity.

Senator Packwoob. I think you are right.

Mr. GALVIN. I think the numbers will delight you—not surprise
you, but delight you.

Senator Packwoob. I think you are right. What I find is that a
number of people use your theory—and I agree with your theory—
as a coverup for protectionism. They are not really interested in
opening up the markets; they want to use them as a sub rosa argu-
ment to raise our tariffs.

Now, Mr. Chandler, let me ask you: On page 11 of your testimo-
ny you say, “First, I would urge you to give the Administration au-
thority to negotiate tariff and non-tariff barrier reductions in the
new GATT round.” The President is perfectly free now to negotiate
anything he wants. There is no limitation on the Executive to go to
GATT and negotiate anything he wants. So, I am curious about
what it is you are driving at.

Mr. CHANDLER. Well, I believe the President needs some author-
ity for the quick resolution in the future.

Senator PAckwoob. Oh, the fast track?

Mr. CHANDLER. The fast track, yes.

Senator PAckwoobp. After now?

Mr. CHANDLER. Right.

Senator Packwoob. Should we put any limitations on the fast
track? And this is a debatable and highly-charged subject. You are
saying we ougl.t to be able to go to the GATT negotiations, he
sends something back, and then in a reasonably expedited time we
vote Yes or No on it?

Mr. CHANDLER. Yes.

Senator Packwoop. Would you put any limitations? Assuming
you reach an agreement on ‘‘timeliness,” 10 days or two months, or
something, but the “timeliness’” everybody says is fine —would you
put any limits on that? Or would you say, to the President, “Go
and negotiate anything you want, but you have to take the political
glak i‘)f"you make a mistake; Congress is not going to vote up or

own?

Mr. CHANDLER. No, I would have no problem with limits being
placed on it. I do not believe I would be qualified to even make a
suggestion as to what those limits might be; but it seems to me
that that would be a reasonable approach.
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Senator Packwoob. Well, here is the reason I asked: There are
some who are suggesting that the limits ought to be that the Ad-
ministration submit a trade policy, a rather detailed trade policy
statement to us from time to time, and, if I understand it correctly,
if we do not approve that trade statement, it negates the fast-track
authority.

The argument that the Administration and others have used is
that, if we are trying to negotiate, other countries won'’t believe us
if they think Congress doesn’t just have to vote up and down but
can undo the whole thing.

Mr. CHANDLER. That is an area that is bothersome, if that is
what could happen. If the description of the trade policies could be
expressed in broadly enough terms that the committee could agree
to it, and it could ge done expeditiously, I think that would be a
fine practice.

Senator Packwoob. I think I agree with you. I don’t mind a
trade policy at the start. But once you have done it, if you say,
“This is as far as we will go from right to left on the trade policy,
and we pass it Yea,” then we say to the President, “‘So long as you
negotiate within these parameters, that is what we think our trade
policy ought to be,” then it can come back on a fast track, and we
will have to vote up or down.

Mr. CHANDLER. | would agree.

Senator PAckwoob. Thank you.

I have no more questions, Mr. Chairman.

The CHairRMAN. Thank you very much.

Senator Baucus?

Senator Baucus. Thank you very much, Mr. Chairman.

Gentlemen, I think you would agree that a major part of the
problem we have is cultural differences—around the world, that is.
The Americans have a certain way of life, certain attitudes, and
certain beliefs, and other countries have their own ways of life and
attitudes and beliefs. And the world is very, very interconnected
now, much more than it was 50 or 60 years ago.

That gets into the question of targeting, and whether the target-
ing should be actionable under, say, Section 301, and the degree to
which it is appropriate and proper for the United States to file an
action of the USTR, for the USTR to self-initiate an action that
says Japan, for example, is engaging in targeting and that that is
an unfair trade practice.

I ask the question, because I think it is true, as you say, Mr.
Chandler, the world is different, with different people and different
attitudes and so forth. And also I think Mr. Galvin is correct in
pointing out that in Japan there is sort of a unified, cohesive atti-
tude that they are going to work together. The Japanese are very
proud of their country, as we are of our country.

I have a personal experience along the lines you were describing,
Mr. Galvin, when you said the Prime Minister in effect cannot con-
trol and dictate what the bureaucracy can and cannot do.

Subsequent to the Moss Talks, when President Reagan and
Prime Minister Nakasone agreed to reduce tariffs on various prod-
ucts—telecommunications was one, and pharmaceuticals, and also
processed forest products—I was in Japan and somewhat naively
went to various ministries, particularly the person in Japan in
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charge of working out tariff reductions for processed forest prod-
ucts. I went to him, Mr. Tanoka—not the former Prime Minister,
but another Tanoka—and I said, “I am here to help you implement
the agreement between your Prime Minister and My President to
reduce the tariffs.” He just sat there solidly in his chair and said,
“My job is to protect the Japanese forest products industry,” pure
and simple. I mean, he wasn’t going to budge an inch. He didn’t
care about that agreement.

The basic question is: What is proper targeting? How far can we
go? For example, one could say that we have a targeting policy in
our country. We have 327 billion of agricultural price supports, to
push agricultural products for export. Is that targeting?

I would like to ask you to at least flesh out as best you can what
kinds of targeting you think would be proper to unfair trade prac-
tices, what under Section 301 to define as an unfair trade practice,
and what other kinds of agreements or understandings of priorities
that a people in a country may make which would not be proper
targeting actions and unfair trade practices under Section 301. Do
either of you have thoughts on that?

Mr. GaLvin. I respectfully suggest, Senator, that this is a defina-
ble issue. I did not come prepared today to recite certain of the doc-
umentation on the issue; but, for example, I founded and led an in-
stitution that had a sunset provision to it called The Coalition for
International Trade Equity, whose records are public, who have
talked to the issue of targeting. We believe it is a definable pha-
nomenon. We think it is something that is sufficiently definable
that it could be actionable, and that there are differentiations be-
tween what certain of the collective state activities of some nations
are versus what the United States does.

MoToROLA, INC.,

Washington, DC, February 25, 198/,

Hon. Max S. Baucus,
U.S. Senate, 706 Hart Senate Office Building, Washington, DC.

Dear SenaTor Baucus: During the trade hearings of the Senate Finance Commit-
tee on February 5th, you asked our Chairman, Robert Galvin, if targeting was defin-
able. Mr. Galvin replied yes, that it is, and that it had been defined by the Coalition
for International Trade Equity. I am enclosing for your information a copy of
CITE's brochure which defines targeting on Page 1. -

Following is the definition which appeared on Page 31 of the report which accom-
panied H.R. 4800: "Fxport targeting’' is defined under section 301(e), as amended, as
“any government plan or scheme consisting of a combination of coordinated actions,
whether carried out severally or jointly, that are bestowed on a specific enterprise,
industry, or group thereof the effect of which is to assist such enterprise, industry,
gr group to become more competitive in the export of any class or kind of merchan-

ise.

Sincerely,
Travis MARSHALL,

Senior Vice President.
Enclosure.

U.S. PuBLic Poricy REsPONSE TO FOREIGN INDUSTRIAL TARGETING

The targeting for development of certain industries by foreigh governments con-
stitutes a significant threat to U.S. technological, security, and economic leadership
in the world.

Targeting is the combining of government mandated or condoned practices such
as home market protection, subsidies, and cartels to achieve a larger share of world
markets in particular industrial sectors. Targeting is now pursued by many coun-
tries in industries where the United States has a strong international competitive
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position. While it is not always successful, when it is successful it can have dramatic
competitive effects. Those effects can be very significant long alter a targeting pro-
gram has been terminated.

The adverse effects for the United States of earlier foreign targeting efforts are
already evident in the serious erosion of U.S. jobs, world market shares and finan-
cial performance in many advanced sectors of vital importance to the United States,
including robotics. machine tools. semiconductors, telecommunications equipment,
and aircraft. This erosion can be expected to continue in these sectors and spread to
others tincluding sectors that are not targeted directly but depend critically upon
iechnology developed elsewhere in the U.S. economy) unless U.S. public policy
begins to recognize and deal effectively with the problems. The industries targeted
by other nations see chart for a partial list) include most of the advanced sections
that generate new jobs the economy, constitute our national technology and security
base, and provide the impetus for the future productivity and international competi-
tiveness of the U.S. economy.

The efforts of other nations to overtake U.S. firms in a wide range of sectors has
generally intensified the efforts of US. firms to improve their international com-
petitiveness. These include longer range business planning. improved employee rela-
tions, greater emphasis on quality and productivity. intensified research and invest-
ment, and more aggressive penetration of world markets. Such efforts must be en-
couraged and it is a major commitment of the members of this Coalition to do so.
No public policy response will be effective unless U.S. companies make every effort
to compete more successfully for global markets.

However, individual U.S. corporate efforts will often prove inadequate to offset
the advantage that foreign government support and protection provides to their
companies. Many individual U.S. companies generally cannot match the collective
resources of another country or long ignore the added risks that stem from foreign
governmental interventions. It is only through a broad U.S. public policy response
that most American firms can be expected to successfully overcome these disadvan-
tages.

It is the view of the Coalition that the current U.S. policy must be changed to
provide a vigorous response to the efforts of foreign governments to prormote their
industries, if the United States is to avoid becoming a second-rate industrial, techno-
logical and military power.

The Conlition also believes that efforts to emulate the directive industrial policies
of other nations are inconsistent with our economic and political values and prob-
ably would not be feasible in any event. We run the risk of creating greater distor-
tions to our economy than would otherwise occur through such approaches.

Finally, our group feels that under existing circumstances the United States
cannot succeed in persuading other countries to discontinue or curtail their target-
ing efforts. We strongly favor continuing negotiations, particularly at the bilateral
level, but feel that such efforts will only succeed when the United States has de-
fined and implemented its own national policy response to the problem.

BUSINESS ENVIRONMENT

A major element of the U.S. response must be creatine an improved business en-
vironmerni—one which will provide stronger incentive: _r research and investment.
Under this broad objective, the Coalition supports effo ts to:

tl)increase U.S. scientific and technical workforce tarough education;

12) remove antitrust barriers to cooperative research;

(3) provide additional tax incentives for corporate R&D and capital investment;

1) increase government R&D funding for commercially oriented research pro-
grams;

(3 provide better protection for intellectual property rights;

lii! use tax policy to increase availability and lower cost of risk and venture cap-
ital;

(7) assure t"at U.S. technology is adequately protected from our adversaries with-
out unnecessarily impairing the competitiveness of U.S. firms,

(&) increase U.S. export competitiveness by removing or liberalizing self-imposed
government disincentives and assuring U.S. tax policy does not disadvantage ex-
ports;

(91 reduce interest rates; and

110 achieve more realistic currency exchange rates.

There is little question that progress in these areas will enhance the ability of
U.S. firms to meet the challenge of foreign industr.al targeting. Yet, general do:ues-
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tic policy improvements do not provide a sufficient answer to this challenge. Certain
additional policies, focused on the targeted sectors, are also required.

A FOCUSED RESPONSE

The second major element of a U.S. public policy response is the development of a
U.S. Government capability to provide effective focused responses. The major com-
ponents of that capability include:

(1) Monitoring, analyzing and publicy reporting on foreign industrial/targeting
policies and their effects on U S. competitiveness sector by sector.

2} Supporting U.S. evports through programs designed to counter effectively for-
eign government support to targeted industrics.

(3) Negotiating to achieve greater U.S. participation in foreign markets, with
products that are being targeted accorded the highest priority.

t4) Giving the highest priority to preventing the effects of foreign market-distort-
ing practices from injuring U.S. industries in the U.S. market through vigorous use
of existing U.S. trade laws and updating of those laws to be fully effective.

tH) Mobilizing domestic policy to deal with particularly serious competition prob-
lems caused by foreign targeting practices where national security interests are af-
fected.

Careful monitoring on a sectoial basis is critical. The U.S. Government must have
facts and sound analysis on which to base its own actions. It must know what other
governments have done, are doing, and plan to do in great detail. It should publicly
identify on a regular basis the countries and sectors where foreign government ef-
forts have distorted or may distort international competition with injurious effects
to U.S. firms and workers. It should undertake intensified monitoring efforts where
the potential for injurious effects is determined and should provide a mechanism for
activating the appropriate form of response when such effects are detected.

Because injurious effects of foreign targeting can occur outside and inside the
United States, it is essential that U.S. public policy be flexible enough to deal with
both aspects.

Wlere the effects are felt in U.S. export markets, the U.S. Government should
have an affirmative responsibility to provide whatever support is needed to offset
the distortive effect of foreign government support. First, this would require an
Export-Import Bank that is authorized and budgeted to match routinely export
credit subsidies by other governments in the designated sectors. It may also require
additional bank authority and budget to provide additional support to offset other
distortive advantages.

We recognize that this represents a substantial resource commitment at a time of
large budget deficits but feel there are compelling reasons for providing such sup-
port. Second, it will involve assigning the highest priority to targeted products in
international negotiations for achieving greater U.S. access to foreign markets.

There should be particular emphasis on improved access to the markets of com-
petitor countries utilizing targeting policies.

Where the effects are felt in the U.S. domestic market, the U.S. Government
should have an affirmative responsibility to use U.S. trade laws to impose import
duties (or their equivalent) in an amount sufficient to eliminate the inurious, distor-
tive effects of foreign government targeting. We think this objective can be fully ef-
fected only by revising U.S. trade laws to make actionable all distortive targeting
practices. The key concepts that should be embodies include an injury test that rec-
ognizes damages caused by reducing the U.S. share of global markets and discurag-
ing adequate investment and research; imposing of duties that fully offset the
market-distorting benefits of all targeting practices for as long as the effects of those
practices continue to distort competition; provision for recovery of past damages;
and using duties collected to restore competitiveness of damaged businesses.

in some cases where foreign targeting has fundamentally altered internationally
competitive positions, it may be necessary to go further.

The Coalition feels this should be done where nationsl security interests are in-
volved and other actions will be insufficient to restore the competitive position of a
U.S. industry. Under these circumstances, the U.S. Government should be prepared
to mobilize domestic policy support for an industry. This support should be part of a
coherent strategy which should inlcude such actions as selective direct funding,
more, liberal tax treatment, and regulatory relief. The President should be empow-
ered by statute to take such actions only where certain carefully defined conditions
are met.
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X Senator BAucus. What would some examples of unfair targeting
e?

Mr. GaLvIN. When one has a stated law as Japan has, Public
Law 17, Public Law 84, which laws specify the national intent to
build and employ a collective industrial effort, that is significantly
different than in the United States, where we engage in saying
let’s have the process of having American industry individually go
out and compete. That is a specific.

There are numerous characteristic and profile factors that I can
provide to the committee from the records of this coalition that can
give you examples of that kind of thing.

Senator Baucus. Mr. Chandler.

Mr. CHANDLER. My comments are quite similar. I have read
through lists of 301 violations prepared and submitted, 1 believe,
through the Commerce Department, and there are a wide range of
targeting situations that I think probably deserve considerable at-
tention—not all of them on the list, in my opinion.

The collaborative effect such as the optic situation the Chairman
mentioned is a good example. That kind of situation exists in the
field of health care, where there are broad definitions of what is
covered under their health care regulations that have a sweeping
effect on any product that is brought into the country; whether it
is a “pharmaceutical” or not, it may come under pharmaceuticals
even if it is a piece of hardware. These essentially serve as barriers
to entry.

Senator Baucus. What if they are not regulations, but just that
the Japanese want to buy from Japanese? Is that targeting?

Mr. CHANDLER. Those exist, and I have not seen too many of
those listed on the list of 301 rules. But that is endemic to the proc-
ess, and they are hard to describe. They are practices, as are the
ways that people function.

Senator Baucus. Thank you.

The CHAIRMAN. Senator Rockefeller.

Senator RockerFeLLER. Thank you, Mr. Chairman.

Mr. Galvin, you have been a statesman in the United States/Jap-
anese arena for many years, and you indicated what I would con-
sider to be quite a tough trade policy as your preference. But then
you also indicated that is not going to do it all, because the Japa-
nese have a more deflected system of government, of consensus
building, and of avoiding confrontation wherever possible.

My question to you is: What are American industries doing in a
more sophisticated way to tackle so-called “non-tariff’’ barriers for
the systems of collaboration underneath the policymaking level in
Japan? And I will give you one example, which may be in error,
and in which case you should correct me.

It is my impression that your company was trying to sell or has
been selling car telephone units in Japan, and that you were at-
tempting to do that at the same time you were participating in an
anti-dumping suit with respect to Japan. Now, that I would inter-
pret as selling, and also leading with toughness.

My question, one, would be: Has it worked? Does that kind of
work within the bureaucracy prevail? Does it help you—the punch-
counterpunch effect? And then, quite apart from that, what other
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kinds of things does American business need to do better in gaining
access to the Japanese market?

Mr. GaLviN. Well, first, Senator, you - characterization of what
our individual institution is doing is correct; we are using the
carrot and the stick, and so far are making more steps forward
than are being retarded in our individual effor " s.

The first thing that American industry must do—any supplier to
any customer—is, we've got to run our business well. So the first
thing that all of us have been doing—and, incidentally, there is an
immense amount of it going on in American industry, led by com-
panies like Eastman, but I think we are in there, too—we are
learning how to block and tackle, produce with quality, very effi-
cient, and so on, and, incidentally, are producing pagers in Fort
Lauderdale, Florida, are producing cellular telephones in Arlington
Heights, Illinois, and are selling them in Japan very compet riv: ly.
So, we know how to operate our business.

But the specific thing that we are doing is that we are calling on
a Bob Strauss, when he was the Special Trade Representative, and
said, “We need an order for telecommunications.” No one had ever
sold a piece of telecommunications equipment in Japan until 1980.
And he went over and opened the door as the ramrod to the
Nippon Telephone and Telegraph Company, which got us our
paging order.

Yes, we are attempting to cause that the American standard for
cellular telephones would be adopted in Japan at this very
moment. And it is essential that one of the legs to our stool is that
the responsible authorities in the trade arena of our Administra-
tion are over helping to hold the door open so that we may nave a
chance to earn the business. We have the best product, the best
prices, the best system in the world; it is the broadest view system
throughout the world, and the Japanese are making products on
our system and selling them into this market. They don’t want to
use our system over there.

The Moss Talks were aimed at opening this kind of a situation;
but the Japanese are resisting, following the Moss Talks. So, what
we do is, we use, legitimately, the authorities of U.S. Agencies to
help us open doors.

Well, how many companies can these people l.elp? They have to
help everyone equally, but they only have a few people who can go
over and negotiate. They can’t be the salesmcn for all of Americ..n
industry.

So, what we obviously are proposing is that we need a generic
approach to convince the Japanes~ globally, or in the grand
manner, ‘You had really better open this market up,” or they are
going to have to take some penalties. Then we won't have to send
our government representatives over there as our aides, allies, and
blockers in order to open the next market.

Senator RoCKEFELLER. Let me ask another question to either of
you gentlemen. I went to a university in Japan for a number of
years in the late Fifties and < arly Sixties, and I have kept in touch
with that generation of Japanese businessmen as they have come
up gradually through the ranks and are now beginning to emerge,
in Japanese fashion, at moderately higher levels.

&
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The present Japanese generation of leadership does remember
the generous American response after World War II, as does the
present generation of Korean business leadership remember the
generous American efforts in that war. It is my impression, howev-
er—and I am not saying that they have been soft as a result, any-
thing but. It is my impression that in both countries leaders
coming on in the business world are not going to have those memo-
ries, are going to be looking at an American business situation
which they look upon as soft. They looked upon our dominance eco-
nomically in the Fifties and Sixties and Seventies, and they saw
wages and prices spiral, business and labor both soft in that re-
spect, and their patience with our problems is short. They look at
our budget deficits, and they are not impressed by our internal dis-
cipline; they look at our corporate salaries, our labor-management
relations, and are not impressed. They look at their trade surplus-
es, merchandise trade surpluses, recognize responsibilities with the
LDC'’s, will act upon those responsibilities to strengthen LDC'’s
economies so as those become better markets, but have no real
reason that I can detect other than the leverage that you talked
about, Mr. Galvin, to be soft on us.

In other words, they have it going their way. They are probably
tougher. They look at the Congress and see us trying to pass legis-
lation, as with textiles. We did, but the President vetoed it. We
couldn't override it, so the Congress has no particular policy. Does
the country have any particular policy? Probably not. Therefore,
they play us like a violin, our Congress and our public sector.

It is my theory that the next generation of Japanese and Korean
leaders for those two countries is in fact going to be much tougher,
much less responsive to pressure of the soft or internal variety that
you have been talking about, and that our battles in the futwre are
much more difficult.

Now, that is obviously an unanswerable question, but would you
gentlemen speculate on that, based upon your experiences?

Mr. GaLvin. I will give a one-word answer, and then Colby can
carry on: Amen.

Mr. CHANDLER. | agree completely with that scenario of possibili-
ties. And that is why my position is that we do not change the re-
sults, certainly in the long term, by the combative approach that
we are all working on day by day. It is very difficult to change per-
sonal behavior. Perhaps we can change it if we change some funda-
mentals.

If we can change our deficit situation, which changes the curren-
cy balance to a proper balance, and keep our interest rates down,
maybe even lower, this forces the Japanese interest rates down.
They have no incentive to put them down now. They have no in-
centive to make their economy go any faster, because they can ship
their goods offshore. But if we can alter those basic economic fac-
tors, I think we have a chance of their seeing, then, the need for
opening that economy. But that is our approaci.

I think that the things we are doing—and I mentioned one thing
that Eastman Kodak Company is doing—may bring slight improve-
ments. And we are seeing slig%t improvement.

Unfortunately, we will not know for years as to whether that ap-
proach, of beginning to manage our distribution system there, was
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a success. And if it is not a success, by the time we learn that, it
wiil be too late to do anything about it.

The CHAIRMAN. Thank you very much.

To show again the intense interest in these hearings, we have so
far had 14 Senators who have been here for a time during the
hearings, and I am sure we will have some more.

The sequence, again, of questioning will be Senators Bradley,
Daschle, Durenberger, Heinz, Riegle, Matsunaga, and Danforth.

Senator Bradley.

Senator BRADLEY. Thank you very much, Mr. Chairman.

I would like to thank both of you gentlemen for your testimony.

Mr. Chandler, if I could I would like to get at the question of
taxes and trade. If Japan exports goods to the United States they
get dollars. If Japan doesn’t buy an equivalent amount of U.S.
goods, it has surplus dollars. And they spend their surplus dollars
on U.S. Treasury Bills or U.S. investments from which they get a
high return. Is that correct, basically?

Mr. CHANDLER. Basically, I think that is what we see happening.
There is a multilateral opportunity that, when I talked to execu-
tives of Miti, for example, and said, “Why don’t you put some of
that excess capital in Latin America to help the debt problem,”
they show little interest. So I think what you describe is happen-

ing.

%enator BRrRADLEY. They want to go for the highest return. But
isn't it necessarily the case that the bond financial sector of our
economy is in direct competition with the goods-producing sector of
our economy?

Mr. CHANDLER. Competing for the capital, yes.

Senator BrRADLEY. To the extent that we sell more bonds, we nec-
essarily sell less goods?

Mr. CHANDLER. Yes, I think that is sound arithmetic.

Senator BRADLEY. Now, if you are then thinking about taxes, and
you have a big trade deficit, and you say, “Well, what we have to
do to fight this trade deficit is give more tax incentives for invest-
ment,” won’t that necessarily increase the trade deficit, because
you will have more incentives for investments, the Japanese will
get higher returns—or the Germans or whomever—higher returns
by taking their surplus dollars and investing them in those particu-
lar tax-favored investments? And necessarily, the result will be as
more dollars go into those investments, less goods are sold?

Mr. CHANDLER. That is a fairly complex question, and I can deal
with it a piece at a time.

I am not favoring incentives for industrial investment in this
country that differentially affect companies. I do favor strongly a
restructure, a reform, if you will, of our tax approach that encour-
ages savings, which then is a channel to investment, and which
does treat capital gains differently, and, finally, which treats corpo-
rate products, made by a corporation and brought into this market
from overseas, the same as if they were made in this country, or
vice versa.

Senator BRADLEY. But the point of the question is: Given a $170
billion trade deficit, we don’t want to shoot ourself in the foot by
passing laws that would increase the trade deficit.

Mr. CuaANDLER. That is absolutely correct.

71-855 0 - 87 - 7
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Senator BRADLEY. OK.

A second question: You say——

Senator DANFORTH. I am sorry to interrupt here, but you don’t
have to thoroughly agree with the line of thought that was implied
in Senator Bradley’s question, do you?

The CHAIRMAN. Gentlemen, let us keep to the order of question-
ing; I had a serious question myself that I didn’t ask. [Laughter.]

Senator BRADLEY. | am glad to see that so many Senators are in
attendance. [Laughter.]

A second question: You say that the current system of debt
policy, Third World debt policy, is not working. Could you describe
its impact on, say, jobs in the United States?

Mr. CHANDLER. During the period of, say, the Seventies or rough-
ly that period for a company like Kodak, the Latin American
market was growing at 15 to 25 percent a year. It was a stunning
growth market much like Asia. In the last several years it has
gone negative, for many years. It has now turned around and is
going slightly positive. But with that overhang of a debt situation
in Latin America, it affects us in many ways.

Number one: Country by country there is a strong pressure, if
not force, for a company like us to match our imports with our ex-
ports, so that if we want to take goods produced by workers in the
U.S.—continue to take them—into Latin American countries that
have heavy debt, we have to look for ways to export products so
that we have a balance of trade. And so we go around and buy nat-
ural resources, whatever, in order to do that. We engage in abnor-
mal activities, activities that we are not skillful at.

It also affects our investment there. But it clearly does depress
our export relationship. Forty percent of our market is overseas,
and half of that we make in the U.S.

Senator BRADLEY. So, I take it you think that the way that policy
has been handled has been to reduce the size of the U.S. export
market in Latin America?

Mr. CHANDLER. It clearly has done that for us.

Senator BRADLEY. By a sizeable amount.

Mr. CHANDLER. Yes.

Senator BRADLEY. What is the amount, again?

Mr. CHANDLER. I don’t have the figure memorized, but I believe
we went down 40 percent.

Senator BRADLEY. A 40-percent drop in your company’s exports
to Latin America?

Mr. CHANDLER. I believe so.

Senator BRADLEY. Because of the way debt is handled. And that
is the case primarily because the Latin Americans don’t have the
dollars to buy exports, to buy U.S. exports?

Mr. CHANDLER. That is correct.

Senator BRADLEY. Okay.

Let me, in my last question, ask: You say that the problem with
the U.S. trade deficit is as much companies’ as it is government'’s,
and that companies have to take a longer view. What one or two
things would you recommend that we could do to get companies to
take a longer view?

Mr. CHANDLER. I know what the problem is. I am not sure wheth-
er the committee would feel that it could take legislative action.
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But American companies report their earnings quarter by quarter,
compared to the prior quarter, because this is a requirement, by
FCC regulations. Companies in America like Kodak have their in-
vestments largely held by institutions—60 to 80 percent may be
managed by institutions. It is a well-known phenomenon that an
institutional holder is pragmatic enough to change their invest-
ment on short-swing gains, and their approach to corporations
drives in that direction.

There is a third phencmenon that affects many companies, and
that is the phenomenon of third-party intervention in buying up
shares of companies, putting them under pressure, threats of take-
overs and so forth. All of these forces drive American management
to be too short-term in the managing of a company. It is a morass
that I have described to you. If there is regulatory assistance in
any of those areas, I am sure it could be of great help.

Senator BRaDLEY. Thank you very much.

The CHAIRMAN. Thank you very much.

Senator Daschle.

Senator DascHLE. Thank you, Mr. Chairman.

Mr. Chandler, I would like to go back if I could to your testimony
and seek some clarification with regard to your view of the causes
of the difficulties we face today. _

I have no disagreement whatsoever with regard to the three that
you mentioned—macroeconomic policy, the fact that the rest of the
world is caught up, as you say, and finally the debt burden. But I
hear it somewhat in conflict with Mr. Galvin, and we haven’t
really addressed the contrasting positions that you may have had;
but I would be interested in your clarification or pehaps elabora-
tion of how you view market access, when you look at the causes.

Mr. CHANDLER. I believe you are referring to market access
around the world? :

Senator DascHLE. Market access abroad. How does that fit in the
three causes that you have shown?

Mr. CHANDLER. At least in my experience, it is very clearly in
the macroeconomic area, where from 1980 to 1985 the goods that
we sell—not just in Japan but io Europe, in any market served by
the major currencies where the dollar was strong in relation to the
other currencies—we faced year after year approximately a 15-per-
cent change in that relationship of currencies, which is equivalent
to our having to cut our prices 15 percent, or equivalent to our
competition raising their prices 15 percent.

Now, American companies traditionally have margins of 5 to 10
percent, the good companies. So you can see that being faced with
that challenge four years in a row and then in the fifth year it was
7 percent, it is something that you have great difficulty offsetting
with cost reductions. '

Senator DAscHLE. But that alone doesn’t explain to me the struc-
tural impediment that we find in other countries, the absolute pro-
hibitions that exist on certain products being sold in a foreign
country, the other kinds of tariffs and restrictions that exist on
products sold abroad. It seemed to take into account something way
beyond the relative value of comparative currencies.
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Mr. CHANDLER. I think, at least in my experience, except for the
Japanese market, price is a factor. It is the determining factor
when you have product parity and quality and other respects.

Senator DAscHLE. Price is a factor, but, once again, how do you
view market access? Is that the only factor in determining market
access? Is that what you are saying?

Mr. CHANDLER. What | am saying is that it is an adequate factor
to get market entry in other markets, except where we have de-
scribed one country quite specifically here. There are other coun-
tries that prevent ownership, but those are beginning to soften—
Korea, for example. We could not put a plant of your capital in
Korea to do, say, a finishing job on a product, to package it for the
market there, or any of those things. That is changing.

Senator DAsCHLE. But you are not saying—are you?—that if we
simply adjust the value of our currency and deal more competitive-
!{ on the question of price, that we will alleviate our market-access

ifficulties. Are you?

Mr. CHANDLER. I am coming very close to saying that, if in the
process, and I believe it would have to happen, we keep interest
rates down and lower than they are now, and thus we have healthy
economies.

Senator DAsCHLE. Mr. Galvin, could I ask you to address that? I
think I would have to beg to differ substantially, but you are the
expert, and I would like another expert’s view on that position.

Mr. GaLvIN. Our experience is much to the contrary. As a
matter of fact, to just add a little zest to the discussion, w{xen you
go to Japan you almost are invited to bid at a higher price, because
that allows that the sanctuary phenomenon will continue there, so
that the things that are done there can earn money, so they can
afford to do things elsewhere.

So there are clearly a set of characteristics in a few countries,
and there are a few more than Japan, who have determined collec-
tively that they must resist buying from the outside for national
interests. And price is not the sensitive item. They have all kinds
of ways of affording these price differentials.

We have seen this now, with the dollar change in value, there
have been virtually no changes in price in the United States.
People find ways of absorbing that, because they peg so many other
things they buy to the dollar, so they have an escalator that com-
pensates for it.

There is a class of issues of a very timely nature, that I have
spoken to here, that I think have to ge dealt with in concert with
all the other system’s items, which are also very vital.

Senator DascHLE. Thank you.

In the remaining limited time I have, I would like to ask some-
thing in reference to a comment that you made about the help that
the USTR has been to you in the past in a personal way. Mr.
Strauss and now Mr. Yeutter can take on specific assignments with
regard to that market access that I think have been very helpful.
But how do you view the relative ability of our USTR to that of
other countries’ to enter into specific opportunities such as this to
our benefit?

Mr. GaLviN. Well, first of all, the personal ability of the people
who are representing us is absolutely superb. They have the negoti-
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ating skills. When they are in the pits, they have the guts and so
on to do it. But they don’t have any backing that provides that con-
sequential event if the person they are trying to negotiate with
either agrees and then doesn’t perform, or if he doesn’t agree.

The art of negotiation does require power.

Senator DascHLE. Thank you very much. Senator Durenberger.

Senator DURENBERGER. Thank you, Mr.. Chairman.

Mr. Chairman, as I listen to these hearings I am reminded that
the other night I was at a reception, and I was between votes and
complaining about the pace around here. This wise old man said,
“Gee, it must be tough working in such a complex environment
with such complex issues.” At the time I was between taking down
billboards and increasing highway speeds, and my reaction was,
“No problem at all. The complex issues we avoid; it is things like
salary and billboards, and so forth, that we tackle,” except in this
committee. And I gusss that is the reason I like it, and the reason I
regret, and all of us regret, not being able to spend more time here.

In the last two years the Chairman of this committee and some
other members of this committee were part of an experiment that I
headed on the Intelligence Committee to design a national intelli-
gence strategy.

Currently, in the Armed Services Committee—and this really
started under Barry Goldwater—there is a similar effort to develop
a national defense strategy. The ultimate, of course, is to have a
national security policy.

None of these things are elaborate election-issue sorts of things,
but it sort of pins people’s responsibilities down ahead of time. In
our case, we looked ahead 10 years, and we found that it wasn’t
just the Soviets we had to worry about, it was 16-megabyte chips in
Japan, for example. It was religious fundamentalism, or Christian
liberation theology, or—who knows?

The reason we were doing that—it wasn’t a particularly sophisti-
cated exercise, and we weren’t doing it just for the exercise, but we
were doing it because we had to vote on multi-billion-dollar budget
commitments that won’t be in place for five or 10 years.

So, it strikes me that in large pait that is what I am getting out
of this kind of a hearing. Everybody would like to look ahead five
or 10 years, but it is difficult to do.

One of the things that came out of our strategy discussion was
Bill Bradley's proposal relative to Latin American debt, where he
disagreed with the Secretary of the Treasury. Mr. Chandler, I
think you responded to some of the concerns there.

One of the questions we raised was why do we, in effect, treat all
countries of gouth America the same? And we went right from
that to: Why do we have the same trade policy with Brazil and 130
million people that we have with Hong Kong, which is about to be
part of China?

And I think the answer is that we all think short-term, and
nobody wants to break the mold and move on to something else.

My question of both of you is in the context that I have tried to
describe to you. I am leaving aside the so-called complexity, but
maybe just dealing with your personal frustrations on the conflict
when it exists, or the opportunities between a national security
policy for this country, which is no! just the Army, Navy, Air
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Force, and Marines, but in the much larger context of oil carteliza-
tiolr}, population, high tech, and all the rest of it, and the trade
policy.

Where should we all be heading? I mean, would you encourage
broader discussion of these issues in the larger context not only of
trade but of national security?

Like the story in The Times this morning on the 16 megabyte
chips, for exampie, Mr. Galvin. Does this worry you? Or should this
worry Americans, that we might in the future have to rely on the
Japanese for that kind of technology?

Just where in the oil import fee argument that we have here pe-
riodically, where in our longer-range planning, should we be bal-
ancing international trade issues and the national security issue?

Mr. GALvIN. Senator, I think you raised the grand issue, and I
will not speak in grand lengths of a statement. I don't ask you to
turn the pages to it, but in my written testimony under the theme
of ideology I speak of the fact that each of these other practition-
ers, many other state-directed institutions of various kinds, are re-
sults-oriented. That is a synonym for an ideology.

We are process-oriented in this country, and we decided that 200
years ago, and it has worked pretty darned well for us, because we
want to have all the freedoms and the checks and balances, “‘So
gor’n,’t let anybody else tell me what to do and me tell you what to

0.

I am saying here that I think we have got to modify our ap-
proach as a country, and we must be much more results-oriented.
And if one wants to be results-oriented, then you have got to do
some thinking in your head, you have got to do sume planning.

I am as conservative a Republican class of thinker that one can
have, and I understand the concerns of someone who says, “You
don’t want a national policy do you?”’ And yes, I do. I think that
you should be encouraged to think about whether or not there
should be a national policy that doesn’t direct Colby Chandler to
produce a given product, but what we want the results for this
country to be. This country is an economic machine, and this eco-
nomic machine must create wealth. Not wealth to put in your
pocket or my pocket; I'm speaking of it in the generic sense. If we
don’t create wealth, we can’t have the so-called ‘“‘full-employment
economy’’ that affords the social programs, et cetera.

The way we are drifting as the result of the other person taking
advantage of the use of their ideology of being results-oriented, and
if one of them succeeds, like Japan, is that they knock the rest of
us out of the game.

I think that you have got to lead us for the next few years
toward something that plans for an end-result good fer this coun-
try.

Senator DURENBERGER. Mr. Chandler.

Mr. CHANDLER. Well, Mr. Galvin has said it very well.

Senator DURENBERGER. | agree.

Mr. CHANDLER. | feel that clearly we are competing as companies
against countries, and against country policy which integrates gov-
ernment actions with corporate actions with planned university ac-
tions, in which thrusts are done in a cohesive, coordinated way,
and the cost of capital is controlled to a very low level, so that com-
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panies basically fund their capitalization out of debt at a low cost,
and at which it is favorable to export products.

It seems to me we do need to recognize in this country—and we
have a large communication problem with the public in doing
this- —that it is important for America to be strong economically,
that it is important that in that pirocess our manufacturing sector
remain strong, and that we have strong exports. For that to
happen, it does require a closer understanding in our legislative
process with our manufacturing process.

To illustrate that, I Lelieve that if we look back at the Tax Law
of 1986, which I think was a step forward, it did nevertheless treat
manufacturers as though they were American manufacturers man-
ufacturing to an American market and not to a world market. I
think that illustrates my point.

The CHAIRMAN. Thank you very much, gentlemen.

Senator Heinz.

Senator HEINz. Mr. Chairman, thank you.

Mr. Chandler and Mr. Galvin, both of you have given us some
good advice about what we can do here in this country to pull our-
selves up by our bootstraps. We should reduce the federal budget
deficit—although I might parenthetically add that as a percentage
of GNP, our budget deficit looks pretty good to most other Free
World countries. We should try to solve the LDC debt problem.
That would help our export opportunities greatly and reduce the
protectionist activities of countries like Brazil, we hope. We should
do more to educate our own people in the right skills, and maybe
figure out a way to reduce the numbers of lawyers and account-
ants. And we should have a better attitude, the kind of attitude
that 30 or 40 or 50 years ago caused this country to be, first, the
arsenal of democracy and the engine, thereafter, of Free World eco-
nomic growth.

My question first to Mr. Chandler is: If we did all four of those
things, would we still be able to obtain access to markets like
Japan or Korea or some of the other closed economies that Mr.
Galvin mentioned? Yes, or no.

Mr. CHANDLER. This is the second chance at the same phenome-
non. Incidentally, I do not differ from Mr. Galvin in the description
of that problem. I guess if we differ, we differ in the degree of opti-
mism with which we can solve the problem by direct means.

I do belie\c, while our USTR is more successful than many of us
are, company-to-company, in negotiating in some of those coun-
tries, that it is a short-term matter, for one thing.

Senator HEINz. I didn't make my question clear. If we do all of
the internal things that we are ultimately capable of, would that
create market access opportunities in the list of state-directed, mer-
cantilist economies of East Asia?

Mr. CHANDLER. I don’t think anybody knows the answer to that
question. ,

Senator HeiNz. [ doubt that the answer is no.

Mr. CHANDLER. My position is, we ought to try, because I do not
believe the short-term solutions are going to do it by themselves,
number one; and number two, I do believe they are short-term, and
I do think they can be counterproductive.
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Senator HEiNz. Let me ask you this, then turn tn Bob Galvin for
a couple of questions:

Let us assume that he is right, and that your uncertainty turns
into agreement with him that just doing those things isn’t going to
do the job, and what I call “mercantilist economies” and some
others call ‘‘state-development economies” continue to become
more and more successful. What does that ultimately force this
country to do? Do we abandon the free market? Do we start subsi-
dizing our industries? Do we start industrial targeting and become
just like the other fellows out there and thereby change our system
of values that we believe has served this country and this world
we)ll? Would that happen to us, or would something else happen to
us’

Mr. CHANDLER. | think you could convince a lot of people that
that scenario is what might happen. I personally believe it would
be a cycle effect.

Senator HEINz. | think a possible bad solution is that we would
be forced to change, to become something thut most Americans
have absolutely no desire to become, which is state——

Mr. CHANDLER. I think once we start down that road——

Senator HEINz. This goes way back to our roots in federalism and
profoundly affects our psyches. We don’t even like banks, let alone
the government in this country.

Mr. CHANDLER. The question is whether we would have the abili-
ty to reverse that trend, and how soon, and how effectively.

Senator HeiNz. Now Bob Galvin, you have stressed that we
should be more results-oriented, that our process-orientation—
which parenthetically included keeping our markets open at the
conclusion of World War II to the countries devastated by World
War II, including countries that had been our enemies, our free
transfer of technology and capital, and on occasion management by
the multinational corporations—has served those countries and
ourselves well.

But as you look at the trade imbalances, what you say is, that
process isn’t working anymore, and the only way we can get results
is to legislate results.

My question is this: You indicated, in effect, support for what
was last year the Bentsen-Gephardt-Rostenkowski bill. That is
what you really said in the statement. You said that when we con-
fronted the issue of reciprocity, Senator Danforth and I back in
1981 and 1982, the conventional wisdom was against requiring re-
ciprocal market access based on national interests—that that was
protectionism—and as a result what was enacted was weak. And
you were saying, unless we take strong action of the kind you de-
scribed, it will still be perceived to have a bad result, because it is
process-oriented. .

Let me give you an alternative, if I may, Mr. Chairman, just a
brief alternative to the bill I described, which is this: Would legisla-
tion, which said that if there was a pattern of denial of market
access, that the United States would be required to retaliate
against such denial of market access by reducing or eliminating
market access to the U.S. markets of the offending country; and
that that would go into effect and remain in effect until a solution
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was negotiated, if and when that ever happened. Is that strong
enough?

I guess you are going to have to give me kind of a short answer,
because my time has run over.

Mr. GALvVIN. Well, certainly it would express a very significant
will and intent. | am not skilled enough, sir, to give you a snap
answer, and you wouldn’t want one.

I believe that the class of approach that was described in last
year's legislation provided an understandable formula, a predict-
ability of what could happen as a consequence to the person that
didn’t respond, and that we need something of a tangible nature
versus just a qualitative nature in order to cause this change to
take place.

Senator HEiNz. Thank you. My time is up.

The CHAIRMAN. Thank you very much, gentlemen.

Senator Riegle. -

Senator RiEGLE. Thank you, Mr. Chairman.

Mr. Galvin, hearing your comments today and reading carefully
your statement, I have to say to you that I think you have brought
us a brilliant assessment of the problem, and I thank you for it. I
think you are uniquely situated by virtue of your own business his-
tory and what you have been doing in the international market to
come and help to illuminate this problem for us in a way that we
must bring ourselves to understand. That is not always easy. We
can get facts, but whether we are able to take them and absorb
them and draw the conclusions that we should from them, it just
doesn’t always work the way it should.

But I think you have given us a way here to understand what
underlies the difficulties and the blockages in this international
trading system that more of the same, in terms of our response,
cannot by itself solve. We have got to do some new things.

You have mentioned specifically target deficit-reduction goals
with the nations that have these huge bilateral surpluses with the
United States, and obviously Japan leads that list; but we have—
out in that part of the world—Korea and Taiwan coming up very
rapidly into the same situation.

You are saying to us, as I understand it, that if we produce trade
legislation or a national strategy to deal with these problems, and
we leave out something that is going to make sure that we get sys-
tematic deficit reductions in the areas where they are the largest,
for these ingrained reasons, that we really will not have addressed
the problem. Is that a fair summary?

Mr. GALVIN. Yes, sir.

Senator RiEGLE. Now, we have a trade bill that we are going to
introduce today as a committee. I don't know if you have had a
chance to review it yet, but it is being offered as a full bill, and
then it is being offered section by section, so that those that agree
with all of the sections can so indicate, and those who might re-
serve a judgement on a section or two can also indicate that.

I am going to indicate to you, and I want to indicate to the Chair-
man and to the members of the committee, that I will be offering—
as soon as I can draft it properly—a deficit-reduction section of
that bill, because I think it is the heart of what is needed to make

-,
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a trade bill work. Now, obviously it has got to be balanced, and it
has to fit all the constraints, and so forth.

But I think your recommendation to us is so powerful and so nec-
essary, that I think it has got to be there, and I just want you to
understand that I am going to do my best—and I hope you will
help, work with me and others who may have that interest—to see
to it that that part gets drafted properly and put in there, so that
wle get that piece of national strategy or trade-policy strategy in
place.

There is another area with respect to worker-rights that is off
the topic that we are talking about now that I think also needs to
be in there, and so I will be drafting that and offering that as well,
because it seems to me that if we don’t turn these trend lines
?round now, we may not have a chance to turn them around in the
uture.

I would refer you to a chart here—it will just take a split second
to do this. The first chart that I have here is a chart that shows
our trade deficit over the last several years of the balance of trade,
just to show the expedontial change in this trade deficit through
the end of last year, which takes us to this $170 billion figure. But
I show you that in terms of a kind of income statement on our
trade problems.

But to go to what I think is the more serious problem is the bal-
ance-sheet problem. We do such an elaborate ballet around issues
here oftentimes in the Congress, that, you know, we are talking
about yesterday’s problems and old textbooks and past theories,
and so forth. This to me is the problem we are facing where we
now have become a debtor nation. We are the nuinber one debtor
nation. We are adding new international debt at the rate of a bil-
lion dollars every two and a half days; we are going to owe the rest
of the world a trillion dollars by 1990, according to the New York
Federal Reserve Board’s latest estimate. And we are impairing our
international balance sheet in a way that we have never done in
moﬁfﬁ] history; we were a crcditor nation going all the way back
to .

My question to both of you is: As we continue to plunge into this
debtor’s hole, and that is exactly what we are doing, that is the
trend line we are on, on a chart that is to scale, at the present
time, can we allow this to continue? And if we do, what does this
mean to us? If we impair our international financial position at
this rate for any length of time into the future—two, three, four
years—what does this mean for us? What is your sense for it?

Mr. GaLviN. I am going to give you an electric word, and it re-
lates also to John Heinz’s theme that he was enunciating as he was
pursuing his fundamental question—and I am sure the record will
show what it is; I won’t repeat.

Sir, that line leads to receivership. A receiver is a dictator.

Now, let me back off. I don’t mean to say that our society is
moving towards a czar of that magnitude. But whenever an institu-
tion finally owes more money than it should, someone imposes a
discipline. And in the business vernacular, that is ‘“a receiver.”

If the Eastman Kodak Company or Motorola ever goes into re-
ceivership, we stop having the freedom to run our affairs the way
that we want to, and that is what John was getting at a few min-
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utes ago. We are at risk of losing our wealth-creating capacity to
work ourselves out of this problem and we are rapidly moving
down this curve way too fast. And if we get to the point where
people in the rest of the world don’t have the confidence that we
can pay off our debts, a phenomenon of receivership will occur, and
even the members of this committee won't have the freedom to do
what they thought they had the right to do under the Constitution,
because of influences from the outside. And, absolutely, the Colby
Chandlers and the Motoroclas are going to be far more restrained.

I think that is the significant and predictable consequence if
these class of things are not dealt with—and incidentally, at least
in the next Administration. I think it is that imminent in terms of
our ability to demonstrate our wealth-creating capacity to pay our
way.

Senator RieGLE. Mr. Chandler, my time is up, but I would like to
have your response on the records.

Mr. CHANDLER. | intend for my comments to not diminish but
maybe exaggerate more. I just think that that was not an under-
statement. :

It seems to me that, as the debt gets greater, those things that
you attribute to being caused by debt begin to exacerbate the prob-
lem; it becomes self-compounding.

I was in Davos earlier this week. The Europeans were saying
that other countries that get into the situation that America is now
beginning to face go into default, “What is the United States going
to do?” We aren’t there yet, but we are not going to go into default,
I surely hope. But it is a serious matter. It means we are exporting
our capital to pay the service of debt instead of to buy goods. We
are importing capital to fund the debt. And the American produc-
tivity is going to have difficulty growing, because we do not have
the formation of capital to put in efficient plants.

The entire process is compounding, and it gets steadily worse.
And the digging of the hole is a good example; we must turn it
around.

The CHAIRMAN. Thank you, gentlemen. Let me say that we have
a large quorum out there which could turn into a vote, and I would
like to move along here.

I really hope America is listening to what is being said by these
witnesses, because it is highly significant and, frankly, fundamen-
tal and dramatic.

Senator Matsunaga.

Senator MATsUNAGA. Thank you very much, Mr. Chairman.

Thank you, gentlemen, for sharing your views with us. I think
those of us who have not been able to listen to your testimony at
letalast have your written testimony, and we will be sure to study
them.

How would you respond to the criticism advanced by the Secre-
tary of Commerce Malcolm Baldrige and the Assistant Secretary of
Treasury Richard Darman, that American business is largely re-
sponsible for our present competitiveness problem?

Mr. GaLvin. I think they did a disservice to American industry.
That unfortunately represents this wonderful phenomenon of our
society, that we really can’t stand up in a positive way to associate
with each other.
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But like every statement, there is some truth. And there are in-
adequacies in the operations of businesses, as there have been inad-
equacies in every other element of our society.

But the current evidence is that American industry has taken
that challenge unto itself, years ago, and is working its way up to a
level of quality management, good low costs, quality of product, et
cetera, to where we can stand toe-to-toe with any competitor any-
where in the world on a wide variety of products.

Incidentally, our trading competitors, have some failures in some
of their methodologies as well.

American industry can meet the competitive challenge if it has
the confidence that the environment in which it will employ its in-
vestments can be earned. And I believe that American industry, if
assisted—and I don’t mean subsidies—if assisted by an environ-
ment from the Federal Government, with a statement of intent
that we want America to really be competitive, could respond and
recover even some of the businesses that we have lost.

Senator MATSUNAGA. Mr. Chandler.

Mr. CHANDLER. | think generalizations are always dangerous to
make, and I believe those generalizations were were grossly unfair
to many and probably on target for many.

The American companies have responded to what I characterize
as basically the “strong dollar phenomenon,” the overvalued dollar
phenomenon, and have been working, I agree, for several years,
and are in a much better position today to compete on a manufac-
turing basis than ever before. And I am confident, in terms of the
industries that I am familiar with, that in terms of factory, man-
agement, and productivity, this country is close to world class, and
the only thing that separates us perhaps is in the form of capital
formation in some plants. We know how to do it.

If we want to try to put it on an average basis—and statistical
averages sometimes are deceptive—in the years past, over the last
five years, 1 believe you can put together some pretty good data
that would say that that element of the problem—factory manage-
ment and company management—has been about a third of the
competitive disadvantage. The other two-thirds have been currency
misalignment and, finally, the subject we spent so much time on,
and that is the interweave of tax and barriers of entry. Those three
factors are about equal.

Senator MATSUNAGA. As legislators, we are very much concerned
about providing the environment which you suggest we should pro-
vitczlle, to make American business much more competitive than it is
today. .

The CHAIRMAN. Let me interrupt just a moment, if I may, Sena-
tor. We have a vote on the floor, and I would urge that a number
of you come with me, except for those who will speak next and
question next.

Senator Matsunaga, if you will, please preside. And we will be
back as soon as we can.

Senator HEiNz. Mr. Chairman, I ask unanimous consent that my
prepared statement be made a part of the record.

The CHAIRMAN. Without objection.

Senator MATSUNAGA. Gentlemen, if we may continue.
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Mr. Kobayashi—of the NEC in Japan—made this statement.
“You Americans have a lot to learn. We Japanese come to the
United States to find out what the American consumer wants. We
go back to Japan, manufacture those products, and export to the
United States. What do you Americans do? You go to Japan, and
you set up factories. You produce goods for consumption by Japa-
nese consumers? No. For American consumers, to export to the
United States, adding to your trade deficit.”

Now, this bothers me, because I have looked into this, and I find
that through the international conglomerates, international corpo-
rations headed by those American industries, this is in fact going
on. American industry is in fact adding to our trade deficit by
going abroad, employing cheaper labor, and manufacturing goods
to compete with American producers.

So, what is the answer to this? You want us to provide the neces-
sary environment. Are we to do something about this? I under-
stand both of you are very familiar with this, because you do have
international operations.

Mr. GaLviN. Mr. Kobayashi is a distinguished world citizen and a
superb leader of his country, and there is much that he has stated
that is an accurate profile or description of the situation.

We haven’t the time to go back over all of the reasons why the
environmental conditions when those things started back 15 years
ago, and did persist, took place. I think you will find that there
were some survival reasons why that had to occur because of, then,
some public policies.

But let us get around to changing things. It is my personal view
that the American technology—not the science, but the whole abili-
ty to do business—has corne full circle to where it is now able to
compete from this shore to a much greater degree, and that if we—
and I mean “we’” as citizens, and I have some personal ideas, which
I am now beginning to act on—can find a way of creating this
“right environment,”’ I think we can start to return to the United
States’ shores a greater balance, a greater mix, of the supplying of
our own needs.

I believe that ought to be one of the positive objectives that you
might wish to relate to, and I believe a number of Americans
would like to identify with that, also.

Senator MATSUNAGA. Mr. Chandler.

Mr. CHANDLER. Yes. In our company’s situation, I described—per-
haps it was before you joined the group—that for our trade-weight-
ed currency effect, to take one variable, we are about half-way back
to what I would call “a proper balance” for trade-weighted parity,
purchasing power parity, from the extreme that we reached in Feg-
ruary of 1985.

In just that short interval of time, and in that 50 percent return
to what would be a prover balance, we have been able to start
some manufacture that is financially successful, viable, in this
country. So that supports what has just been said.

This country is capable of competing when the fundamentals in
the economic system give a proper “level playing field,” to use an
overworked expression.

One other statement I would make is that in our company’s situ-
ation, every product that we have sourced as a product offshore, we
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could not produce in this country at a profit. And the only reason
we are producing them offshore is to keep our position in the
market. In other words, the companies have to survive, and this is
a survival process we are talking about.

Senator MATSUNAGA. I wish we had more time to go into specif-
ics on this, but we don’t, and I have another commitment. I am
turning the committee over to Senator Baucus.

Senator BAaucus. Senator Chafee?

Senator CHAF=E. Thank you, Mr. Chairman.

Gentlemen, you both represent companies that have a tremen-
dously high standing amongst the members of this committee and
the American public, so I think you represent what we would call
well-run companies.

On page 22 of this Challenge of Global Competitiveness that we
signed here—and I am not sure who distributed that—there is a
very tough speech by Secretary Baldrige, which basically deals
with the ability to translate things from technology into produc-
tion. He talks about VCR’s, he talks about robotics, he talks about
transistors.

My question is, setting aside the past as I think what we want to
do is look to where we are going from here, do you think that the
tools are in place now, or do you have some specifics? I know that
number one through 10 for both of you is to reduce the federal defi-
cit. But that is not solely within the jurisdiction of this committee,
by a long shot. My question to you is: Are conditions better for
translating technology into production than they might have been?
And what might we do to help to solve this problem, which Ameri-
can industry is frequently accused of failing in, that your research
department comes out with a marvelous idea and nothing happens;
the Japanese grab it and make millions of dollars out of it?

Mr. Chandler.

Mr. CHANDLER. In the case of our company, we have made major
restructuring within the company in the last say four years. The
single goal from an operational point of view of that change was to
do exactly what you described, to better couple the steps from re-
search to development to manufacturing to the marketplace. Our
management goal was to put the decision process down at a level
in the organization that would enable that to take place.

This clearly was something we could have been criticized for not
doing as well as we needed to do. At the same iime, it is something
that would not have been appropriate 15 years ago. Our product
mix has changed. And so there is no such thing as a panacea for
all companies. We were slow in doing it. We have done it. It is
working. It was not something that l:gislative change would have
helped or not helped; it was an internal change on our part.

1 would make one other comment, that I think American compa-
nies are going to look different than Japanese companies, as we
have been talking about Japan, because we start at the basic re-
search and work our way through. If you are following another
technology that is already established, you do not start back at the
research but start at the process step.

The Japanese industry has done an admirable job of refining
process technology and improving that process technology to make
good products. They are now, in new areas, integrating back into
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research; but I think the comparisons, looking backward from this
point, in the products I am familiar with, they are not comparable
situations.

hSel??ator CHAFEe. What about you, Mr. Galvin? What do you
think?

Mr. GALVIN. Yes. The competence to accomplish what you refer
to as “‘an objective”’ now exist. It must be spread across the panoply
of American institutions.

So the part that is do-able by business, we now know how to do
it, lots of people could replicate it, and they could be successful.
They clearly have to have this environment in which they can
have the opportunity to earn. And so, in trade policy areas, people
at least like myself are speaking up for some rather specific and
rather consequential events, because, in the translation of the next
technology, we must watch that the following does not occur:

The Senator from Hawaii referred to the proposition expressed
by Mr. Kobayashi of NEC. I don’t think Mr. Kobayashi personally
said this, hut one of Mr. Kobayashi’s principal executives said, and
it is in the public record, that we could never have achieved a suc-
cessful semiconductor industry in Japan if we were not protected.
We had to have sanctuary.

So, if we are going to think of the total world system of America
translating even a renewal of old technology or the achievements
in new technologies, at the instant that we have that technology,
Americans must have the right of access to the foreign market.
That sanctuary can’t exist. The infant industry phenomenon
cannot be allowed to persist in developed nations.

Senator CHAFEE. Let me ask you a quick question, because I have
to go over and vote. In the Tax Bill we reduced the investment, the
R&D tax credit, from 20 to 25 percent. And we haven’t made it per-
manent, but I think we are. But let us say we are at 20 percent
now. Is that good? How significant is the difference between 20 and
25 percent on the R&D tax credits?

Mr. GALVIN. It is counterproductive. It sends the wrong signals.

Senator CHAFEE. But on a scale of 1 to 10, is it a great big 10?
Would you dance in the streets if we gave you 25 back?

Mr. GALvVIN. Well, everything is incremental, Senator. No, we
wouldn’t dance in the streets, but if you send three or four good
signals to us, it makes a difference; versus three or four counter-
productive signals.

Senator CHAFEE. What do you say, Mr. Chandler?

Mr. CHANDLER. I think the signal is more significant than the ec-
onomics. We do not make any decisions that are based on that kind
of financing—financial impact. It does not affect our decision proc-
ess. It is an important signal. We need more signals to favor capital
formation in this country.

Senator CHAFEE. I am sorry, I have to dash.

The CHAIRMAN. Gentlemen, I am going to take advantage of the
fact that none of the rest of them are here. [Laughter.]

We could talk to you two fellows all day, but time won’t allow. I
understand we are going to have another vote in a few minutes, so
~ve have another witness. You have been very helpful, and it is ob-
vious from the participation that the members of the Committee
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have been most interested. Now, I will get to the next witness,
thank you very much. We are most appreciative.

Our next witness will be Mr. William Lilley, President of the
American Business Conference.

Mr. Lilley, we are pleased to have you here. Please proceed.

STATEMENT OF WILLIAM LILLEY III, PRESIDENT, AMERICAN
BUSINESS CONFERENCE; BRONXVILLE, NY

Mr. LiLLey. Thank you, Mr. Chairman, and thank you for invit-
ing the American Business Conference to appear.

Let me say a word first about the American Business Conference.
It is made up of 100 chief executive officers of mid-size, high-growth
companies.

The CHAIRMAN. Mr. Lilley, we have an audience back there that
wants to hear you, too, and if you will, speak right direcly into
that mike, pull it up, chew on it a little.

Mr. LiLLEy. All right.

The size of the companies range from $25 million in revenues to
$2 billion. The average size is $370 million in revenues. The aver-
age rate of growth for the companies is 35 percent. Each year they
increase their job force, their employment base, by about 14 per-
cent, over the last five years. The companies are spread evenly
across manufacturing and high tech manufacturing and service
sectors.

What is perhaps unusual for a Washington organization is that
the member companies have to achieve a very high rate of growth
to get into the organization, and, if they do not sustain that rate of
growth, they have to leave. And about 20 out of the 100 leave each
year.

The CHAIRMAN. Mr. Lilley, I relate to that kind of a company; I
was the chief executive of a company in that area. I remember that
Bob Galvin and I belonged to an outfit called YPO together as chief
executives of our respective companies, and there the similarity
ended; his was a very large company and mine was a relatively
small company. But I know what an innovative, creative group of
companies that is, and we are appreciative of your being here.

Mr. LiLLey. Thank you, sir.

Last fall, in anticipation of what was going to happen in this
committee and elsewhere in the government, we initiated an exten-
sive survey of the chief executive officers of the American Business
Conference about international competitiveness and how it was af-
fecting economic growth, both in their companies and in general in
the country. We asked them how important international competi-
tiveness was, we asked them how they were doing, we asked them
what problems they are having, and we asked them what they
wanted the Federal Government to do about the problems.

Today we are making public our findings, and we have provided
the Senators with a copy of the report. It is the gray one that Sena-
tor Chafee mentioned. In the report, the first appendix is the
survey questions for which we received professional assistance from
McKinsey and Company in designing; also in an appendix are the
member companies by state and type of product or service.
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As to how important the CEO’s thought international competi-
tiveness was, they said it was extremely important. Seventy-five of
the 100 companies participate actively in international competi-
tion. Twenty-five are involved in cable television and broadcast tel-
evision, newspapers, domestic oil and gas, but by their nature are
not internationally involved; the others seventy-five are involved
internationally.

Perhaps the most interesting finding—and we did not expect this
finding—was their answer to the question: How well or how poorly
are you doing? They are doing extremely well. From 1980 to 1985,
their revenues, internationally derived, increased 230 percent, or,
annually, 27 percent.

Similarly, they project from 1986 to 1990 that revenues will in-
crease 225 percent, or 26 percent annually.

To give you an idea of how this growth has fueled their overall
growth, in 1982 only 13 percent of their total revenues were inter-
nationally derived; in 1985, just three years later, 22 percent were
internationally derived.

We asked them how they account for this remarkable rate of suc-
cess, particularly remarkable given the reports and the media cli-
mate that many American companies and industries are not grow-
ing and perhaps even declining. They all att.ibuted it to the way
they run their companies. They stressed, repeatedly, aggressive-
ness, agility, risk-taking, patience. They talked about opening inter-
national markets as if they were going to war. The most common-
ly-used phrase was “to secure a beachhead” and to try to judge
how big your losses would be initially to go in and take that beach-
head. And all of them talked repeatedly about product quality and
marketing quality. And the words heard again and again were
“quality, quality.’

If you would look in the little gray book we have given you on
page 10, there is an interesting chart which we compiled from their
answers. We asked them to grade themselves in basic business
skills against their foreign competitors. There is about 10 different
inditia there. On all of the quality-related ones they grade them-
selves ahead of their foreign company competition; on the cost
ones, they grade themselves behind.

The rest of the report was not as unrelievedly good news as the
first part. Even not withstanding this rate of success, all the chief
executive officers consider their future success abroad to be fragile,
and they rank three problems that make it fragile. In rank order,
they are:

First, because they are not the low-cost producer, they therefore
are vulnerable on the cost front, and hence control of costs is very
important. And in ranking costs—and they rank what are their dif-
ferent weights of cost on page 17—the cost of capital for them is
very high; whereas, the cost of labor is their lowest cost.

As companies—and they all in one way or another made this
point, and I think it is a point I heard the Senators asking the pre-
vious witness about—they see themselves as different kinds of in-
dustrial or high tech or service companies than the 1950’s, 1960’s,
or 1970’s. They see themselves chiefly as value-added companies,
quality producers. They see themselves as capital-intensive, knowl-
edge-intensive, technology-intensive. They contrast themselves in
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almost every case with the kinds of companies from the 1950’s and
1960’s that made the American economy, worldwide, dominant.
And those were companies that were labor-intensive, resource-in-
tensive, volume-intensive, low-cost producer-type companies.

The second biggest problem that they face—and this goes to the
previous questions—are cultural barriers abroad. By ‘“cultural bar-
riers” they mean the bias that they face, particularly in the
Common Market countries and in Japan, toward locally-produced
goods. They attribute about 20 percent of that bias to cultural
chauvinism in those countries. They attribute the other 80 percent
to the belief in those countries that locally-produced goods are of
higher quality than American-made goods. And a number of CEO’s
reported instances of when they entered particularly the Japanese
market, of how they had to upgrade the quality of their product in
order to make it successful.

Lastly, in terms of problems, they cite foreign-imposed govern-
ment barriers. They are listed on page 18, the ones for Japan, the
Common Market, Brazil, and South Korea.

_Finally, we asked them what they want you to do to help with
the problem. There are five things they would like done, and, above
all, two are the most important.

The first is that they want the Federal Government, at all costs,
to avoid protectionism, at all costs to avoid any steps that limit im-
ports, because they feel that will limit growth.

They also feel and have specific evidence, themselves, that in any
retaliatory cycle that starts, because they are the companies that
are enjoying success abroad, their products, their services, those
are the ones who are expanding markets abroad, that they are the
people who are taken hostage. That is their first request: Avoid
protectionism.

The second—and we have heard it this morning—is to reduce the
size of the domestic deficit, particularly because of their concerns
about the relatively high cost of capital and the reduced amounts
of savings in this economy.

After those two, far down the list, are three others:

The third would be that your committee recognize that the prob-
_lem of cultural barriers abroad, particularly the quality problem,
has been a long time in coming, and it makes it very difficult for
you—now that people are asking this government to solve the prob-
lem. They would like you to understand that they understand that
a problem that long in coming is going to be some time in solving.
It goes to our educational system, labor-management relations, a
whole host of institutional arrangements in this society.

Another thing they would ask be done would be that the export
licensing program of the United States be streamlined. They don’t
want it abolished, but 52 percent of our companies are affected neg-
atively by the export licensing program.

And lastly, and I think a position that would sharply distinguish
our executives from Mr. Galvin’s position, for example, is that they
would ask the government that, when it moves on unfair trade bar-
riers, that it do so in a scalple like fashion, with a high degree of
flexibility, and that it not be pursued in a way that—for them, for
what is the fifth priority problem—be done in a way that jeopard-
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izes the first priority, which is to start some sort of trade retaliato-
ry cycle.

Thank you very much.

[Mr. Lilley’s prepared statement follows:]
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STATEMENT OF WILLIAMLILLEY 1lI
PRESIDENT, AMERICAN BUSINESS CONFERENCE
BEFORE THE COMMITTEE ON FINANCE
UNITED STATES SENATE

February 5, 1987

! am pleased to testify today on behalf of the American Business Conference (ABC)
on the issue of American trade policy. Mr. Chairman, you and the Committee are to be
congratuloted for holding hearings on this important matter before crafting remediat
legislation. Only by seeking information from a multipiicity of sources can the
Committee take adequate measure of the likely effects, for good or ill, of any
initiatives.

Earlier this morning, Arthur Levitt, the chairman of the American quiness
Conference, and | released a report summarizing an extensive survey of ABC members on
the related problems of competitiveness and trade policy. | would like to submit that
report, entitled "The Challenge of Global Competitiveness: Views of America's High
Growth Companies," for the record. Much of my statement today will be based upon the
findings of thot study.

The American Business Conference is a coalition of one hundred chief executives of
midsize, high growth companirs. At minimum, ABC companies must demonstrate an
annual revenue qrowth at a leve! three times the growth of the economy plus inflation.

In fact, the average ABC company grows at a far higher rate -- about 35 percent per
year. The average annual revenues of ABC companies is $370 million. ABC companies
are creating new jobs at a median rate of about [3.5 percent annually.

ABC companies are distributed across the manufacturing and service sectors in

proportions representative of the economy as o whole. As high growth firms, they tend
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to be capital intensive, knowledge intensive, and greatly dependent upon technological
and marketing leadership. ABC companies are the sort of value-added manufacturers
and value-added service firms upon which many have placed their hopes for Americd's
future.

Last autumn, in anticipation of the great debates on trade and competitiveness that
lay ahead, Arthur Levitt and | decided to survey ABC executives regarding their
companies' international business. We already knew that about three-quarters of ABC
firms derived significant revénues from abroad. Our thought was that a systematic
examination of how international revenues are earned by some of America's most

successful entrepreneurial companies might be of general interest and, perhaps, of use to

policymakers.
"The Challenge of Global Competitiveness: Views of America's High Growth

Companies"” offers a full discussion of the ABC survey. | want here to mention a few of

the more notable results:

*  ABC companies are increasingly dependent upon foreign revenues as a fuel for
their overall expansion. In 1982, 13.6 percent of the total revenues of ABC
firms were derived internationally. In 1985, that figure had risen to 22.1

percent.

*  Between 1980 and 1985, ABC firms increased their internationally derived
revenues at a rate of 27 percent annually. ABC executives predict a similar
growth for 1986 - {990.

#  ABC companies compete on quality, value, innovation, and service. They
almost never compete on price alone.

#=  ABC executives reject the supposed primacy of labor costs in explaining this

country's lack of competitiveness. They stress instead the importance of
controlling total costs -- especially for market access, capital, and taxes.

#  ABC executives oppose protectionist legislation.

#  ABC executives believe that successful international competition is
fundamentally a question of manageria!l wilt and skill.
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3.

As encouraging as these findings are, they should not be taken as evidence that
ARC executives are sanguine about America's future in the international marketplace.
The reverse seems true. Our survey revealed considerable distress among our
membership regarding the related issues of the domestic deficit, an unstable monetary
climate, increasing foreign indebtedness, and a relatively high cost of capital.

You have heard these concerns before. Every member of this Committee has
voiced them. In Washington, they have taken on an almost totemic status.

Nonetheless, these issues, familiar as they are formidable, remain of first concern
to the executives | represent. Fairly or not, ABC members believe that the government
is in a hetter position to do more for business's international prospects by a renewed
battle against our fisca! and monetary problems than it is by passing legislation designed
to police the trade policies of other nations.

To be sure, trade barriers do exist. Our report {ists those impediments to trade
most commonly encountered by ABC executives. One of the most frequently mentioned
is immediately amenable to governmental remedy: our own export licensing system.

Few issues have generated such needless controversy. No ABC member affected by
export controls wants to do away with them. ABC executives do believe, however, that
the process for obtaining an export license is unnecessarily cumbersome and marked by
inter-departmental squabbling. The delay can cost sales since other nations administer
their licensing programs more efficiently. Lost sales mean less money for researct. and
development. Less R&D means loss of technological leadership. An unnecessarily
restrictive or capricious export licensing system, in other words, is a kind of "reverse
protectionism" that is no more to our benefit than its more traditional counterparts.

ABC executives also face foreign trade barriers. Given the remarkable record of
international success enjoyed by ABC companies, it seems fair to assume that the foreign

trade barriers identified in our report are real and not merely rationalizations for poor
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retaliation can hurt companies like those of the ABC in at least two ways:

®*  U.S. imposed restrictions on imports would directly hurt the business in this
country of member cornpanies who import the affected product either for
resale, or as a component in a final product sold in the U.S. or abroaod.

*  If a trade war results from U.,S. retaliation, the foreign country may erect new
barriers against the sale of member companies' products or services in the
foreign country. Because ABC companies have been very successful in doing
business in foreign countries, they are particularly vulnerable to such retaliation
by foreign countries.

We frankly have seen nothing in the new retaliatory initiatives that reduces the
risks they would pose to American companies that are succeeding internationally. That
is hardly surprising. |t is one of the perversities of protectionism that it inevitably
results in the punishment of domestic companies that have penetrated foreign markets.

Mr. Chairman, the challenge facing American business today is not so much unfair
competition as it is competition pure and simple. Any trade legistation worthy of this
Committee's attention should be designed to nurture success rather than simply to
protect failure. it cannot be allowed to camouflage the central macroeconomic problems

that must, sooner or later, be addressed if we are to earn -- rather than borrow -- a

standard of living commensurate with our citizens' rightful expectations.
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The CHAlrMAN. Thank you very much for your testimony.

You pose a bit of a dilemma for us here. The statement was
made earlier that four years ago reciprocity immediately meant
grotectionism, but that that feeling certainly is not as strong nowa-

ays.

It seems basic to me that if a country has full access to our mar-
kets, we ought to be able to demand full access to *heirs. Do you
quarrel with that?

Mr. LiLLEY. No.

The CHairMAN. All right. Well, then, how are you going to get
it? Suppose they resist it, how are you going to get that full access?
How are you going to pressure them to bring it about? What are
the realities? Let us face up to reality in this situation. Is it fair for
one side to have protectionism and the other side not to have it?

Mr. LiLLey. Mr. Chairman, I guess the quandary which you face
is how does the government measure unfair inaccessibility.

Our executives tell us that the most severe barrier is this cultur-
al barrier, which is the quality problem.

The CHairRmAN. Okay, so we can’t handle that one. I don’t see
how you handle that one, except better quality of our products, and
that is what in effect I think you are saying. I understand that. But
that one aside, I can cite to you examples of foreign protectionism.
All we have to do is read the National Trade Estimate and see
pages and pages and pages of nontariff barriers that we are run-
ning into in other countries. And we are not free of that ourselves;
we have a few ourselves.

I looked at a survey that showed there are 28 different ways gov-
ernments could intervene in trade, that the Japanese exercised 25
of them, the Europeans 17 of them, and we exercise six of them.

Agreeing with your question of cultural barriers, the chauvinism,
or whatever you want to call it, what about the others? How do
you pressure them into opening up?

Mr. LiLLey. I think the terms that our CEO’s used are that the
government not pursue it in a high-risk low-reward fashion.

The CHAIRMAN. Come on, give me specifics. What do you mean
by that? I don’t want it high-risk, low-reward, either. I think every-
body on this committee would agree with that. But if you have
sq)mething that that is an unfair trade barrier, do you just accept
it?

Mr. LiLLey. No. It is the question of the year. The American
Business Conference has @ number of companies that were almost
seriously endangered by the negotiations with the Common Market
that ended successfully. I talked to every one of those chief execu-
tives; they were very distressed that American corn farmers were
being injured, unfairly; but they were equally distressed when their
products, which were completely innocent victims—the successes
they were having in Common Market countries, both importing
and exporting goods—were going to be taken as hostage for a dis-
pute that had nothing to do with corn. b d

The CHAIRMAN. Do you think that we would have had any rea-
sonable settlement if we hadn’t taken them on on that and run
some risk?

You see, let me give you an example. When Greece came into the
Common Market, we had some of the very same things happen
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then as we have now with Spain and Portugal going in, the loss of
some $400 million of farm products being sold into Spain—not Por-
tugal, just Spain. When that happened with Greece, we didn’t do
anything about it, we let it take place, and we lost some markets.

Then the European Community got into a mindset that, “We can
do this without having to compensate. That is going to be the pat-
tern.”

I have a hunch that if we had had a standard of response and a
continuity of response, we wouldn’t be tried soc many times. This
time we took them on.

Mr. LiLLEY. And we risked.

The CHAIRMAN. You bet, there is some risk. But if we hadn’t
done it, we would have lost that market with no compensation.
And that, we thought, was a violation of the GATT. What do you
do but accept some risk, in these things?

Mr. LiLLey. I think, knowing the companies that were involved
in that issue, that they believed that the way the Administration
was prosecuting the corn issue was about as tough as you could get,
and to make things tougher would tend to make it more difficult
for the other governments to yield without appearing—I mean,
they have to stay in office, too—without appearing that they were
being pushed around by the United States Government.

_This was a very serious matter for about five or six of our compa-
nies. ‘

The CurairMAN. Of course it is serious, it is serious for our coun-
try. But I think these are some of the risks we have to run in
trying to get to the problems where we see a really, truly unfair
trade practice. I wonder how your companies would have felt if it
hald been their product that had been denied entry? Reverse the
roles.

Mr. LiLLEy. I agree with you, Mr. Chairman. And they under-
stand the corn farmers’ situation and were very sympathetic. But
they didn’t know that they were going to be asked to volunteer.

The CHAIRMAN. All right.

Well, we obviously have sume things going on over there on the
floor; it looks like another vote. I see that next in the order of ques-
tioning, of those in attendance, is Senator Packwood. I will be back
in a minute.

Senator PAckwoob. Bill, let me follow up on what Senator Bent-
sen is saying.

If you are not going to have a game every now and then of chick-
en, with each of us having our wheel on the fenderline, we are
going to lose every time. If we are going to have threatened retalia-
tion in the hopes that they will back down because most nations
want access to our markets, on occasion one of them isn’t going to
back down and you are going to have to retaliate to be credible,
aren’t you?

Mr. LiLLEY. I am afraid so.

Senator Packwoop. Okay. And it cannot necessarily be sectoral
retaliation. Korea won’t let us sell any insurance of any conse-
quence. We can’t say to them, “Well, if you won't let us sell insur-
ance, we won't let you sell insurance.” They don’t sell any insut-
ance here, hardly a threat. Maybe if we say to them, “You can’t
sell hundaze here,” that might make a bigger irupression.
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Mr. LiLLey. But I think, Senator, that we feel that, for a forced
response to be mandated and made more inflexible and more
threatening, it will make it more difficult for the other side, whoev-
er the other side is, to step back when the cars approach each
other, or to turn aside.

Senator Packwoop. Maybe. We have a whale of a market,
though, that they want access to. And if we are threatening retalia-
tion in things that mean big dollars to them, they will think twice
before they will step back for something that probably means infi-
nitely less dollars in terms of what we are asking them to give.

A question: What do you mean by “cultural barriers”? I wasn’t
quite sure, because you got into something about quality.

Mr. LiLLey. The American Business Conference companies be-
lieve that by far the biggest barrier to foreign penetration is the
belief in the Common Market countries and Japan that American
goods are of inferior quality to the domestically-made goods in
those countries. That is by far what they regard as the biggest cul-
tural barrier.

Senator Packwoob. And it has nothing to do with trade limita-
tions or anything else, it is just that they think that their products
a}x;e bgtter. There is nothing we can legislate to overcome that, is
there:

Mr. LiLLey. Certainly nothing that would have any impact in
three or four or five years.

Senator Packwoobp. And you don’t come with a stone and say,
“America is best here,” and they all buy it. [Laughter.]

What do we do, then, with that? All you are saying is, “Give us
access to the markets, and it is up to us to convince them to change
their cultural identification.”

Mr. LiLLey. Our executives said that they had to—and in some
cases this was traumatic for them, because these are, as you know,
blue-ribbon companies in this country and very successful, rapidly-
growing, market-sharing United States companies—that for them
to successfully penetrate the Japanese market, they had to improve
the quality of their goods, and they thought they were already
world-class quality.

Senator PAckwoop. Wait a minute. In other words are you tell-
ing me that the Japanese cultural barrier is not just a perceived
one but an actual one? That the goods are inferior?

Mr. LiLLEY. For them to sell successfully, and this is particularly
true for the high-tech companies—we have about 25 high-tech man-
ufacturing companies where engineering standards are a major
part of the consumer buy decision—they had to improve the qual-
ity of the product.

Senator PAckwoob. So that is more than a cultural barrier but a
product inferiority which you had to imprcve.

Mr. LiLLey. And in the case of the consumer goods, they had to
market much more aggressively and innovatively their goods to
coml/ince the Japanese consumer that the product was of a high
quality.

Senator PAckwoobp. And you are telling me that, for your compa-
nies, the bulk of the problem they face is that cultural barrier that
has nothing to do with existing trade laws or access laws, or any-
thing else in terms of at least access to the market?
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Mr. LiLLey. That is correct. They do not deny, as Chairman Bent-
sen said, that there are governmentally-imposed barriers.

Senator PAckwoob. But they are relatively slight in comparison
to the cultural barrier?

Mr. LiLLey. The cultural barrier, the quality barrier bias, is the
biggest. And that is why they make the point that they have had
the success because the people who run those companies are either
the product innovator or the marketing innovator, and that is be-
cause they are hands-on involved in the quality of the product and
the quality of the marketing, not involved in the quarterly earn-
ings that was talked about in another panel.

Senator Packwoob. Mr. Lilley, this is most significant testimony.
You are the first witness we have had here who has put denial of
access relatively lower on your scale of priorities, that you have
higher problems than that which probably cannot be fixed by legis-
lation. And you represent very hot companies, good companies.

You are saying to this committee, “You know, Japan is tough,
but we can get in; Brazil is tough, but we can get in; the Common
Market is tough, but we can get in. And if we get in with good
enough quality products and good enough sales, either in consumer
goods or wholesaling, we will do all right”?

Mr. LiLLEYy. Senator Packwood, I think from what I hear that
Brazil might be a wild card. I think that some of their tariffs for
some of the products are so high as to be absolutely prohibitive.

But the question of the quality/cultural bias was strongest in the
EEC countries and in Japan.

Senator Packwoob. Well, it is most revealing, and I appreciate
it.

Thank you very much, Mr. Chairman.

Senator Baucus. Thank you, Senator Packwood.

Why then, if you can basically compete with, I take it, very ag-
gressive, imaginative, managerial will, why is it that some of the
other American companies feel that we have to have some kind of
a surcharge on, say, Japanese imports into the United States in
order to “force them” to knock down some of these unfair trade
practices? What explains the difference between your testimony
and one of your predecessors who had spoken on a prior panel?

M>. LiLLey. I must have been out when he mentioned the sur-
charge. But one of the points that we learned in the survey which
was of interest, given the prevailing theories you hear about our
lack of competitiveness is the high-wage problem, for our compa-
nies, that is not a problem.

Senator Baucus. Are your companies different than the larger,
multinational companies? You represent mid-sized American com-
panies.

Mr. LiLLey. Mid-sized, rapidly growing, but basically high-wage
comparies; there are only a few low-wage companies.

Senator BAaucus. You represent high-wage companies?

Mr. LiLLEY. Yes, sir.

Senator Baucus. And you are saying that the lower foreign
wages is not an impediment to your companies?

Mr. LiLLEY. In their total mix of costs, their labor and resource
costs are fifth and sixth.
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Senator Baucus. Does that mean that more of your companies
are producing here for export rather than out-sourcing?

Mr. LiLLey. Of the 100 companies, about 47 have done some out-
side sourcing; but a large, very large, and in some cases 100 per-
cent of the production is here for export.

Senator BAucus. Why, in your judgment, are ABC companies ap-
parently doing fairly well under the current international arrange-
ments, whereas companies like Motorola are having a harder time?
What explains that difference? What is your gut guess?

Mr. LiLLey. Well, I think the answer implicitly was in the previ-
ous panel. ABC people are the product-innovator or the market-
innovator that are running these companies. They often, along
with their employees, own large chunks of the stock. They are not
subject to the quarterly pressure of the financial community. They
are much more involved, rather than smoothing rings or working
with Wall Street—they are much more involved in the product in-
novation and the marketing innovation, and therefore they talk
endlessly about the need for patience, for risk-taking, and all of
them talk about the need to accept the fact that if you are going to
penetrate a market, particularly a Pacific Basin market, that you
have to be willing to accept losses.

Senator Baucus. Then you very much agree with those who are
saying that part of the problem at home is the short attention span
of America, particularly with the listed companies, that they ought
to pay more attention to quarterly reports, short-term perform-
ance, et cetera, and that that is an impediment to American inter-
national competitiveness, and you think that is a very specific
problem?

Mr. LiLLey. And they would agree with that, and they thank
themselves that they perhaps are still young enough in their insti-
tutional age that they are largely owned by themselves and their
employees, so that they are protected from this enormous pressure
that the two gentlemen before were talking about that the institu-
tions put on companies.

Senator Baucus. What are one or two recommendations you
might have to help larger, multinational companies—listed compa-
nies, publicly-held companies—address the long term war? That is,
what legislative actions might we enact here to help those larger
companies, publicly-held companies, think in more long term? Does
anything come to mind?

Mr. LiLLEY. Has Senator Bentsen introduced a bill about pension-
fund holding of stock?

Senator Batcus. I am working on that, as are others.

Mr. LicLey. I think that, if we become much more oriented to
solving this international competitiveness problem, something that
could be done that would ease the pressure, that would allow
people to take a longer-term framework, would be much better.

Senator Baucus. I am going to have to temporarily recess this
hearing. I think that Senator Bradley. when he comes back after
the vote, wants to ask further questions.

Mr. LiLLey. Thank you, Senator Baucus.

Senator Baucus. So, the hearing is temporarily recessed until
t}f1e further call of whoever is going to come back and chair the rest
of it.

[Whereupon, at 12:08 p.m., the hearing was recessed.]
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