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U. S. EMPLOYMENT AND FOREIGN TRADE

STATEMENT BY GEORGE H. HILDEBRAND
DEPUTY UNDER SECRETARY FOR INTERNATIONAL AFFAIRS,

U. S. DEPARTMENT OF LABOR
TO THE SENATE FINANCE COMMITTEE,

SUBCOMMITTEE ON INTERNATIONAL TRADE
JUNE 14, 1971

I.Introduction

Recent changes in the world economic structure pose new

problems for U. S. international economic relationships.

Significant changes include the internationlization of production

by the multinational corporation, the startlingly rapid economic

growth of Japan, the increased economic power of the European

Economic Community, and the Green Revolution in less-developed

countries. All of these changes affect the U. S. competitive trade

position, and accordingly, U. S. income and employment.

This relationship between trade and jobs is a fundamental basis

for Department of Labor involvement in the formulation of U. S.

trade policy. The Department of Labor is part of the Interagency

Trade Organization which deals with trade policy, tariff negotiations,

escape clause actions, adjustment assistance, fair labor standards,

etc. It has the primary responsibility of assuring that U. S. foreign

economic policy takes full account of U. S. employment and man-

power programs, and, specifically the impact of U. S. foreign trade

and investment on jobs, income, and the standard of living of
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American workers. At the same time, the impact of foreign

economic policy upon domestic employment should be viewed

against the broad sweep of changes in the domestic economy.

Examination of the influence of foreign trade on employment

and on workers' incomes must consider the basic economic

conditions of the period under analysis.

IL. Economic Background

A. The Implications of U. S. Domestic Changes

The United States has contributed to the growth of the

international economy of the Free World over the past quarter

century in two conspicuous ways. First, it contributed leader-

ship and resources, in the aftermath of World War II, to the

reconstruction of war-torn economies, the development of

international trade and investment and an economic environment

of increasing openness. Second, the U. S. contributed by main-

taining a generally high level of domestic activity, which yielded

a growth of productive capacity that was the source of exports on

a huge scale, and that allowed the development of a relatively

open domestic market that was both an attraction and a challenge

to foreign suppliers.
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During the period 1950-1969, real output in the U. S. more than

doubled; the annual rate of change in the 60's was even faster than

in the 5's--from 1961 tq 1969, it was in excess of 5 percent. From

1958- -the end of the post-war reconstruction and the beginning of

active international competition- -to the present the growth of the

annual real output of the U. S. economy amounts to $280 billion

expressed in 1958 dollars. This enormous increase In U. S. output

over a period of 12 years is more than twice the present level of

annual real output of West Germany.

The achievement of thi s growth has been made possible by a

great expansion of the labor force and of the numbers of those

employed, and at the same time by a substantial increase in the

efficiency of labor, capital, and management.

In 1958, the civilian labor force was 67. 6 million; in 1970 it

was 82. 7 million, an increase of 15. 1 million or 22 percent. The

increase in civilian employment was even greater- -15. 6 million--

and, since farm employment continued its long down-trend, the

increase in non -agricultural employment from 1958 to 1970 was

17. 7 million, or 31 percent.

Data for non-agricultural establishments indicate that there

was an even faster rate of growth of payroll employment in that
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interval; between 1958 and 1970 it grew by 38 percent, from 51. 4

million to 70. 7 million. The salient feature, however, was that

the growth in manufacturing payroll employment was a little less

than 22 percent (and for all goods-producing industries it was just

20 percent), whereas service-producing industries showed an

increase of over 48 percent. By 1970, there were twice as many

people on service -producing industry payrolls as on goods-producing

industry payrolls. Since the real product of those two industrial

groups increased at about the same rate, it is possible to charac-

terize this development as a shift of labor towards the service-

producing industries.

In money terms, personal consumption expenditures on

services in 1970 exceeded expenditures on nondurable consumer

goods for the first time ever and accounted for over 42 percent

of total personal consumption expenditures, as compared with

only one-third in the immediate aftermath of World War II. The

movement is not surprising--it reflects not only the increased

demand for services as material wants are satisfied but also of

the above-average increases of the prices of services in which

labor productivity may be hard to raise but where wage rates

tend to follow the general upward trend.
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It is in the nature of mature economic development that later

productivity gains are harder won than earlier gains, since initial

gains are in some measure derived from economies of scale.

Nevertheless, the U. S. postwar record has been highly creditable,

averaging an annual. increase of 3. 1 percent in output per man-hour

in the private economy over the 20 years ending in 1969. The slower

productivity gains of 1967, 1969 and early 1970 may be symptoms of

cyclical sensitivity rather than changes in the long-run trend- -a

view that finds support in the resumption of high productivity growth

in the second quarter of 1970. As activity picks up in 1971-72, we

may expect to have a continuation of productivity growth rates above

the trend rate cf 3.1 percent, with increasing utilization of capacity

and the resultant improved efficiency of labor.

The achievement of industrial maturity by many other countries

has enabled them to record productivity gains far in excess of U. S.

gains. In some cases, this result arises from the very low output

base from which they began a quarter century ago, and the attendant

benefits from new technology and increasing scale of output. With

much lower earnings levels, these. countries have in recent years

been able to increase their payments for labor and yet to record

only small rises, or even a few declines, in labor costs per unit
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of output. By contrast, the United States in the 1965-69 period has

had an annual average increase in unit labor costs of 3. 6 percent,

which is higher than that of all the other major industrial countries

except Canada. Yet in that same period, the annual average 5. 8

percent rise of compensation per man-hour in the United States was

lower than in any of these countries, with the exception of Italy.

It appears, then, that a critical question for the U. S. is whether

it can maintain its international competitiveness by at least matching

the performance of other countries in limiting the rise of labor costs

per unit without asking labor to bear the cost of this action. This

calls for a lower rate of increase of prices in general in the United

States than elsewhere; and it is worth remembering that until 1965

this was the general rule. To take consumer prices, it was only

in 1966 that the rate of price increase moved above 3 percent per

annum on a sustained basis, and it appears that the peak rate of

6. 1 percent was reached in 1969 and early 1970. Since that time

we have moved back to the range of 4-4-1/2 percent. Experience

suggests that other countries will bave difficulty in matching this

performance over any long period.

The U. S. ability to control price increases will depend not

only on the actions of business and labor, but also on Federal,

State, and local policies. For example, new standards on
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environmental protection which are not imposed on foreign producers

may weaken the competitive position of U. S. producers vis-a-vis both

imports and exports. Similarly, diversion of resources to defense

needs, or policies which place a premium on transfer of production

to overseas plants adversely affect the competitive capability of

domestic U. S. firms.

1. B. Changes in Trade Patterns

As the foreign trade of the U. S. grows and changes, employment

in domestic industries is affected in a number of ways. Just as

exports comprise a significant part of total demand for many domestic

industries, export-related jobs are an important part of the laboi

force in these industries. Some jobs in other industries which supply

the exporting industries are also export-related. The Bureau of

Labor Statistics has estimated that the number of jobs involved in

producing the goods that were actually shipped out of the country rose

from 2. 5 million in 1965 to 2. 7 million in 1969, an increase of about

12 percent. In all, the jobs related to merchandise exports repre-

sented 3. 8'percent of the private labor -force in 1969.

Imports that compete directly with domestic products may limit

job opportunities in the industries producing those products. How-

ever, imports of items not produced in the United States, or produced

62-790 0 - 71 - pt, 2 - 2
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in insufficient quantities, are entirely consistent with expanding job

opportunities in consuming industries. It is extremely difficult to

determine the employment effect of imports, but the Bureau of

Labor Statistics has estimated that in 1969 it would have requir ed

about 2. 5 million domestic jobs to produce the value of competitive

imports; this reflects an increase of nearly 64 percent over 1965.

The 2. 5 million is neither the number of Jobs lost to U. S.

imports ncr the number of new jobs which would be created if we

did not i'~nport. It is the best available estimate of the number of

man-years which would have been required in 1969 to produce the

value of replaceable imports in that year. It assumes that both tLe

physical and human resources would have been simultaneously

available to produce these goods, that any decline in imports

would not have affected exports and export-related employment,

and that there would have been no effect on U. S. price levels.

There has been a significant change in the pattern of U. S. trade

over- the past 10 or 15 years. In the years 1956-1960, our imports

divided about evenly between crude materials and food on the one

hand, and semi-manufactures and finished goods on the other hand.

Now the balance has swung heavily in favor of finished goods.

Imports of finished manufactures have risen from less than one-third
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to well over half of our trade. The concentration of finished goods

in exports has also increased (largely in the form of high-technology

items like computers and aircraft), but not as rapidly as the increase

in imports of finished goods.

Labor intensity involves both the amount of work required to

produce a given product compared with other products and the skills

of the workers. (Normally, wage levels are used as a measure of

skill levels). The entire question of labor intensity is one in which

little work has been done and where most statements are based.

either on greatly outdated studies or on limited observations. With

these qualifications in mind, it is noted that recent import increases

have been concentrated in a few industries such as footwear, elec-

tronics assembly, and certain other consumer goods. These are

relatively low-wage industries which are clearly labor intensive in

terms of skill levels and are probably labor intensive in terms of

manhours. Thus, the problems of adjustment are intensified. The

simultaneous shift towards a service -oriented economy amplifies

the problem.

There has also been a significant change in the composition of

import sourcing. In 1962, imports from the Far East (Japan,

Hong Kong, Taiwan, Korea and the Singapore areal were $1. 8

billion and accounted for less than 11 percent of our total imports.
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In 1970, imports from these countries had jumped to $8.1I billion,

over 20 percent of our trade. The switch to the Far East as a

source is.particularly significant in that labor costs in that area

in most cases are significantly lower not only than those in the

U. S. but those in European countries, intensifying the competitive

pressure of imports.

II.Foreign Trade Theory

Since the time of Adam Smith, most economists have tended to

support a liberal trade policy. This prescription is largely based

on the theory of comparative advantage which says that freedom of

goods to move around the globe will lead to the most efficient use

of world resources. For each nation the prescription is the same:--

if you want to export, then freely admit imports. If you do, in the

long run you will concentrate your resources on what you can make

more efficiently, buying from others what they can make more

efficiently. In this way, workers will earn the highest possible

real wages, capital will earn its optimum return, and consumption

possibilities will be maximized.

Unfortunately, the comparative advantage model requires a

number of rigid assumptions, many of which are unrealistic in the

second half of the twentieth century. It is a static model, assuming

no change in consumption patterns or the development of new products.

It assumes that all the factors within a country- -capital, labor and
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natural resources -- are perfectly mobile and fully employed and

that adjustment takes place instantly. The model also requires

perfect competition and the absence of barriers to trade.

The problem with comparative advantage theory has been

clearly stated by Paul Samuelson in his 1970 Principles textbook:

"Perhaps a more serious defect of comparative

advantage is the static assumptions. The theory

is stated in terms of barter and relative price

ratios. It disregards all stickiness of prices and

wages, all transitional inflationary and over-

valuation gaps, and all balance of payment

problems. It pretends that when workers go out

of one industry, they always go into another more

efficient industry- -never into chronic unemploy-

ment. To the extend that we can in the future

count on the successful macroeconomic manage-

ment, which mobilizes modern theories of monetary

and fiscal policy to banish chronic slumps and

inflations- -to that extent will the old classical

theory of comparative advantage retain its vital

social relevances. I
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Perhaps the most serious challenge to comparative advantage

theory has been the recent rise of the multinational corporation

(MNC). Multinational corporations respond to a diversity of

motives, many of which are non-market in nature. Direct foreign

investment is influenced by such factors as differences in tax laws,

trade barriers, antitrust policy, and political conditions. The size

of many MNC's indicates they have substantial market power, and

will behave mor e like oligopolists than like perfect competitors.

These corporations enable a speedy transfer of capital, tech-

nology, and managerial experience among countries. To the

extent that this transfer involves moving labor-intensive operations

to countries with particularly low labor costs, the size and rate of

growth of direct foreign investment will have a substantial impact

on employment and job opportunities both in the U. S. and abroad.

We can obtain some idea of the relative magnitudes involved by

noting that in 1966 U. S. overseas production was estimated at

$110 billion, compared to exports of goods and services of $43

billion, or 2-li2 times as much. The book value of U. S. invest-

ment overseas rose from approximately !,i29 billion at the beginning

of 1960, to approximately $71 billion in the beginning of 1970.

At present there is a dearth of both theoretical and empirical

knowledge concerning the net effect of the multinational corporation
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on trade and investment patterns. These concerns may serve to

increase the competitiveness of international trade, to hasten

industrialization in the developing countries, to promote exports

of production equipment and of components, and to strengthen

the balance of payments of capital -equipment producing countries.

Conversely, they may operate at the expense of social reponsibility,

they may be solely motivated by profit maximization based on the

availability of lower wages, and increasingly they may involve

products destined for U. S. markets which had previously been

produced domestically. Critics also assert that cross-border

intra-company shipments are often artificially valued for company

accounting purposes and seriously distort the interpretation of

trade statistics.

The facts are that there are no firm data on the impact of the

multinational corporation on U. S. trade and employment. There

is need to develop accurate data on the movement of production

to overseas sources; the effect of such movement on domestic

employment and collective bargaining; the volume of both imports

and exports which reflects intra- corporate transfers including

transfers between non-subsidiary affiliates. Without such data,

attempts to define, evaluate, or control actions of multinational

corporations are bound to generate even greater problems.
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IV. The Adjustment Mechanism for Workers

The goal of liberalization is obviously long-run. In its

pursuit we cannot overlook the short-run consequences for some

domestic import -competing industries and their workers. When

imports increase rapidly and are concentrated in product sectors,

economic dislocations do in fact occur. Where imports contri-

bute to the displacement of workers, for example, our trade and

manpower programs should provide the means for appropriate

correctives, One of the central tasks of manpower policy is to

cushion the shocks of both temporary and limited structural dis-

placement by providing adequate means for adjustment. In this

sense, adjustment policy and trade policy must go hand-in-hand.

Since as a general rule, the U. S. has benefited from increased

trade, the use of restrictive trade measures is not desirable and

should be considered only in extraordinary, cases and as measures

of last. resort. To the extent that measures of domestic adjustment

assistance coupled with external adjustments and improved inter-

national labor, standards can meet -the problem, we are ahead of

the game, and in a position to move ahead in the direction of

expanded reciprocal world trade.
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With the Trade Expansion Act of 1962, the Congress broke

new ground in establishing a program of adjustment assistance

for particular firms or groups of workers injured or threatened

with injury by competitive imports. However, between 1962

and 1969, it was all promise and no performance. But the log

jam was broken by the Tariff Commission in November, 1969.

Since that time some 40 worker cases have been processed and

about 15, 000 workers certified by the Department of Labor as

eligible to apply for adjustment assistance. Another 20 to 30

worker cases are in varying stages of processing and about 10

cases involving firms are being handled by the Department of

Commerce. The certifications issued by the Department of

Labor include workers in 15 states and in industries ranging from

steel fabrication through electronics assembly operations. The

largest number of workers have been in the footwear industries,

both leather and rubber soled; consumer electronics; and sheet

gla ss.

Assistance now available to workers under the Trade Expansion

Act of 1962 includes monetary payments to help tide them over

between jobs; training to help prepare for alternative employment;

job counseling and referral; and if necessary, and where the workers
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are willing, relocation to places where jobs are available.

The emphasis is on training and job placement rather than

on income maintenance. The obstacles are formidable to

speedy placement in. a job at least as good as the one which

he lost, but a concerted Federal-State effort is now showing

signs of significant progress.

It would appear, however, on the basis of recent actual

experience that the program could be improved. In this

regard we are currently conducting an intensive study of the

implications of a number of possible changes in the statutory

authority underlying the present program.

V. International Fair Labor Standards

To some extent import competition reflects lower labor

costs abroad. In turn, in some cases lower costs for labor

may reflect undesirable working conditions or wages that are

below normal for the industry or even the whole economy of

the exporting country. Cost advantages of the latter types
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tend to undermine labor conditions in the importing country, posing

the question of whether international minimum labor standards

should be sought, which would reduce the impact of low-wage

import competition. To do this two basic steps would be required:

1. To obtain international agreement on the definition

of fair labor standards- -what are appropriate

criteria for deciding when unreasonable differences

in labor costs occur, given the vast disparities in

real income among countries.

2. To establish an international mechanism to enforce

these standards, at least with respect to goods

moving in international trade,

Clearly, too, the height and the range of such standards can

adversely affect job opportunities in lower wage export countries.

This influence must be weighed against the setting of standards

for job protection purposes in the importing countries.

In its report on the 'Proposed Trade Act of 1970 the Ways and

Means Committee indicated that the President should take steps

with respect to trade agreements which would lead to the elimi-

nation of unfair labor conditions which substantially disrupt

international trade. They suggested that machinery be set up

in such trade agreements to provide for 1) the international
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recognition of basic principles with respect to earnings, hours, and

conditions of employment; 2) the development of a complaint pro-

cedure (presumably in the GATT) under which situations of unfair

labor conditions affecting international trade could be brought

before the parties of the agreement for appropriate remedial action;

and 3) the establishment of a system of periodic reports, by all

parties to the agreement, on earnings, hours, and conditions of

employment for workers in the exporting industries of the countries

involved.

This is a possibly fruitful approach that has the special advantage

of reflecting awareness of the need of the poorer countries for

increased employment opportunities, in many cases, through

exports. Ideally, such opportunities, however, would provide

for an equitable sharing by those -workers in the output of their

labor. As the leader in world trade; the U. S. should take the

initiative in encouraging serious study of the issue of international

labor standards and the practical potentials of the device itself.

In conclusion, the relationship between trade and employment

must be examined against the background of a broad scope of

events in both the domestic economy and the international economy.
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Changes in trade patterns constitute only one source of economic

dislocation, but because of their concentration and other unique

characteristics, trade- generated dislocations offer opportunities

for special treatment as well as a ready excuse to blame under-

lying problems on the outsider.
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Ashland

ASHLAND OIL, INC. * POST OFFICE Sox 391 * ASHLAND, KENTUCKY o 41101 * PHONE (606) 324-1111

ORIN E ATKt"S May Z1, 1971

Senator Abraham A. Ribicoff
321 Old Senate Office Building
Washington, D. C. 20510

Re: U. S. Balance of Payments
Situation

Dear Senator Ribicoff:

In view of the hearings which you have conducted on world trade
and investment issues on May 17-21, I believe you will be inter-
ested in the study carried out for Ashland Oil by Mr. Alan Greenspan,
President of Townseend- Greenspan & Co. , Inc. , which deals with
the effects of investment controls on U. S. operations overseas.
Recent action of the German Government and other governments
which reflect their uncertainty as to the value of the dollar have
clouded the basic issues. However, in the not too distant future
we see the present investment control system as a threat toAmerican
investments abroad. We believe that controls on capital movements
should be removed at the earliest practicable date.

Cordially yours,

Orin E. Atkins

OEA:mw

Attachment
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THE U.S. FOREIGN DIRECT INVESTMENT PR~OGRAM-
A THREAT TO THE AMERICAN DOLLAR

A Study of the Financing Problems Confronting U.S. Foreign Affiliates

For: Ashland Oil Co., Inc.
By: Alan Greenepan, President

Towns end-Greenspan & Co., Inc.
January, 1971
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Summary and C-cnclusions

1. The mandatory foreign direct Investment program after
three years of operation Is finally beginning to threaten the
competitive viability of U .S. foreign affiliates.

2. To date, although under pressure to redirect their fi-
nancing requirements to foreign sources, afiits asset ex-
pansion has continued unabated. Rapidly rising debt/equity
ratios, however, indicate that further expansion, under exist-
ing regulations, Is going to become progressively more diffi-
cult.

3. Inevitably, the earnings capability and growth of these
affiliates will be restricted and their market values as going
concerns Impaired.

4. Since these assets serve as the major standby reserve
supporting the U.S. dollar as the key world reserve currency,
the direct foreign investment control program Is threatening the
status of the dollar. This Is directly counter to the stated ob-
jective of the program.

5. If a major pur-pose of our foreign economic policy Is to
preserve and reinforce the U. S. dollar in Its key reserve
currency status, a rapid unwiaiding of the foreign direct invest-
ment control program is mandatory.
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Financing Difficulties

Under the existing direct Investment control mechanism, foreign

affiliates of U.S. corporations are going to encounter severe difficulties

financing the capital expenditures planned for 1971. Plant and equipment

outlays by affiliates, excluding those domiciled In Canadal, were scheduled

at $9.7 billion for 1970, up 16% from 1969, according to the Most recent

survey taken in June 1970,2. Expenditures planned for 1971 were $11.7

billion, up 21% from last year's level. Unless plans were cut back late

in the year, we estimate that affiliates had to raise approximately $8.2

billion of external funds to finance last year's Investments. Approximately

$5.5 billion was in the form of debt, both long and short-term, raised

In foreign money markets. A modest amount (a few hundred million

dollars) represented Issuance of equity securities abroad. The remainder

came from U.S. direct Investment sources, almost all from the U.S.

parent corporations. Last year's foreign financing requirements were

more than triple those of 1967.

Even with markedly higher internal fund generation and eased

limits on parent- financing, foreign affiliates will have to borrow nearly

$7 billion abroad In 1971 to meet their capital expenditure projections.

Throughout this paper affiliates will refer only to non-Canadian direct
Investments, I.e. , those subject to controls under the Office of Foreign
Direct Investment.

2See Survey of Current Business, September, 1970, p. 22. The
data in Table 1 differ slightly, owing to an alternate method of calculation.

62-790 0 - 71 - pt. 2 -3
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Total external financing, excluding U.S. net capital outflow,

would reach $7.9 billion. 3 (Table 1) Should such financing actually

materialize, it would amount to 2.6 times the estimated net receipts of

funds from parents and other U.S. direct investment sources. This

compares with an estimated 2.5 times In 1970 and a range of .9 to

1.7 from 1958 through 1967, the ten years immediately prior to the

imposition of mandatory direct investment controls.* It would also mean

that, by the end of 1971, 48.3% of affiliate assets would be financed by

other than U.S. direct Investment sources, a sharp rise from last year's

46.8% and the 43.6% at the end of 1967. (Table 3) Although no data

are available directly, our numbers also Imply marked Increases In

debt/equity ratios in recent years.

However, these shifts In the sources of financing of foreign

affiliates do not take Into account the pronounced increase In the propor-

tion of the parent companies' Investment In affiliates obtained through funds

raised abroad. U.S. domiciled companies' flotations In the "Eurobond and

International bond markets have risen dramatically. Of the $4.0 billion

raised abroad during 1968-1970 by U.S. corporations, approximately

$1 .8 billion w'.'s reported to have been directly invested In foreign af-

filiates (27% of the reported net U.S. capital outflow to such affiliates).

In addition, other borrowing abroad by U.S. corporations Increased

sharply since there are no restrictions on the Investment of such funds

to finance affiliates.

3
This includes some funds from the U.*S., borrowing from other af-

filiates and minority retained earnings. See Appendix for inclusions.
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Thus, If we consolidate4 the financial operations of U.S. corpo-

rations abroad, we find that of all the foreign assets owned directly and

Indirectly (through affiliates) by U.S. corporations, 46.3% were financed

by other than U.S. funds at the end of 1967 and an estimated 55.1% at

the end of 1970. 5

In the near-term the recent sharp reduction In Eurodollar bor-

rowings by U.S. commercial banks and the eased money market condi-

tions abroad are likely to facilitate U.*S. parent and affiliate foreign

borrowings. It Is questionable, however, whether amounts approximating

$7 billion can be raised abroad this year, even In a relatively accommo-

dating climate.

The rapidly rising debt/equity ratios have already restricted

borrowings of some companies. A recent survey by the U.S. Council

of the International Chamber of Commerce Indicated a "growing appre-

hension abbut being able to find alternative financing to meet Investment

schedules If the control program contin ues."1 This concern Is rein-

forced by uneasiness on the part of some European officials that U.S.

companies are far too deeply In debt, Moreover, they are cracking

4The consolidation Is for statistical comparisons only. Some U.S.
domiciled corporations have foreign assets and liabilites resulting from
commercial transactions only. The consolidation also masks Important
Industrial and regional trends.

5See Table 5.

6 The Impact of U.S. Controls on Direct Investment -- A Survey
of Company Experience With The Foreign Direct Investmxent Program.
(United States Council of the International Chamber of Commerce, Inc. ,
New York, 1970), summary.
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down when they think debt is too high. 7There Is no evidence, however,

that any wholesale curtailment of overseas Investments has as yet taken

place.

However, even should foreign affiliates, with the assistance of

their parent corporations, somehow manage to raise abroad the external

funds required to meet the capital investment schedules for 1971, the trend

in financing of affiliates would still be In fundamental disequilibrium. The

rapidly rising trend In debt-equity ratios simply cannot be extended much

further. Although some equity offerings to foreign Investors undoubtedly

will occur in the near future, the basic financing problem Is not likely to

change.

Our statistical analysis confirms the conclusions In the Inter-

national Chamber of Commerce survey that "continuation of the program

will soon adversely affect the level of finance; that Is, the extent of the

investment support which is crucial in maintaining the competitive position

of American business abroad and the effective use of American technology

and managerial grasp."18

Should deterioration in the competitive position of U.*S. affiliates

begin to occur, It Is unlikely to show up immediately In any measurable

Increase in our balance of payments deficit. In fact, the Immediate effect

could conceivably be an Improvement In our balance of payments If

7
Business Week.Dcme19 1970, p. 102

8 impact of U.S. Controls,, op. cit, summary.
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discouraged U.S. corporate managers decide to liquidate Investments

abroad and repatriate the capital. More Important to the status of the

dollar as the world's key reserve currency Is the fact that the market

value of U.S. foreign affiliates wvuld Inevitably undergo a severe down-

ward adjustment as rapidly growing Income flows 9 slowed, causing Im-

plicit price/earnings ratios to fall.

The viability of the U.*S.* dollar as the key reserve currency

depends, not on short-term International flows, but on the structure of

our international assets. The U.S. foreign direct Investment position,

excluding Canada (approximately $54 billion), is by far the most Impor-

tant backup reserve to the U. S. dollar In world transactions.

While for balance of payment bookkeeping purposes we count

our direct investments as long-term assets, much of this huge stock

of capital Is, in fact, quasi-liquid. Many foreign affiliates could be

sold wholly, or In part, for foreign currencies. In a broad sense,

they are only moderately less marketable than equity In domestic U.S.

corporations.

The worst Investment the United States can make Is to trade

some modest, and questionable, improvement1 0 In a statistical proxy

(our conventional balance of payments deficit measures) for a deter-

ioration in the market value of our foreign assets.

9
See Table 9.

10 See P. 15 , below.
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The Case for a Balance of Payments Program

The mandatory direct foreign investment program Is merely an

extension of earlier efforts to hold down our conventionally measured

balance of payments deficit 11and prevent a deterioration of the dollar

as a reserve currency.

The conventional view has maintained that If the expansion of

U. S. short-term foreign liabilities continued beyond the point at which

foreigners were willing to absorb the flow, then the foreigners would

exchange the dollar claims at their own central banks for their local

currencies. Since the foreign central banks would not be likely to

acquiesce In an Indefinitely expanding hoard of U.*S. dollars, they

would begin turning them In, in quantity, for our relatively rrsager gold

stocks. At the point where the U.S. gold stocks were depleted or

where the U.S. Treasury was no longer willing to exchange our re-

maining gold for U.S. dollars, the whole structure of fixed exchange

rates would break down. To avoid this sequence of events, temporary 1

controls tire needed to slow the expansion of U.*S.* dollar liabilities.

While differing In form, all justifications for direct Investment

control programs require the belief that an activist balance of payments

policy Is essential If the U.S. dollar Is to remain the kingpin in the

world fixed exchange rate system.

ii-
Direct Investment controls were first Introduced on a "voluntary"

basis In February 1965 in line with a long series of actions, dating
back to 1959, designed to Improve the United States balance of pay-
ments position. For a detailed listing of the major measures see
The Cost of World Leadership (American Bankcers Association,
New York, 1968), pp. 23-25.
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Some Problems

Certainly, much can be said for the concern over foreign eco-

nomic policy implicit In such'-jus tifications. But are controls over direct

Investment helpful or counterproductive? It Is often argued that foreigners

have no choice but to finance our deficits.* To cease to be willing to hold

dollars, it is averred, would plunge the International monetary system Into

disarray, to the detriment of all major financial powers- particularly those

who are the major dollar holders.* Thus, It Is to the self-interest of

West Germany, Japan, Switzerland, et. al., to support the dollar.

Doubtless in the short-run, the willingness of foreign central

banks to accumulate dollar denominated liquid assets Is affected by poli-

tical considerations.* Concern over threats to the existing international

financial structure can have a major Influence upon the quantity of dollars

central banks would be willing to absorb. Foreigners have been, and

apparently are still, willing to subsidize the United States to a certain

degree. But It 12.a subsidy. If the dollars are overvalued (i0e.,

claims with a presumed real asset liquidation value of, say, 900 on the

dollar), then at least part of any "Involuntary" absorption of dollars Is

an exchange of real assets for overvalued claims.

In the longer-run, however, It Is the underlying supply and

demand for dollars based on real asset purchasing power equivalents

which will govern the holdings of such central banks. It Is scarcely

likely that foreigners will continue to absorb dollars when, In effect,

their real value Is eroding.
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A well-calibrated revaluation 'by a reluctant holder of U.S.

dollars would have the immediate effect of redressing the imbalance and

shutting off the flow of new4, dollars, but at the expense of writing down

the value of already existing holdings of dollar assets In terms of the

home currency. Such revaluation would also place the revaluing

country at a competitive trade disadvantage vis-A-vis other countries. 12

Dollar reserve markdowns are likely to occur perhaps once or twice,

but recognition of a chronicc 3 overvaluing of the dollar must finally lead

to attempted liquidation of dollar holdings. This certainly would hasten

the emergence of a common currency in Europe and a major shift-out

of U.S. dollars as a reserve currency. Moreover, It would have

staggering consequences for U.S. foreign, If not domestic, economic

policy. Thus, the belief that the major financial powers cannot afford

to allow the dollar to be undermined as the International reserve cur-

rency Is an Illusion.

If foreign central monetary authorities finally begin to stop

supporting the U.S. dollar, what type of mechanism can we expect

to generate foreign exchange values? As a last resort, the U.*S.

12
Of course, if a group of countries, e.g., the Common Market mem-

bers, all concurrently revalue by the same proportion against the dollar,
competitive disadvantages would diminish.

13 If the revaluation permanently (or over a protracted period) restores
equilibrium, then no further problem exists.* However, if the cause of
the imbalance, e.g., Inflationary U.S. domestic policies, continues to
erode the dollar relative to the foreign currency, a new imbalance will
emerge requiring further revaluation.
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dollar might be allowed to "float" and seek Its own level relative to other

currencies.. Alternatively, U,S. monetary authorities could attempt to*

support a new set of exchange parities by' buying and selling dollars for

other currencies.

There would, of course be no difficulty In obtaining dollars to

sell -- they would merely be "printed." The problem would lie In ob-

taining foreign currencies or their equivalent, gold and SDIR's, with

which to buy dollars. U.Si. reserve assets of $15 billion may' seem

large, but they would rapidly disappear if the, United States attempted

to support the dollar 4t too high a value. -In fact, any indication, of a

further decline In our basic reserve assets could accelerate the sale of

dollars by foreigners.

Where are the secondary reserves to support the dollar, in the

foreign exchange markets? We rule out further borrowings of foreign

currencies via swaps from foreign central banks since by our* hypothesis

they would no longer be willing to support the dollar (a swap is merely

another way of accumulating additional dollars).

The penultimate fallback is the very substantial portfolio of foreign

currency denominated securities held by Americans ($10 billion), as well

as the U. S. direct Investments abroad which can be valued directly In

their domiciled currencies.1 Direct Investment enterprises are readily

convertible into foreign currencies either by sale of equity shares or by

outright sale or liquidation of whole affiliates.

14
The ultimate support, of course, Is the vast real wealth of the United

States: domestic assets denominated In dollars, but saleable for foreign
currencies.
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This substantial block of U. S. owned foreign currency denomi-

nated assets Is the major secondary support underlying the demand for

the U. S. dollar In foreign exchange markets.

To undermine the value of these highly marketable secondary

reserves In order to obtain some small and questionable Improvement

In our primary reserve position (i.e., gold, SD's convertible cur-

rencies) Is a very dubious transaction, to say the least.

And so we come full circle. Granting the basic purpose of

a capital outflow control program, when tracked to Its final conclusion,

It becomes self-defeating. If the purpose of the U.S. foreign direct

Investment program Is to preserve the status of the dollar as the cri-

tical reserve currency, our policies must be considered to be short-

sighted at best.

The Source of Our Difficulties

In Tables 6 through 9 we have rearranged the balance of

payments accounts in an attempt to segregate the Items directly associ -

ated with the United States government receipts and expenditures and,

as a residual, those items associated with the private sector. 15Even

before the Vietnam buildup, there was a persistent outflow on govern-

ment account only partly offset by modest surpluses on private account

(Tables 6 and 7). A large part, if not all, of the buildup In the

government account deficit between 1965 and 1969 reflects the escalation

115
See. Appendix for details.
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In our military expenditures owing to ti's Southeast Aaian war (Table 8).

However, ith military expenditures showing little change in 1970, the

basic government deficit has now widened substantially further.

Although there are a number of analytical questions which may

be raised regarding this form of balance of payments analysis, It Is dif-

ficult not to conclude that our problem is essentially a unilateral outflow

on government account. Unless, and until, major improvement Is made

In this area, the belief that we can restore a basic balance In our in-

ternational position Is wishful thinking. If one accepts the conventional

view of our balance of payments problems, there are no shortcut solu-

tions -- the U.S, government's foreign outlays must be reduced.

There Is, ho-rwever, a large and growing body of views which

largely dismisses concern over the U.S. balance of payments deficit and

threats to the status of the dollar. Although these positions differ In many

respects, they all essentially conclude that the United States official bal-

ance of payments policy should be passive; that U.S. controls on direct

foreign Investment outflow are neither necessary nor relevant. 16Hence,

justification for 0 *F.*D.*I * controls can not be found in either the conven-

tional arguments or the newer conceptual frameworks governing balance

of payment policies.

16 One group, with Prof. Milton Friedman as Its leading proponent, argues
that the U.S. dollar (and other currencies) should not be supported either
by a tie to gold or by official Intervention In the foreign exchange markets.
They believe that if the dollar were allowed to "float" It would seek its own
relationship with other currencies, facilitating the free flow of goods and capital.

There Is a second and growing view among International financial econo-
mists which holds that the United States has become the central bank for the
world and for that reason need not be concerned with Its balance of payments
deficits. They believe the United States should maintain a"pas position"
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The Permanence of the Temporary

When originally promulgated In January 1968, it was maintained

that the program, then Instituted and now in force, would save $1 billion

annually in foreign exchange. It was believed that once domestic infla-

tionary pressures were brought under control, the United States' histor-

ically large trade surplus would re-emerge and a basic international

financial balance could be restored. But since this process would take

time, it was argued, an Interim "~protection"~ of our foreign exchange

reserves was necessary.

One must now seriously question the length of the "Interim"

period of adjustment. The cynicism of the expression that there is

"nothing so permanent as a temporary control" is not without historical

precedent. The durability of the controls on direct Investment depends

not only on economic criteria but on bureaucratic considerations as well. 17

Moreover, the expectation of the occurrence of the type of International

economic improvements required for direct investment controls to be

gradually phased out seems to be based more on hope than analytical

conviction. Numerous past forecasts, official and otherwise, of Imminent

Improvement In our balance of payments have veered far from the mark.

16 (Cont'd)
with respect to its International financial accounts and require foreigners

to make the adjustments. See, for example, "The Future of the Dollar,"
First National City Bank Letter, November 1970.

17See PP. 16-18 below.
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The reason Is that the forces underlyig our international financial balances

are so subtle and difficult to measure that even sophisticated models have

been unable to capture even the basic trends with reasonable accuracy. 1

Obstacles to Decontrol

The attempt of U.S.* multinational coporations to "adjust" to the

existence of controls has Inevitably led them to alternative, presumably

less desirable sources of funds. There are now some who, while ack-

nowledging that the Initiation of direct investment controls was a mistake,

are also opposed to decontrol. Having now been factored Into the multi-

national corporate financing structure, an unwinding of the controls would

produce major problems.

Implicit In the controls is the presumption that foreign borrowing

by either parent or affiliate corporations does not generate offsetting sales

of other U.*S.* assets from thle portfolios of foreign financial Institutions

and others. It Is presumed that these claims against U.S. companies

are absorbed by newly created loanable3 funds, coming In large part from

real savings. 1 9 Against the alternative of financing affiliates with U.S.

funds, such borrowing would represent a dollar for dollar savings In

U.S. foreign exchange.

The corollary to this argument Is that, should O.F.D.I. control's

18
See, for example, W.S. Salant, et.* al.* The United States Balance of

Payments In 1968 (The Brookings Institution, Washington, D.*C ., 1963).
19 This would Imply a marked shift In the proportion of real savings
being funnelled Into U.S. assets, a somewhat tenuous position.
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be scrapped, U.S. companies would mmediately refinance these foreign

borrowings with a resultant huge drain on U.S. foreign exchange reserve

Hence the underlying assumption of 0. F. D *I controls Is that

foreigners do~not disgorge other U.*S.* assets when absorbing the new

U.*S. debt instruments; and conversely that they would not repurchase

other U.S. assets If Americans repaid recent borrowings.

What Is the evidence? At the Initiation of capital controls, a

clearcut balance of payments Improvement occurred. Hence there could

not have been an Immediate, major sale of other U.S. financial assets.

The impact of the Interest Equalization Tax Is evident In the sharp Im-

provement in 1965 and the Impact of the mandatory direct Investment

controls, with its accompanying large increase in foreign borrowing,

In a major improvement in 1968 (Table 9). Both were only temporary

gains, however. A relapse in the balance on private account followed

within a year in both cases. This suggests then that net sales from

foreign portfolios were only delayed.

If this Is the case, then, the problem of refinancing is unlikely

to be a difficult one when direct Investment 'controls are unwound. What-

ever refinancing does occur would leave foreigners with cash Instead of

previously held claims against U.S. business. We must 'presume that

at least part, If not a large part, would be reinvested In other U.S.

financial assets.* Moreover, a substantial part of affiliate and parent

company liabilities are longer-term and therefore would not be re-

financed for years.
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The "Law" of Regulation

Much of what has been said here on controlling direct Invest-

ment has been said before. Certainly, there are few government con-

trols which have raised such a furor of opposition. Even those administering

the Office of Direct Foreign Investment have publicly stated their opposition

to this control system as a permanent vehicle and have urged that it be

used only as a short-term expedient.

Yet the controls persist and show disturbing signs of permanence.

How Is this possible? Is there some law of governmental regulation which

somehow supercedes even the best judgment of the people who are most

knowledgeable In the area?

In a sense, the answer Is yes. Aside from the technical dif-

ficulties of terminating capital controls, It Is Instructive to approach the

problem from the viewpoint of the controllers -- those whose self-interest

lies not so much with the total consequences to the economy as with their

specific positions and/or their authority. 2 0

Since an administrator does not Initiate the controls, only their

continued functioning In a mechanistic, I *e. , administrative, way Is his

concern.* He therefore adjusts regulations to make the control system

appear to function as efficiently as possible, or at least Institutes policy

20
There are numerous low-ranking Individuais whose jobs are Inevitably

eliminated in a decontrol process but these Individuals rarely, if ever, can
cause a meaningless system to be perpetuated. To be sure, they may
buttress the arguments of those making the final decisions, but second
and third-level administrators are not the problem.
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directives towards that end. Major changes always run the risk of dis-

rupting the system and falling to achieve their objective. But a major

expansion In control coverage, if it works or appears to work, has a

definite bureaucratic benefit to match the risk. However, an unwinding

of controls that allows the system to adjust with no obvious adverse con-

sequences Is a success which grants little bureaucratic or political advan-

tage to an administrator. It may even. indicate that the controls were

never really necessary and that the controller himself had been advocating

an unnecessary bureaucracy.

Moreover, the benefits from eliminating any control system must

be judged over the long-run since the adjustment process will create at

least some temporary disequilibrium. But the administrator's political

time frame is highly foreshortened. From his point of view, the possible

political costs, Including the personal risks Involved In eliminating controls,

may seem to outweigh even monumental long-term benefits to the economy

as a whole. Consequently, the reluctance to end controls from an imme-

diate short-term bureaucratic point of view is exceedingly strong. This,

of course, Is not a phenomenom which applies only to economic controls.

It is a far broader problem which confronts any attempt to eliminate out-

moded governmental programs.

Fine-Tuning the Controls

As the difficulties In financing the expansion of U.*S. foreign

affiliate assets emerge, as they inevitably must, the temptation will be
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not to scrap the whole program, but to somehow adjust the degree of

restrictions so as to facilitate the short-term capital requirements of

our foreign affiliates. However, the belief that the deleterious compe-

titive effects of the control programs can be prevented without the

complete elimination of the control structure is naive.

There Is no way to adjust the control system sufficiently quickly

to meet the contemplated financing requirements of the affiliates. As with

almost all types of regulation, the adjustment Invariably occurs just a bit

too late: after some, If not considerable, damage has been done. More-

over, exemptions would Inevitably mean an Increa.se In direct investment

outflow, which Is precisely what the control program was constructed to

avoid.

To have a control mechanism, and not the presumed benefits,

elevates the control apparatus Itself as the goal of the whole exercise.

There Is no purpose In affording private corporations permission to

Implement decisions they would have made without the controls unless

the control mechanism Is a value, in and of Itself, independent of any

ends It seeks to achieve.

A Summing Up~

We are led finally to the conclusion that In principle, and In

practice, control over foreign direct investments will eventually under-

mine, rather than support the U.S. dollar as the world's key reserve

currency. The program is misdirected as to purpose. It is focusing

62-790 0 - 71 - pt. 2 - 4
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upon altering a statistical measure that is only a proxy for the under-

lying status of the dollar. It is allowing the means to obscure the end.

Attempts to modify the stringency of the regulations from year

to year, as circumstances in foreign financial markets change, are

misdirected. There Is no alternative to a rapid dismantling of these

counterproductivo controls.

The longer the regulations are kept in place , the greater the

cumulative damage to U.S.* affiliates abroad. Delay in terminating

tham Is both unnecessary and costly.
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TECHNICAL APPENDIX

A. U.S. Owned Foreign Affiliates: balance sheets and sources

and uses of funds

Although there are no consistent official data on balance sheets or

sources and uses of funds for U. S. foreign affiliates, sufficient Infor-

mation Is available to construct useable estimates.

The last published census of U. S. owned foreign affiliates Is for the

year 1957.1 A census, taken for the year 1966, Is currently In the

process of tabulation.

There are, however, selected Industry (mining, petroleum, and manu-

facturing) and area data on sources and uses of funds for foreign af-

filiates for the years 1958 through 1965 and on a sample basis for 1967

and 1968.2 In 'addition, consistent historical data are available 'on

plant and equipment expenditures for all years, Industries and areas.

Complete net capital outflows are available quarterly from the official

balance of payments accounts. Finally, U.S. shares In retained earn-

ings are reported annually.

An all-industry sources and uses of funds set of estimates was con-

structed for the years 1958 through 1969 and tied to the 1957 asset

I U.S. Business Investments In Foreign Countries, U. S. Depart-
ment of Commerce, 1960.

2 See Survey of Current Business. November, 1970, and earlier
Issues.
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level base to generate corresponding balance sheets for all areas ex-

cluding Canada, I.e., the Office of Foreign Direct Investment

"Scheduled Areas." Data on direct foreign Investment and plant and

equipment expenditures were the "base" elements on the sources and

uses side respectively against which all other elements were estimated.

Ratios of the annual Increases In receivables, inventories and other

assets for the covered Industries (mining, petroleum and manufacturing)

to plant and equipment expenditures were calculated for the available

years, with estimates assumed for 1966 and 1969. These were then

applied to the plant and equipment expenditure data to complete the

"uses" side.

Sources of funds for the covered Industries Include:

1. Net capital outflows as reported In the balance of payments ac-

counts, less net acquisitions by U.S. companies of foreign enterprises

In areas other than Canada. These Include not only direct Investments

by U.S. parents in their affiliates but also sales of securities to U .S.

residents and certain other nonparent Investments which are defined as

part of the direct investment account. No attempt was made to adjust

for the small net capital flows between affiliates in Canada and else-

where.

2. Reinvested earnings of affiliate corporations. By definition, undis-

tributed earnings of foreign branches of U.*S. corporations are assumed
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to be repatriated and simultaneously reinvested. Hence, they appear

as a net capital outflow.

3. Depreciation was estimated from ratios calculated to plant and equip-

ment expenditures. No attempt was made to remove the small but un-

known amount of depletion allowances from the sample published data.

In terpolations were made for 1966 and 1969.

4. Net sales of fixed assets less associated deletions from depreciation

accounts was estimated from the sample data "other sources and ad-

justments."1

5. All other. Excluding statistical discrepancies the residual source

of funds to finance the estimated uses would Include (a) foreign minority

Interests In undistributed earnings of affiliate corporations, (b) borrow-

ings from U.S. sources other than on direct Investment account, 3

(c) Issuance of equity securities to foreigners, (d) long and short-term

borrowing from foreign financial institutions and others, and (e) funds

from other affiliates. These last two Items would also Include a small

amount of financing from Canadian sources. An estimated distribution

of such residual funds for mining, petroleum and manufacturing (including

3This would Include mainly short-term bank borrowings and open-book
credit accounts.
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Canada) for 1965 Is as follows:

Millions of dollars

Foreign minority Interests In retained earnings $ 206
U.S. financing, ex. direct investment 232
Issues of equity securities to foreigners 273
Borrowing from financial Institutions

Long-term 678
Short-term 653

Other increases In foreign liabilities
Long-term 153
Short-term 1,596

Funds from foreign affiliates 225

Total $4,016

Source: Survey of Current Business, January, 1967, pp. 29,31.

Sources and uses of funds for noncovered Industries, i. e., transporta-

tion, utilities, trade, and other (which account for approximately a fifth

of U.S. direct Investment) had to be estimated Indirectly. By definition,

plant and equipment expenditures for these industries minus net capital

outflow and reinvested earnings Is equal to other sources of funds less

other asset additions. The sources and uses tables were filled In on

the basis of fragmentary data from the 1957 Census and the Office of

Foreign Direct Investment's sample survey data of foreign affiliates

for 1968.

Balance sheet

Two additional adjustments were required to create the changes in the
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affiliate balance sheet. First, 44% of net acquisitions of foreign enter-

prises were distributed to net fixed assets and 56% to other asset~s.

Secondly, valuation adjustments of the direct foreign investment account

were applied entirely to net fixed assets. The U. S. foreign affiliate

balance sheets were constructed by linking the changes for 1958-1969

to the end of 1957 levels shown in the last published Census. Attempts

were made to compare the results with the O.F.D.I.Is sample sur-

vey of U.S. foreign affiliates. Our total estimated net fixed assets at

the end of 1968, for example, are $35.7 billion compared with the

estimated $28.4 billion obtained from the 0. F *...'s sample. Al-

though it Is difficult to make exact reconciliations because of definitional

differences, it appears that the 1968 ratio of U.S. direct Investment

to total affiliate assets is slightly higher in the 0. F.D.I.. survey than

In our estimated balance sheet.

Estimates. 1970: Projections. 1

Plant and equipment expenditure estimates for 1970 and 1971 come

from the Department of Commerce's' semi-annual survey. 4 Other asset

additions were assumed consistent with historical experience. Net capi-

tal outflow data are available for the first three quarters of 1970, the

fourth quarter flow was assumed to be negative. Net capital outflow

4Survey of Current Business, September, 1970, pp. 21-25. See
especially notes to Table 2.
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for 1971 was assumed a fourth higher than 1970. Retained earn-

ings were also projected up slightly for 1970 and 1971. "Other"

claims were derived as a residual for both years.

B.* U .S. Corporations: foreign balance sheet (excluding Canada)

These data represent the balance sheet of all U.S. corporations im-

plicit In their transactions with the rest of the world, excluding Canada.

(Table 14) The asset levels shown are consistent with the sources

and uses shown In the official balance of payments table C2 .5 The

data for the end of 1970 were obtained using nine months of reported

sources and uses data and estimates for the fourth quarter of the year.

The balance ,sheet in Table 5 reflects the underlying assets and lia-

bilities of the direct Investment account ( Table 3) as well as U.S.

corporation direct assets and liabilities. (Table 4)

C. Balance of Payments Accounts

The segregation of U .S. international transactions to U.*S. government

and private accounts was based on official balance of payments tables 1,

5, A2, C1 and D1. 5 All receipts and payments clearly designated to

U.S. government account were tabulated, with the private account

being the residual.

5See, for example, Survey of Current Business, December, 1970.
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Although official data on special financial transactions are not available

on the current definitional basis historically, we have attempted to re-

construct their major components and have cross- classified them be-

tween government and private account on the one hand and as they

affect the official reserve and liquidity basis for the calculation of the

U.S. International balance on the other.



Table 1

QUU±M&QL agg± UD2&9.J SZ "OULI SJL~ ZUFlLLJLa JiML&WDW ME ~ 31MjLLb &,U&U
Millions of Dollars

k I~

Sources of Funds

Retained

925
1,002
1,192

1, 03
1,595

1,207
1, 20

1, ;05

1, 91

3, 0b5

5,164
5,934

Foreign Net Sales
and of

Othr ) Assets

905
1,102
1,209
1,819
2, 335
3,370

4,060
5462
6,212
7,947

82
72
75
93

13~
164
193
157
426
272

Total

3,490

4,836
5,'0916397
7,565
9,550
9,882
19, 1211,0

15,901
.19,1c"1

e =Estimate
* = Projection

(1) See Appendix A for(2) See Table 2.
description of terms.

1958
1959
1960
1961
1962

1965
1966

1969

1970e
1971*

Net Capital

64o
793
973

1,147
1,11140
1,474
1,708
2,249
2,000
2,615
2,139

3,100



Table I (Continued)

cc~Tmri~c A1~3Th TTc~L~ ,-vIr Ir,,~rr~o
v2~l ruo ~n a.unca

Millions of Dollars

Uses of Funds

Plant &
Equipmnent

Expenditures

2,738
2,427
2,530
3,106
3,45
3, 789
4,646

7,034

9,'830
11,860

Other

752
1,303
1,766
1,730
1,636
2,608
2,919
3,957
3,600
2,878
4,544
5,387
6,071
7,337

Total

3,490
3,730
4,296
4,836
5,091
6,397
7,565
9,550
9,882

19,91211, 0o9

15,901
19,197

e =Estimate
* = Projection

SeAppendix A for description of terms.

M1

1958
1959
1960
1961
1962
1963
1964
1965
1966
1967
1968
1969
1970e
1971*



Table 2

U.S. FOREIGN DIRECT INVSTMENT ACCOUNT (Ex. Canada,)
Millions of Dollars

Capital Outflows
Book Value To
Beginning Existing Net New

of par Affli&e A±iit2ns

15,776

20,686
23,115
25,143
27,692
30,625
34,156

41,

64o
793
973

1,147
1,140
1,474
1,708
2,249
2,000
2,615
2,139

3,100

100
100
250
150
200
137
322

114
445
460
400
400

Retained

656
68.1

974
925

1,002
1,192

1, 03
1,595
1,700
1,80

e = Estimate
* = ProJection

1958
1959
1960
1961
1962
1963
1964
1965
1966
196
1969
1970e
1971*

Valuation

-50
-73

-139
-36

-22

-76

72
194

0
0

Book Value
End of

17,122
18,623
20,'686
23,115
25,143
27,692
30,625

4 ,688
54,268
59,568



Table 3

BALANCE SHEET: U.S. FOREIGN AFFILIATES (Ex. Canada)
End of Year, Millions of Dollars

Net
Fixed
Assets

12,677
14,119
15,125
16,187
17,904
19,394
21,077
23,246
26,047
29,236
32,363
35,6 o

44,245
49,932

U. S.
Direct
Invest-

15,776
N~,122

20,686
23,115
25,143
27,692
30,625
34,156
37,782

4 , 688

59,568

e =Estimate
* = Projection

Total
Clams

29,296
31,546
33,911
3 6,879
40,410

53,284
60, 185
67,259

91,1508

101, 943
115,191

1957
1958
1959
1960
1961
1962
1963
1964
1965
1966
1967
1968
1969
1970e
1971*

Other
Assets

16,619
17,427
1, 785

20,691
22,505
24,253

30, 038
34,138
38,023
40,965
45,758

65, 259

Total

Aggets

53,284
60,156
67,219

73,284

81,448
91,150
101,943
115,191

Other Claims/

.4614
.4572
.45o8

.4239
.4232
.4252
.4324
.4382
.4355
.4420
.4548
.4676
.4828

Other

15,:288
16,193
17,295
18,505
20,324
22,659
26,030
29,477
31,939
36,000l
41, 462
47,675
55, 623



Table 4

U.S. CORPORATIONS' FOREIGN BAANCji. SHEET (End of Year) (Ex. Canada)
Millions of Dollars

Direct investments
Other long-term assets
Short-term assets

Total Assets

Short-term liabilities
Euro-and foreign bonds
Other long-term liabilities

Total Liabilities

Net Assets
Annual Change

30,625
964

2,258
33,847

1, 413

385
1,798

34,156
1,008
2,213

37,377

1,499
191
413

2,103

37,782
1,087
2,6146

41,515

1,725
785
6o6

3,116

41,389
1,329
2,900

45,618

2,034
1, 291

3,953

45,448
1,451
3,4678

50,577

2,459

7,244

49,688
1,798

5, 910

2 1733

2,108
9,245

I=X
Estfiate

54,268
2,100
3, 600

59,968

3,650
5,185
P2,825

11,66o

32,049 35,274 38,399 41,665 43,3 45,665 48,308
+3.,225 +3,125 +3,266 +1,6699 +2,332 +2,643



Table 5

U.S. CORPORATIONS' FOREIGN BALANCE SHEET. CONSOLIDATED (End of Year) (Ex. Canada)
Millions of Dollars

12 A 1965 19& 19.6Z 168 1969 1970
Estimate

Net fixed assets 23,246 26,047 29,236 32,363 35,.690 39,747 44,245
Other assets: Affiliates 30,038 34,138 38,023 40,965 45,758 51,403 57,698

Parents 3,222 3,221 3,733 4,229 5,129 5,222 5,700

Total 56,506 63,406 70,992 77,557 86,577 96,372 107,643

Liabilities & claims
Affiliates 22,659 26,030 29,477 31,939 36,000 41,462 47,675
Parents 1,79b3 2,103 3,116 3,953 7,244 9,245 11,660

Total 24,457 28,133 32,593 35,892 43,244 50,707 59,335

Net assets 32,049 35,273 38,399 41,665 43,333 45,665 48,308



TABLE 6

U. S. BALANCE OF PAYMENTS
Millions of Dollars

Balance on Liquidity Basis

Excluding Special
Financial Transactions

Special
U& Govt Private Financial

-3954

-507

-557

-8
925
359
321
173

212~

211
24nn

-199

63
703
942
3146

1529
1262
2723
-628
484

-3901
-371
-2204
-2670
-2800
-1335

171
-7012
-5283

'ins months, seasonally adjusted at an annual rate. Excludes allocations of special
drawing rights, $868 million at an annual rate.

Note: Totals may not add because of rounding.

1960
1961
1962
1963
1964
1965
1966
196
196
1969
1970(1)



TABLE 7

U. S. BALANCE OF PAYMENTS
Millions of Dollars

Balance on Official Reserve Transactions Basis

Excluding Special
Financial TransactionsL

US, Govt, Private
A~on& A~a

-3954

-3349
Tp82

-5017

-5579

499
1957

123
1000

4188

7678
-4353

Special
Financial

54

326
123

-388
185
-78

389

-3403
-1347

-2702
-2011
-1564
-1289

266
-3418
1641
2700

-9534

1Nine nonths,seasonally adjusted at an annual rate. Excludes allocations of special
drawing rights, $868 million at an annual rate.

Note: Totals nay not add because of rounding.

1960
1961
1962
1963
1964
1965
1966
1967
1968
1969
1970(l)



TABLE 8

U. S, INTERNATIONAL TRANSACTIONS: U. S. GOVERNMENT ACCOUNT
Millions of Dollars

Goods, services and uni 4eral transfers
Receipts: ExportsM~

Services
Income on investments

Total receipts

Payments: Military expenditures
Services
Income on investments
Grants and other transfers

Total payments

Net receipts

Asset transactions (netsf eipts)
U. S. Gov't. assetsJ
Foreign assets in the U. S.

Total net receipts (excluding special transactions)

Special financial transactions (net receipts)

Balance on liquidity basis

less: Adjustments(3)

Balance on official reserve transactions basis

2072
368
348

2788

3087
3-13

5610

-2822

2429

3307

2 98

278

5770

-2463

2516
670
471

3657

216

-23149

-1158 -1621 -1774
26 85 615

-3954 -3999 -3508

54 695 930

-3900 -3304 -2578

- - 250

-3900 -330o4 -2828

I1Includes transfers under military sales contracts.
2Excludes official reserve assets.
3Net increase in certain nonliquid liabilities to foreign official agencies.
ded in special financial transactions.

These are also inclu-

2918
785498

4201

41

-1787

-1987

-3339

278

-3061

-48

-30-13

3048
690
456

4194

2880

2167(
6035

-1841

-1799
297

-3343

292

-3051

169

-3220

3042
748
575

4365

2952

2177
6167

-1802

-1747
67

-3482

206

-3276

123

-3399



U. S. INTERNATIONAL TRANSACTIONS: U. S. GOVERNMENT ACCOUNT
Millions of Dollars

1966 19Z. 19

Goods, services and uniJ1 eral transfers
Receipts: Exports~ll

Services
Income on investments

Total receipts

Payments: Military expenditures
Services
Income on investments
Grants and other transfers

Total payments

Net receipts

Asset transactions (net fg~eipts)
U. S. Gov't. assets
Foreign assets in the U. S.

Total net receipts (excluding special transactions)

Special financial transactions (net receipts)

Balence on liquidity basis

less: Adjustnents(3)

Balance on official reserve transactions basis

3764
642
549

2277
7232

-2398

-1963
112

-4249

397

-3852

-32

-3820

I1Includes transfers under military sales contracts.
2Excludos official reserve assets.
3Net increase in certain nonliquid liabilities to foreign official agencies.
ded in special financial transactions.

4Nine months, seasonally adjusted at an annual rate.

These are also inclu-

122 1=(Q
4 )

3913
'767
6 385318

43y8

7906

-2588

-2427
-2

-5017

458

-4559

452

-5011

831
5600

702
2113
8108

-2508

-246

-5041

2112

-2929

1806

-4735

3625
791

53 8

4850
710
777

2050
8387

-3039

-2054
192

-4901

-225

-5126

-162

-4964

955
5171

4863
707
984

2007
8560

-3389

-1837
-352

-5579

927

-4652

609

-5261



TABLE 9

U. S. INTERNATIONAL TRANSACTIONS: PRIVATE ACCOUNT
Millions of Dollars

19§2 19

Goods, services and unilJ~ra1 transfers
Receipts: Exports ~

Services
Income from portfolio investments
Direct investments: income
Direct investments: fees and royalties

Total receipts

Payments: Imports
Services
Income on investments
Private remittances

Total payments

Net receipts

Asset transactions (net receipts)
U. S. private assets

Direct investment capital flow
Other

Foreign assets in the U. S.

Unrecorded transactions (net receipts)

Total net receipts (excluding special transactions)

Special financial transactions (net receipts)

Balance on liquidity basis

plus: Foreign private 1itqrd funds (net receipts)
less: Other adjustments~

Balance on official reserve transactions basis
1
Inp~ludes transfers under military sales contracts.

2
See footnote 3, Table 3.

1791~

646
2 55

24701

14744
4147

20004

4697

18080
3358

463
25462

145lg

729

19 63

5599

189

904
30144

2648

16218
4527

21966

4882

19991
3598
1022
3129

660
28400

924

5054

23177

1256
3674

756
33076

18647
5173
1003
530

25353

7723

-1674 -1598 -1654 -196 -2328
-2204 -256t2 -1772 -2 ~3 -4250
329 609 149 235 146

-1156 -1103 -1246 -509 -1118

-8 925 359 321 173

9 8 12 68 77

1 933 371 389 250

'498 1024 -248 620 1554

499 1957 123 1000 1655

2423~

3963
924

35101

21496
5552
1241

581
28870

6231

-3468
-476
418

-576

2129

-188

1941

131
-38

2110



TABLE 9 (Continued)

U. S. INTERNATIONAL TRANSACTIONS: PRIVATE ACCOUNT
Millions of Dollars

Goods, services and uni eral tralisfers
Receipts: ExportsM

Services
Income from portfolio investments
Direct investments: income
Direct investments: fees and royalties

Total receipts

Payments: Imports
Services
Income on investments
Private remittances

Total payments

Net receipts

Asset transactions (net receipts)
U. S. private assets

Direct investment capital outflow
Other

Foreign assets in the U. S.

Unrecorded transactions (net receipts)

Total net receipts (excluding special transactions)

Special financial transactions (net receipts)

Balance on liquidity basis

plus: Foreign private 1Itqa id funds (net receipts)
less: Other adjustments )

Balance on official reserve transactions basis

includes transfers under military sales contracts.
3
Nine months, seasonally adjusted at an annual rate.

26775
506~

4045
1030

38527

25463
6049
1593

531
33636

4891

28008
5506
1717
14517
1136

40884

26821
6742
1764

726
36053

4831

31083

149
1246

45088

32964
6939
2231

42 9~

2239

-3209
-2082
6056

-514

2490

611

3101

3810
534

6377

3, Table

34363
6527
2267
5639
1369
50165

35835
7707
3686

784
48012

2153

-3070
-2148
4422

-2841

-1484

-403

-1887

7634

3.

401143
7400
2635
6021
1536

57735

4303
943

53352

4383

-4805
-1797
4061

- 2o4 0

-199

-4439

-637

-4464
-821

-280

-3661 37
-683 -250

1331 2165

-514 -1088

1364 211

1132 804

2496 1015

2384 1472
793 894

4087 1593
2

See footnote



FOREIGN PETROLEUM AFFILIATES OF U.S. CORPORATIONS
Millions of Dollars

10Z lqld ~1,-196 1 1k 9§a i

Sources:
Net income
Funds from U.S.
Funds obtained abroad
Depreciation & depletion

Total sources

Uses:
Property, plant & equipment
Inventories
Receivables
Other assets
Income paid out

Total uses

Assets: (end of year)
Current & other assets
Net fixed assets

Total assets

Claims: (end of year)
By ownership:

U.S. investment
Foreign investment

Total claims

By type of claim:
Equity
Debt

Total claims

8 28

4,301

2,322
265
467
296
952

4,301

1,325
529
623
830

3,307

1, 834
-55
167
200

1,161
3,307

528

2, 93

1,558
-8
65

1,0 6
2,893

1,366
454
153
957

2,930

1,467
20

164
58

1,221
2,930

1,553
743
301

1,099
3,696

1,534
85

292
398

1,387
3,696

1,824
340
506

1,095
3,765

1, 628
54

296
221

1,566
3,765

1,953
789
777

1,123
4,642

1,889
119

464

6,550 6,862 7,111 7,353 8,128 8,699 9,755
8,200 9,204 9,848 10,358 10,793 11,326 12,092
14,750 16,066 16,959 17,711 18,921 20,025 21,847

9,055 9,743 10,376 10,965 11,864 12,450 13,443
15,695 6,323 6,583 6,746 7057 7,575 8,404
14,750 16,066 16,959 17,711 18,921 20,025 21,847

8,562 9,372 9,961 10,855 11,547 12,257 13,116
6,188 6,94 6,998 6,856 7,374 7,768 8 731
14,750 16,066 16,959 17,711 18,921 2,5 1,4



FOREIGN PETROLEUM AFFILIATES OF U.S. CORPORATIONS
Millions of Dollars

Sources:
Net income
Funds from U.S.
Funds obtained abroad
Depreciation & depletion

Total sources

Uses:
Property, plant & equipment
Inventories
Receivables
Other assets
Income paid out

Total uses

Assets: (end of year)
Current & other assets
Net fixed assets

Total assets

Claims: (end of year)
By ownership:

U.S. investment
Foreign investment

Total claims

By type of claim:
Equity
Debt

Total claims

1,82

675

2, 0;3

156
1,915
4,387

1,891
997

1,026
1,247
5,161

2,267
80

399

1,995
5,161

1,926
724

1, 482

2,526

1,100

1,821
5,447

2,173
1,150
1,483

6, 199

3,000

1,200

1,999
6,199

2,516
1,11271
1,584
1, 450
6,821

3,349

1,200

2,272
6,821

2,580
1,250
1,785
1,515
7,130

3,800

1,000

2,330
7,130

10,154 11,153 12,253 13,453 14,653 1 ;653
-13,009 14,029 15,240 16,857 18,756 21,041,
23,163 25,182 27,493 30,310 33,409 36,694

14,081 15,124 16,003 17,377 18,942 20,492
9,082 10,058 11,490 12,933 14,46 16,202
23,163 25,1 S2 27,493 30,310 33,409 36,694

14,150 111,979 16,327 17,531 18,416 19,267
9,013 10,203 11,166 12,779 14,993 17,427
23,163 25,182 27,493 30,310 33,409 36,694

Note: Includes producing, refining, marketing and transportation.
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Statement of Henry Ford II
Chairman of the Board
Ford Motor Company

I appreciate the invitation to submit a statement to this Subcommittee
on International Trade of the Senate Finance Committee. The subject
of your hearings is of vital importance to Ford Motor Company and the
entire automobile industry.

Since 1934, every President of the United States - Democratic and Republican-
has recognized the benefits that flow from expanding trade and has based his
foreign trade policy on the objective of achieving freer international move-
ment of goods and capital on a reciprocal basis through mutual agreement.
Despite some growing current problems, the policy undoubtedly has been
and remains the right one for our nation.

During the period since this policy has been in effect, the growth in the
volume of international trade and the prosperity of the world's industrial
nations has been phenomenal. As contrasted to the severely limited trade
and general economic stagnation which preceded the inauguration of the
reciprocal trade program, clearly t)-ie policies in effect since 1934 have
benefited the entire free world.

Although trade between the United States and other nations represents a
relatively small share of the U.S. gross national product, it is highly
significant to our overall economy. Such trade encourages better resource
allocation, specialization, and large scale production, which benefit
producers and consumers. Worldwide competition -dis ciplines prices,
stimulates continual improvement of products and by'encouraging techno-
logical innovation increases productivity and the real wages of labor.

At the same time, it must be recognized that there are grave- risks to the
country if the United States continues to follow liberal trade poli-cies while
other countries maintain nationalistic trade policies and follow currency
policies that perpetuate international cost-price imbalances.

In this paper, I shall point to some of the problems inherent in a liberal
trade policy, drawing heavily on the experience of the automobile industry.
In addressing myself to these problems, I do not intend to condemn the basic
system. On the contrary, fully recognizing its past and potential contributions
to the welfare of our nation, and other industrial nations, I shall suggest ways
of strengthening and preserving the flow of goods and capital between nations.
In my judgment, few actions could be more detrimental to the welfare of the
people of this country than to have our government reverse its liberal trade-
posture. In order to help avert such a possibility, however, I think it is
incumbent upon friends of the system to recognize its weaknesses and actively
participate in its repair.
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I have the utmost confidence in the ability of American corporations and
businessmen to compete successfully in world markets if they are not
made non-competitive by forces beyond their control. Unfortunately
they may face such a possibility in the future unless greater effort is
directed toward halting run-away costs in this country and removing
unfair restrictions by some of the other major trading nations.

There are many facets to international trade which need attention, but
in my opinion three issues - soaring costs in the United States, restrictive
practices of some of the major trading countries of the world, and inter-
national currency imbalances - must be dealt with immediately and effectively
if the United States is to maintain its historic place in the world market. Let
me illustrate these problem areas from the experience of the U. S. automobile
industry.

Soaring Costs and Their Effect on International Competition

Between 1960 and 1970 Ford's total hourly labor costs in the United States
per hour worked increased by 78 percent (this included increases in social
security tax payments of 1601o); in addition we experienced large increases
in other costs, including other taxes. The cost per car for safety and
pollution control also increased substantially.

These increases have been especially rapid since 1965. Betweeik 1965 and
1971, the cumulative increase in costs for these factors has totalled nearly
$800 per car.

In addition to restricting the overall growth of the U. S. car market, rising
costs and prices have also made the U. S. auto industry increasingly vulnerable
to foreign competition in the United States and abroad.

Until the 1950'Is, the free world auto market was composed of two main seg-
ments which, because of product differences, did not directly compete with
one another. American consumers wanted and tfre American auto industry
supplied them with large and relatively expensive cars. Foreign consumers
wanted and foreign manufacturers supplied them with small and lower priced
cars. Neither segment of the industry could compete effectively in the other
segment's market because neither had a home market for the products desired
in the other.

The two major car markets are now becoming one world market. With grow-
ing United States demand for small economy cars, a significant portion of
the U. S. car market is now vulnerable to foreign competition. The imported
car share of total car sales in the United States has climbed steadily from
the recent low of 5. 1 percent in the 1963 model year to 13. 2 percent in 1970
and an estimated 16. 3 percent in 1971.
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The shift toward economy cars, including imports, reflects the desire of
American consumers to offset the steadily rising costs of purchasing and
operating a car. Additional increases in these costs will expose a still
larger share of the United States market to foreign competition.

Labor costs are a major element i 'n the costs of vehicle manufacture. In
1970, the total hourly labor cost in Ford U.S. plants averaged $6. 40. The
comparable figure for our plants in Germany was $3. 12 and we estimate
that automotive labor costs in Japan were about $1. 30 per hour. Thus,
Germany and Japan, the two major exporters of cars to the United States,
had an advantage in labor costs, including fringes, of $3. 28 and $5. 10 per
hour, respectively, over the United States.

Even though auto industry wages have been rising faster on a percentage
basis in Germany and Japan than in the United States, the dollar difference
generally has become larger. From 1960 to 1970, we estimate that although
auto industry labor costs increased at an annual rate of only 5. 9 percent in
the United States, compared to 10. 9 percent in West Germany, and 8. 6 per-
cent in Japan, the actual labor cost advantage of West German producers
over U. S. producers increased by about 80 per hour, while the advantage
of Japanese manufacturers increased by about $2. 08.

The argument that higher labor costs in the United States are offset by
greater volume and more efficient plants is no longer valid. Both West
Germany and Japan have reached volume levels that make it possible for
them to maximize efficiencies of scale.

West German and Japanese manufacturers also benefit from fewer work
stoppages. In 1968, the last year for which data are available, time lost
because of labor disputes in all industries averaged 73. 7 man-days per
hundred workers in the United States, compared to 9. 1 man- days for Japan
and 1/10 of a man-day for West Germany.

Steel prices are also lower in West Germany and Japan. At year-end 1970,
cold-rolled sheet steel cost $188 per ton in the United States, and the eqlai-ralent
of U.S. $176 in Germany, and U.S. $142 in Japan.

Foreign production and marketing cost advantages have been accentuated in
recent years by the growing imbalance between currency values - particularly
with respect to Germany and Japan. An appropriate realignment of currency
values would substantially improve U.S. competitiveness with foreign auto
makers.
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Adverse international cost trends affect not only the automobile industry
but many other industries as well, and it is extremely difficult to restore
economic vitality once a nation's industry becomes non-competitive in
world markets because of cost imbalances.

In these circumstances, it seems apparent to me that governmental policies
must be geared toward making it possible for U.S. industry to reduce costs
and increase productivity. First, the serious inflation that has lasted so
long must be brought under control. Second, I believe that we must face
up to the need for establishing priorities for national objectives, including
our determination to improve the environment and increase highway safety.
These are important objectives, but efforts to achieve them must give adequate
weight to the impact of government policies on American business costs.

If U. S. industry is unable to meet foreign competition, as a result of
imbalances in currency values, inflation and the burden of costly government
programs, many basic national objectives will suffer. What is needed, I
believe, is a determined governmental effort to help U. S. producers keep
costs in line with those of foreign producers. This would entail a re-examination
of international monetary arrangements; and on the domestic side a review of
tax policy, labor statutes, regulatory activities, export incentives, and many
other aspects of government impingement on industry.

Restrictions Abroad

In its desire to help restore the economic health of nations ravaged by World
War II, the United States willingly adopted trade policies and practices which
favored the efforts of these countries to rebuild their industries and strengthen
their financial structures.

Today the industrial and financial strength of many of these nations has been
restored and nations such as West Germany and Japan have become major
creditors while the U. S. balance of payments has reached a near critical
stage. ,Obviously it is time for trade agreements which are genuinely reciprocal.

The agreement on tariff reductions in the 1967 Kennedy Round of the General
Agreement on Tariffs and Trade (GATT) was a major step in promoting the
expansion of world trade. Many believed we had jumped the last major hurdle
and the way toward maximizing growth and stability in international trade had
been found. However, experience has shown that additional efforts are needed
if we are to achi *eve maximum growth and stability in our own and the world
economy. Although many tariff rates were reduced in the last GATT round,
the non-tariff barriers were left virtually untouched. GATT now has officially
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before it some 800 complaints over non-tariff barriers, including many
against the United States. These complaints should be the basis for new
multinational negotiations.

In some instances even a substantial cut in duties has done little to expand
foreign markets to imports from the United States. Their duties remain
higher than those of the United States and this factor, along with their non-
tariff barriers, has been sufficient to prevent any significant inroads by
foreign competition.

To be more specific, the U. S. duty on all passenger cars imported into the
U.S. after December 1971 will be 3 percent while in the European Economic
Community and in the United Kingdom it will be 11 percent. The rate in
Japan probably will remain at the current 10 percent. Duty rates on cars in
most other countries are well above these levels.

In our industry, foreign governments often resort to non-tariff barriers to
protect their markets from foreign competition. For example, foreign
investment in the Japanese automobile industry continues to be severely
restricted by governmental policy and until Japan substantially reduces its
restrictions on foreign car imports and on investments in its automobile
industry, outside manufacturers will have little hope of gaining the freedom
to do business in that -market equal to the freedom the Japanese enjoy in the
United States and other markets of the world.

The United States should intensify its efforts to obtain more equitable tariff
treatment. for U. S. products, and the removal or appropriate modification of
non-tariff barriers, especially in those areas where these restrictions add
to a competitive advantage derived from basic economic faci4-ors.

Multinational Corporations

An aspect of international trade which has received much attention recently
is the so-called multinational corporation. Some nations are studying possible
further regulation of the multinational corporation, which has been for decades
the backbone of international trade. Some consider multinational corporations
a recent innovation in world trade, and describe them as selfish economic
giants which run roughshod over national governments. In truth, there is
nothing new about multinational corporations but the name by which they are
now described. Most such corporations, United States and foreign, serve well
the economies of multiple host nations and have learned to live - not above
and beyond - but properly and appropriately within the laws and customs of
the host countries.
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Often the multinational corporation is considered an invention of the
United States, but it certainly is not an exclusively U. S. phenomenon.
As a matter of fact, multinational corporations based in Europe played
an important role in the early development of the United States.

According to one recent estimate, about 80 of the 200 largest American
companies have more than one-fourth of their sales, earnings, assets
or employment outside of the United States. Among the 200 largest
European companies, there are also about 80 which have the same pro-
portion of their business outside of their home countries. Companies with
such familiar names as Shell, Unilever and Philips are among the largest
in the world and 'are major factors in the United States market. Most
Americans who buy their products are not even aware that they are
European multinational companies.

Almost since its creation FordI Motor Company has been what is today
termed a multinational corporation. It was incorporated in 1903 in the
United States and in the second year of its corporate life moved into inter-
national operations. In August 1904 - nearly 67 years ago - the company's
first foreign subsidiary, Ford of Canada was incorporated and it shipped
its first car six months later, in February 1905.

Ford's first assembly plant outside North America was established in
Manchester, England in 1911 - 60 years ago - and we have been a corporate
citizen of many other countries for almost half a century.

Today we manufacture or assembly cars, trucks or tractors in 21 countries,
and we have sales companies in eight others. We supply dealer assemblers
in 11 nations and dealers in about 100 more. Profits returned to the United
States from Ford's foreign operations over the years have contributed billions
of dollars toward the U. S. balance of payments largely from supplying
markets which were substantially closed to exports from the U~nited States
because of various restrictive barriers or competitive factors.

In the mid- 1920's Ford had a maj or reorganization in Europe la rgely asa the
result of hostility toward foreign-owned companies and a general protectionist
trend in Europe. Thereafter protectionist pressures continued to build and
several nations drastically increased tariffs, imposed import quotas and
restricted money transfers.

Adding, fuel to the fire, in 1930 the United States enacted the Smoot-Hawley
Tariff Act and, as many experts predicted, France, Italy and other European
nations retaliated with a vengeance, particularly against foreign car manu-
fa cturer s.
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Perhaps Ford Motor Company's experience of being caught up in a vicious
trade war contributes to our deep concern over the signs of protectionism
today which seem to parallel those of that earlier era. Our concern grows
when it appears that the United States might make the same mistake it did
in 1930, with even more devastating results.

Multinational corporations sometimes are caught in conflicts between
national governments on matters such as anti-trust, export controls,
monetary transfers, and the like, but as in the past, I think these conflicts
will occur infrequently enough to permit the nations involved to work out
mutually acceptable solutions. The present trend in the United States toward
reducing the number of restricted items on the export control list will reduce
international friction from this source. However, the Unifed States should
carefully review the application of its anti-trust policies to the foreign
suhsidi--ries of U.S. corporations. Some of these policies are not only
detrimenital to U.S. companies but are also a source of irritation to foreign
governments. A forum for discussions regarding conflicts between nations,
such as the OECD or, as proposed by many experts, a GATT-like organi-
zation, possibly could serve a useful purpose, but placing a straightjacket
on multinational corporations through governmental controls would create
far more problems and conflicts than it would solve.

Summary and Conclusions

Certainly there are serious problems in international trade which are of
vital concern to the United States, but I continue to believe that solutions
must be found within a framework that will provide lower rather than higher
barriers to international trade and investment.

We Lace one of the greatest challenges in our history and this challenge will
not be met by building a trade wall around the United States. In my judgment,
three things should receive immediate attention. First, we must get our own
economic house in order to enable us to compete aggressively in the world
markets of today. Second, we must use the tools already available to open
the markets of the world on a fair and reciprocal basis. Third, we must
achieve a better relationship among international currency values.'

The first goal can be reached only through tough, economic discipline in
government, labor, and industry. Government mnust become more efficient
and economical itself and must do what is necessary to halt inflation. Wage
increases must be matched by productivity gains. Management must become
more efficient and more responsive to customt.r needs.

The second goal, requires an equally tough stance toward discriminatory
trade and investment practices by other natio:as.

The third goal requires that the United States take the initiative in working
toward changes in international monetary arrangements that would permit
greater flexibility in exchange rates.
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STATEMENT OF FREEPORT MINERALS COMPANY
TO THE

SUBOOMAITTEE ON INTERNATIONAL TRADE
CO)vIITTEE ON FINANCE, U.S. SENATE

JUNE 15,. 1971

Testimony presented to the subcommittee has dealt with the question

of whether national trade policies and international rules and institutions

are adequate in light of the changing conditions in the world. This memo-

randum will foaus on one area of change in the world economy with which

existing law is not adequate to deal.

In the United States end throughout the world, man's need for minerals

has grown at an extremely rapid rate during the last three decades. While

production has -- with few exceptions -- kept pace, the simple and higher

quality sources for these minerals are becoming exhausted, causing increased

reliance upon more complex and lower grade mineral sources. Technologies

have been improved to permit the separation and recovery of a number of

different mineral components from these complex sources.

Removal of one or more components :rom a mineral source is sometimes

necessary in order to make another component saleable to a consumer. In the

past, the components removed were often discarded. Today, in many cases,

they may be recovered as other valuable products. The growing emphasis on

the protection of the environment, and the economic need to recover all

valuable components, make it virtually impossible to discard any major

component today and, consequently, recovered products are entering the

marketplace at an increasing rate.

Submitted by E, Bruce Hazrisons Vice President
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Because one mineral component is often in great demand at a given tine

and will bring a premium price, other component products are often sold at

very low prices -- prices which relate neither to the costs of recovering

and producing the product nor to the existing market for the product. For

all practical purposes, the producer is using the proceeds from one product,

while it is in high demand, to subsidize the movement of a less desirable

product.

When the second product is produced in a foreign country and is imported

into this country to be sold at these unreasonably low prices, the effect can

be severe injury to a domestic industry producing the product as a primary

product. The domestic industry can be badly crippled and in extreme cases

eliminated. Then, if the conditions affecting the foreign mineral produc-

tion and marketing change and the foreign supply is cut back or made

available only at very high prices, our national economy suffers. Existing

legislation is not adequate to deal with this problem.

This company is faced with such a problem in the form of sulphur

produced in foreign countries as a component of sour natural gas, and we

can attest both to the injury and to the inadequacy of existing law to

provide effective relief. Additional problems, involving other products

and other mining industries, will develop from this tine forward as industry

and national demands encourage the development of more and more complex

mineral sources. We urge the subcommittee's assessment of current law and

policy in view of changed -- and still-changing -- economic conditions and

trade practices associated with mineral products derived from complex

mineral sources.

EBH/gt
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June 23, 1971

The Honorable Abraham A. Ribicoff
Chairman, Senate Finance Comittee
Subcommittee on International Trade
Old Senate Office Building
Washington, D. C. 20515

Dear Senator Ribicoff:

The following letter is submitted on behalf of the United
States-Japan Trade Council, 1000 Connecticut Avenue, N.W., Washington,
D. C. 20036. Tne Council is a trade association concerned with the
development of trade and investment between the United States and
Japan and with the progressive elimination of the current tensions
between the two nations which now appear to occupy much too prominent
a place in their relations.

The initial hearings conducted last month by the Senate Finance
Committee's Subcommittee on International Trade performed the very
useful function of allowing a legislative committee to take a longer-
term view of American trade policy for the 1970's. When specific,
pending legislation is under consideration, it usually is difficult
to focus on broader and emerging issues. This is especially unfortunate
when foreign trade legislation is under consideration. Postwar Ameri-
can trade policy is clearly at an important crossroads.

If American trade policy is going to be changed to reflect the
international economic realities of the 1970's, a broad perspective
is necessary. The stakes are high and the issues are complex. Objec-
tive deliberations, such as your Subcommittee's hearings last month,
are necessary. Int our opinion, your basic thesis that the U.S. trade
policy must shift from a geopolitical to an ecopolitical basis is
entirely sound. It is necessary, therefore, to seek a policy shift
which contains a maximum amount of good economics.

To determine what is good economics for U.S. trade policy in
the 1970's. two key questions must be answered. The first is the
relative impact of imports on the American economy. The numerous,
loud and prolonged pleas by certain segments of American business
and labor belie the fact that imports directly compete with only
about 2.5 percent of total U.S. production.. Total imports represent
only four percent of U.S. GNP; imports of raw materials, agricultural

The UNITED STATES-JAPAN TRADE COUNCIL, INC., isa non-profit trade association with a membership of over 700 firms in the Unted State,
nterested in fostering trade relations between the two countries, Because a substanial contributing member, the Japan Trade Promotott Offic, 39

Broadway, New Yolk, New Yotk, is financed by the Japanese government, the Council is registered with the Department of Justice under provisions of
22 US.C. See. 511 at seq. asan agent of such foreign priecipal. Copie, of the Counci's regstration statement are available for public inspect ion it
Department of Justice files. Regtation does not indicate appronal of the contents of this comnnunication by the United States Governtent.
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goods, and manufactured specialty items either not produced at all
or in limited quantities in this country represent at leasc 30 per-
cent of total imports. Nonetheless, a means of redress for the
minority injured by a U.S. policy of liberal trade is in order.
The question which must be resolved by this country's policy makers
is whether this minority can be properly aided and at reasonable
costs in a positive manner, without jeopardizing the imports wanted
and needed by American industry and the American consumer. It is
our belief that even at the temporarily high rates of import growth,
the various existing forms of relief from rapid import increases
and unfair methods of foreign business competition can protect U.S.
interests in a satisfactory and adequate manner.

The second key trade question to be resolved is the significance
of exports. Although a trade surplus is often hailed as proof of a
successful economic policy, the often ignored fact remains that
exports are only a means of paying for imports, the ultimate rationale
for engaging in international trade. There are two factors which
will hamper a U.S. export growth rate commensurate with its import
growth rate. In the first place, the United States is increasingly
becoming a service-oriented economy; the production of goods is
steadily becoming a less important factor for the U.S. labor force
and GNP. Secondly, American industry is increasingly servicing
foreign markets through overseas production, rather than direct export.
We would submit that a thorough reconsideration of the significance
of U.S. exports (and a U.S. trade surplus) in the changing economic
realities of the 1970's is called for.

On the export side, innovations are necessary to retain existing
levels of U.S. international competitiveness at a time when other
economies are becoming sophisticated and when technology is becoming
internationalized. On the import side, however, two fundamental
economic facts remain unchanged. First, the American economy is
centered on the concept of competitiveness and the open market. Fair
foreign competition is a vital ingredient in this process; unfair
competition can be dealt with by existing statutes. Secondly, Ameri-
can imports are another country's exports) i.e. the letter's means of
paying for U.S. exports.

It is our hope that the International Trade Subcommittee will
continue to examine the extremely complex question of what trade
policy mix will best serve the long-term national interests of the
United States in a changing international economic environment.

Japanese Trade Policies

Japan's trade policies continue to be the subject of extensive
criticism in this country. As recently as two or three years ago,
most of these criticisms had some foundation. However, the relatively
sudden development of Japan's ability to compete effectively in the
world marketplace has necessitated a wholesale dismantling of import
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curbs which were necessary in the postwar period for balance of
payments reasons. A casual observer of Japan is hard pressed to
keep up with the swift moving pace of Japanese trade and investment
liberalization in recent months. To bring this record up to date,
I am enclosing for the record recent publications by the United
States-Japan Trade Council, as well as a speech by the Japanese
Ambassador to the United States, Mr. Nobuhiko Ushiba and a speech
made recently in Washington by the President of the Japanese Federa-
tion of Economic Organizations, Mr. Kogoro Uemura.* Above all, we
urge the Finance Committee to take cognizance of the dynamic- -and
one-way- -movement of Japan towards international economic liberali-
zation.

Finally, I would like to set the record straight on a number
of points raised concerning Japanese trade policies during last
month's subcommittee hearings. In Chairman Ribicoff's opening
remarks, he said that "Japan's steel production will surpass that
of the United States by next year . . . ." In the view of most pro-
fessional observers, Japan's steel production will still be below,
this country's production, at least as late as 1975.

The Japanese steel industry, like the steel industry of any
industrialized country, is faced with competition for funds, spiraling
raw material cost, a relatively dwindling labor force, and the high
costs of pollution control. These factors must cast substantial
doubt on forecasts of unimpeded production growth.

On page eight of the statement by Mr. Nathaniel Samuels of the
State Department, it is said that Japanese quota restrictions will
be down to about 80 from 122 of two years ago. While Japan currently
has 80 items under restriction, the number is scheduled to decline
to 40 by the end of September of this year. When this happens, Japan
will have more goods under "voluntary" export restraint than under
import quota.

On page 13 of the statement by Mr. Joseph Wright, Chairman of
the Zenith Radio Corporation, Japanese workers were said to be making
73 cents an hour, excluding bonus and benefits. In a country like
Japan, where an annual or semiannual bonus is regularly paid, fringe
benefits must be included to permit an undistorted picture of labor
costs. Mr. Wright also implies that Japan has restrictions on large-
size televisions. There are no such barriers against American TVs.
He also says that Japanese government regulations still block the
entry of spare parts. This is completely untrue.

On page 20 of his testimony, Mr. Wright suggests that the
remission of commodity taxes by Japan and other nations represents
a subsidization of exports. According to current interpretations of
GATT rules, the remission of an indirect tax is not an infringement
of GATT and is not considered a subsidization of exports. The United
States exempts states sales taxes on exports. This is of the same
legal nature as the remission of commodity taxes by other countries.

*Tese documents were made a part of the official files of the Committee,
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In general, the Zenith Company's frustrations with the Japanese
TV market reflects conditions of several years ago.

Mr. Fred Borch's testimony contains a technical defect in that
he compares export price indices with consumer price indices.. The
export price index should more appropriately be compared with wvhole-
sale price indices. Exporting companies pay wholesale prices for
their raw materials, not retail 'prices. In addition,retail price
indices include the costs of services, which arb not involved in
international trade. The disparity between Japanese export price
and domestic wholesale price indices is relatively narrow; indeed,
Japan's disparity is not as wide as in some other industrial countries.
On page 16, Mr. Borch compares tax incentives in Japeai with those of
the United States. The serious flaw in this comparison is that the
material which he used is outdated. For instance, the entertainment
expenses allowances are now abolished completely; other tax incentives
are largely reduced in size.,

The United States-Japan Trade Council is prepared to supply any
necessary information on this or other aspects of the U.S.-Japan
relations on request from the Committee.

Sincerely yours,

Nelson A. Atitt

Director

HAS :hk
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FIXED EXCHANGE RATES ARE A FUNDAMENTAL CAUSE OF U.S. TRADE PROBLEMS.

The explosion on the European currency market-, during May, 1971, brought to a

head the net effects of having fixed exchange rates geared to the U.S. dollar, and its

value, in turn, pegged to a fixed value of gold -- all started under an international

agreement made in Bretton Woods, N. H., in 1944. This exchange rate decision was

pretty much forced on Americans, Europeans and other trading nations. Many of them

disliked exchange controls because they interfered with the free market. The controls,

however, greatly helped our trading partners recover from the effects of World War 1I

and grow'strong industrially in the following 25 years. But in recent months the fixed

exchange rates that favored the exports of these nations also forced them to absorb more

dollars, with a consequent burgeoning of their money supplies and accompanying inflation.

From the American viewpoint it has meant an unjustly competitive situation,

manifest in ever-mounting increases in imports. Lower wage rates abroad, irrelevant

under free, floating and flexible exchange rates, become very relevant under fixed rates.

Also, the artificial valuing of currencies resulted in general price levels that benefitted

foreign goods in relation to American products.

But most Americans, including many economists who should have known better,

have lived with their heads in the sand. There were a few exceptions. The economist

Milton Friedman of the University of Chicago saw a long time ago that fixed exchange

rates would result in painful dislocations, adjustments and patchwork remedies. Friedman

saw that such a system could not allow the international economy to move definitively

toward the ultimate goal of free trade.
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He said: "A system of floating exchange rates would therefore enable ui to proceed

effectively and directly toward complete free trade in goods and services - barring

only such deliberate interference as may be justified on strictly political and military

grounds; for example, banning the sale of strategic goods to communist countries. So

long as we are firmly committed to the straitjacket of fixed exchange rates, we cannot

move definitively to free trade. The possibility of tariffs or- direct controls must be

retaineJ as an escape valve in case of necessity.

"A system of floating exchange rates has the side advantage that it makes almost

transparently obvious the fallacy in the most popular argument against free trade, the

argument that 'low' wages elsewhere make tariffs somehow necessary to protect 'high'

wages here. Is 100 yen an hour to a Japanese worker high or low compared with $4 an

hour to an American worker? That all depends on the exchange rate. What determines

the exchange rate? The necessity of making payments balance; i.e., of making the

amount we can sell to the Japanese roughly equal to the amount they can sell to us. "V/

Mysteriously, the U.S. Department of Commerce, perhaps, abetted by each

Administration and the State Department saw fit to ignore the bad realities of fixing

exchange rates. Its e'-onomists who would not dream of fostering the fixing of prices

within our economy are nonetheless for fixing the prices of exchange in the international

money market. Incredible.

I/ Milton Friedman, "Capitalism & Freedom, " p. 7 1, the University of Chicago Press,
Chicago, 111., 1962.
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THE U.S. GOVERNMENT FOSTERED AN ILLUSION.

To keep the illusion that all was well, our government published monthly -

and still does -- *trade balance figures that indicate dollar trade balances in our

favor; that is, until May 28, 1971, when even with "loaded" figures, the U.S.

Department of Commerce had to report, as the "New York Times" put it, "a rare import

surplus in April of $214.7 million. " Simply put, even with the inclusion of phony export

values averaging around $200 million monthly, the outgo of cash for imports exceeded

the incoming receipts from exports.

On, February 6, 1971, the General, Accounting Office disclosed, that the United

States holds more thar. $1.5 billion in foreign currencies that can be spent only in a

trickle. In Indian curre? icy alone the government holds $678 million, enough to last

for 19 years at the allowable current rate of spending.

The Unitred States has amassed the Indian iupees through American food and economic

assistance prc'grams. Commodities and equipment are sold in India but the rupee ppiyments

for them are kept there. This money can be used only in India and cannot be used to buy

goods for export.' They can be converted .into other currencies only in small amounts.

U.S. government agencies cannot spend the excess rupees unless the dollar equivalent is

appropriated by Congress.

Also, the government must buy the rup ees at the official rate of exchanqe~which is

usually less favorable than the current market rate. This adds to the piling up of

unspendlable rupees. 2/

What has all this got to do with our trade balance? Plenty, because we include

the dollar equivalent of the rupees in our export figures, thus, overstating our trade

Furpluses or understating our trade deficits.

2/ Richard Halloran, "The New York Times, " February 7, 1971.



657

In early January, the U.S. Department of Commerce forecast that the trade

surplus this year could be as low as $2.2 billion, compared with $2.7 billion for 1970.3/

In this public announcement, just as In all its news releases about our nation's in, ports,

exports and trade balances over the past two decades, the Department of Commerce has

hidden. the fact that its export figures includes AID giveaways*, and Public Law 480

exports"* that are paid for in fbreign currencies. It does circularize within the

Department a monthly report "Trends in U.S. Foreign Trade, " that does reveal AID and

P. L. 480 exports, but is loath to send it to outsiders even though it has been referenced

in FT 990, a statistical monthly publication on foreign trade.

Thus, the U.S. trade accounts are always painted in a rosy hue, and the newspapers

innocently pass it on to their readers.

IConsequently most Americans today -- businessmen, economists, Congressmen and

the man-in-the-street -- have not been aware of our continuous deficit balance -of-trade

and that this has generated, in turn, our continuous deficit balance -of -payments. Instead,

they blame the flights of capital-to higher yield areas and other transactions as the cause.

These are more the result of the inequities and imbalances brought on by fixed exchange

rates.

As a result, very few have seen fit to question the wisdom of fixed exchange rates.

3/ George W. Telfer, "Journal of Commerce, " January 18, 1970.
TExports under the "Foreign Assistance Act. " Disbursement figures are supplied by

the Agency for International Development.
**Agricultural Trade Development and Assistance Act of 1954, "as amended.

Statistics are supplied by the Department of Agriculture.
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From 1965 through 1970, the U.S. Department of Commerce reported a yearly

surplus in our balance of trade that ranged from $837 million to $2,270 million.

These figures reflect the value of U.S. exports less only military grant-aid shipments

as valued by the Department of Defense (plus 5% added by the Bureau of Census for

estimated transportation costs to the port of shipment). AID loans and grants and

Public Law 480 exports were kept in the exports total, thus inflating it. They are not

bona fide commercial transactions for which we receive payments in -U.S. dollars..

If they were properly excluded from exports, the trade balance figures would be

lower by-$2 to $2.5 billion in each of the six years. Thus, for example, we actually

had a deficit commercial balance of trade in 1968 of $1.5 billion and in 1969 of

$722 million. For details, see the appended table, especially sections marked "A"

and "B."

These estimates of the deficit commercial balances are very much in Ibne with

those of Michael Boretsky of the Office of Policy Development, Office of the Secretary,

U..S. Department of Commerce. -For 1968 and 1969, his estimates of the commercial

balances are 4$1304 million and -$582 million, respectively.4/

The U.S. Department of Commerce uses another practice that tends to gild the

lily. It values the imports segment at its F.O.B., foreign point of shipment value, and

exports on an F.O.B. or F.A.S. point of shipment value. For trade purposes, most

nations estimate their trade balances by subtracting imparts at their c. i. f. value--which

includes the cost of insurance and freight from the shipping nations--from their exports

at F.O.B. (F.A.S.) value.5/

4/ Michael Boretsky "Con cemns About The Present American Position In Foreign Trade."'
A paper be ore the National Academy' of Engineering Symposium Technology and
International Trade, October 14-15, 1970.

5/ Foreign Trade Division, U.S. Dept. of Commerce, "Highlight of U.S. Export and
Import Trade, FT 990, " September, 1970, pp. Ill1-1 V.
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If the U.S. Department of Commerce did likewise, in addition to subtracting

AID and P. L. 480 shipments, it would have shown deficit trade balances for each of

the Fast five years ranging from $186 million to nearly $3,500 million. ,For details,

see section C of the attached table.

These estimates are conservatively below those of Senator Russell Long, Chairman

of the Senate Finance Commif tee, In a statement before the Senate on May 11, 1971,

he estimated the 1970 commer, ial balance of4$3,2J0 million after the ad justments' for

c.i.f. and non-commercial exports; for 1969-$4,400 million, and for 1968,..$4, 700

mil lion .6/

In defense of its practices, the Department of Commerce states its case as follows:

"The export statistics published by the Bureau of the Census are intended to

measure the physical movement of all merchandise out of the U.S. customs area, except

that to U.S. Armed Forces abroad for their own use, without regard to method of financing.

To meet a need for estimates of the value of that partof our total exports which moves

under the Forekin Assistance Act and Public Law 480, the following information on exports

financed under these programs has been assembled from data developed by the three

agencies responsible for the major progrrlms. "17/

It would seem to me that the "physical movement" which the Census data "are

intended to measure" do not realistical ly reflect dollar trade balances if they are, as

stated, made "without regard to method of financing. " The dollar exchange is, after all,

what the problem is all about.

6/ Russell B. Long, "Congressional Record," Vol.l117, No.68, May I1, 1971, pp.S6580-S6590.
V/ Op, cit., p. III
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The Census' rationale for an F. Q. B. valuation of imports is somewhat more

credible, although it too raises some questions. Here is its explanation in FT 990:

"NOTE: The f .o. b. port of export esti mates provide U,.S.

Import data in terms of the foreign port of exportation

equivalent of the transaction value. The c~if. U.S. port

of entry estimates provide U.S. import data on a value basis

comparable with the import data of most foreign countries.

Readers interested in calculating the U.S. trade balance

should be aware that this balance can be derived only by

relating exports and imports valued on the same basis. "Q/

In addition, Census goes on to explain that estimated c.i.f. values are "defined

as the cost (to the U.S. importer) of the commodities at the foreign port of exportation,

plus insurance and freight to the U.S. port of entry, regardless of whether earned by

a U.S. or a foreign firm.

israises the question as to the proportion of insurance and freight charges that.

are paid to foreign and to U.S. -' ipping and insurance companies. According to

Senator RussellI B. Long, Chairman, Senate Finance Committee, only about 6% of U.S.

foreign trade are carried by U.S.-flag vessels. Obviously, the US. government should

value its imports on a c.i. f. basis and President Nixon has reportedly approved this

new manner of reporting, over the objections of his economic aides.9/

8/ Op. cit., p. III
IV/ Senator Russell B. Long, Op, cit., p.S6583
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The whole point of all this is to demonstrate that we have been misled into

thinking that the fixed exchange rate system has been effective. Through the device

of phony statistics about our trade balance, the government has led us to believe all

was wellI with the fixed rate system; that this system overcame an alleged hampering

effect that flexible rates would have on trade and investment; that is, until recently,

when it announced the "rare import surplus in April."

Floating exchange rate for Canada in the last year and from 1950 to 1962 "had

not had the feared bad effects of 'instability of the rate caused by perverse speculation,

instability of prices among traded goods and an alleged depressing effect on trade and

investment. "' Also, "the current German experience with a floating mark, and no

fixed time limit for a return to a fixed exchange rate, will add to the evidence on this

issue. "10/

Milton Friedman has stated the case eloquently: "Being in favor of floating

exchange rates does not mean being in favor of unstable exchange rates. When we

support a free price system at home, this does not imply that we favor a system in which

prices fluctuate wildly up and down. What we want is a system in which prices are free

to fluctuate but in which the forces determining them are sufficiently stable so that in

fact prices move within moderate ranges. This is equally true of a system of floating

exchange rates. The ultimate objective is a world in which exchange rates, while free

to vary, are, in fact, highly stable because basic economic policies and conditions are

stable. Instability of exchange rates is a symptom of instability in the underlying economic

structure. Elimination of this symptom by administrative freezing of exchange rates cures

none of the underlying difficulties and only makes adjustments to them more painful. 911/

10/ Edwin Dale, "N. Y. Times, " June 7, 1971, page 51
TF/ Friedman, Op, cit., p. 6 9
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What has this got to do w~th the shoo industry? This is, perhaps, already too

evident.

The U.S. footwear industry Is 25% to 35% more efficient in terms of productivity

per man hour than the European and Japanese industries. But, via the mechanism of

fixed exchange rates, unreal currency values and foreign labor cost advantages are

almost completely translated into a wholesale price advantage for imported footwear

in our market.

There are other basic economic inequities among the nations, but if we are going

to use a systems approach, here is where we should start in developing a realistic trade

policy. Otherwise, the'.doctrine of comparative advantage seems footless and, as a

goal, totally unattainable for those of us who wish to liberalize trade.

AMERICAN FOOTWEAR MANUFACTURERS ASSOCIATION'S POSITION ON FOREIGN TRADE

Free trade is supposed to operate within the context of certain conditions. These con-

ditions include free-floating exchange rates, absence of trade barriers except in cases of

national health and defense, roughly parallel marginal productivity rates, common monetary

and fiscal policies, no spe':ial tax privileges or subsidies and uniform arnri-trust laws.

Absence of these conditions are constraints that have molded AFMA's position. That

position is to have reasonable trade legislation that enables the domestic industry to

maintain stability and to share in the growth of the U.S. market.



U.S. FOREIGN TRADE BALANCE (IN MILLIONS OF DO~LLARS)

1965-1968 ARE NOT SEASONALLY ADJUSTED. 1969 & 1970 ARE SEASONALLY ADJUSTED

Est.

1970 196 1968 1967 1966 1265

EXPOS

GROSS VALUE OF EXPORTS - F.0.B. (F.A.S.) . 413,360 38)006 34,636 31,526 39,320 27,478
MILITARY GRANT-AID ................. 56o 674 573 592 940 79

*EXPORTS EXCL. MIL. OR-AID ..................... 42,800 37,332 '41,063  30,934 29,380 26,699
AID LOANS & GRANTS ................. 990 993 1,056 1,300 1,186 1,140
PUBLIC LAW 480 .................... 1,086 1,018 1,178 .1,237 1,306 1,323

EXPORT VALUE (LESS MILITARY GRANT-AID,
AID LOANS & GRANTS, AND
PuBLIC LAW 480) ................... 40,724 35,p31 31,829 28,397 26,888 24,236

IMPORTS

*U.S. GEnERAL IMPORTS - F.o.B ................... 40,000 36,043 33,226 26,889 25,618 21,429
U.S. GENERAL IMPORTS - C.I.F ................... 42,520 38,314 35,319 28,583 27,232 22,779

*A. AS REPORTED BY GOVERNNENT:
EXPORTS (LESS NIL. GRANT-AID) .......... 42,800 37,332 34,063 30,934 29,380 26,699
LESS IMPORTS @ P.0.5 ................... 40,000 36,043 33,226 26,889 25,618 21,429
PALAN"CE (+ OR -)................ +2,800 +1,289 + 837 +4a,o45 +3,762 +5,270

B. EXPORTS (LESS NIL. OR-AID, AID, & P.L.480) 40,724 35,321 31,829 28,397 26,888 24,236
LESS IM4PORTS @ F.O.B ................. :.....40,000 36,043 33,226 26,889 25,618 21,429
BALANCE (+ OR -)................ + 724 - 722 -1,397 +1,508 +1,270 +2,807

C. EXPORTS (LESS MIL. OR-AID, AID & P.L.48o) 40,724 35,321 31,829 28,397 26,888 24,236
LESS IPORTS 9 C.I.F ...................... 42,520 38,314 35,319 28,583 27,232 22,779
BALANCE (+ OR -)................ -1,796 1 -2,993 -3,490 1- 186 - 344 +1,457

Source: Compiled by AFV.A from U.S. Dept. of Concerce-Census publications$
FT990 and "Trends in Foreign Trade."
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U.S. Trade Balance Of f Sharply in April
Record Imports Result UNITED STATES EXPORTS AND IMPORTS
in First Surplus Over (i latio of Jolie. All lars sesenal edjatiled)

Exports Since 1969 A

By EDWIN L DALE ir. 3.8 *XOT
Selda Ito Tile xew York Tim"e

WASHINGTON, SMay 27-The
United States tradc balance de- 36-
teriorated sharply in April. the .-
Commerce Department reported1  SURPMU
today, I Je-A_____

There was a rare import sur-
plus in April of $214.7-sslllion, IMOT
the first such monthly surplus
since February, 1969. In March
there was an export surplus of
$245.4-ssitlion, meaning that lslJm.:.;epah
the trade balance worsened be- 3.t j. . L
tween the two months hy about A M J J A S 0 N D S M A
$460-million. 1970 1971

WVhile ose month does not I to Now Yrk Uns Ml 1 1establish a trend, the poor fig----- t tl
ueocurdat a bad ntime. -s~lnhihrtanblinesotsrpu ol

Thre has been a renewal of in-TotS0-ilohihrta!bloneptsulswud
terisalional discussion and con-,"t Mtarch. Exports dropped Ihave disappeared.
cern about the long-standlng'about $270-million to S3,543,- This question divides the ex-
deficit in the over-all LInitedI 100,000. perls, though most Got-erment

inte b liht of tetoa Ie There is growing criticism in officials believe the figures aspayments ilihofteriCongress, led by Senator Rus. nowe presented give a fair ipie-cent international monetary eiis-;sell 13. Log, Dentocrat of Louis.,tore. Senator Long, chairman oftuibance. laa, that tle trade figures- the Finance Cotmmittee, isAti improvement In the cx-i poor as they were for April- pressing for legislation that
port-import trado balance isimake the picture look better 5would require the piublirationalmost universally regarded as Ithan it really is. This is because of the fig urea each onoth onthe key to a solution of theiliporti are recorded svittout both bases of calculation.deficit is the balance of pay- including insurance and freightjl Regardless of this issue,mcnts, finulcad, the trade bal- unit exports include shtpmeoto'there Neas no udispiute tat theance got weorse. financed by Government for-lApril figures worsened badly.Imlport- rose to a record total eign aid. With'adjustments fort
of $3,757,800,000 in April, al- these factors, last yearns S2 7.1Officials said they believed the-

April results were an "aberra-
tion" and did not expect a con-
tinuation of import surplus.

Some Administration econ-
omists pointed out that the
poorer trade figures were likely1
to increase sentiment In Con-
Cresa for limiting Imports, How-
ev-er, the present prospect is for

- no trade legislation this year,
The figures should also Im-

prove the chianesa of legisla-
tion, nose at the hearing stage
in tile Hlouse, to make major,
improvements in the availabil-,
ity of credit to finance export
shipments.

Germsan Trade Surplus Dips
WFIS3ADF. West Ger-
iny s 27 (Reuters)-Vs

Gerisiany trade surplus liar-
reseed lto l.007-billinn marks in
Alpril front l.6l5-billion in
Starch and l.121-billion in
April, 1970, the Federal StatiS-
tics Office reported today.

The trade surplus in the first$
four months rose to 4.720-hillI
lion intrks from 4.074-laill 0111
marks in the like period last
'year tile tiff ice added.

REST COPY AVAILABLE

TENEW YORKC ThiMES,

FRIDAY, MAY 28, 1971
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STATEMENT OF THE
NATIONAL ASSOCIATION OF MANUFACTURERS

ON
TRADE, TAX AND INVESTMENT POLICIES

SUJBMITTED TO
THE SUBCOMMITTEE ON INTERNATIONAL TRADE

SENATE FINANCE COMMITTEE
UNITED STATES SENATE

June 15, 1971

The National Association uf' Manufacturers appreciates the opportunity to

state its views on certain trade, tax and investment issues being considered

by the Subcommittee on International Trade. The Association is a voluntary

organization of industrial and business firms, large and small, with members

located in every sta.~e and representing the major part of manufacturing

output in the country.

The bull of this statement is directed to several issues of taxation

and foreign investment where we think Congress should act now to provide a

better policy climate for recognized national objectives. By way of

introduction, we would like to comment briefly on some background issues.

In our view, the purpose of foreign economic policy is to provide a

consistent framework in which international trade and investment can' flourish

to the mutual benefit of the peoples involved. This is a simple statement

of purpose which is obviously far more difficult to implement than to declare.

However, when we have not paid attention to devising or maintaining such a

consistent framework and instead have relied on patchwork responses to

various crises, the country's position has suffered -- as exemplified by the

ill-conceiv ed controls on foreign investment.

We are heartened by indications of broader perspective being taken both

within the Administration, particularly with the appointment of Mr. Peter G.

Peterson as Assistant to the President for International. Economic Affairs,

BEST COPY AVAILABLE
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and by the Committee on Finance with the creation and activation of this

Subcommittee. The breadth of the subjects covered by testimony at these

hearings, in itself, is helpful for developing a proper overview. We-

sincerel1y hope that the results of this re-examination of the foreign

economic policy, both by the Administration and by Congress, will emphasize

an integrated, rather than a piecemeal, approach to the problems of world

trade, taxation and investment.

Our basic ability to, compete abroad will depend on the productivity of

our work force - - both at the production and management levels - - and how

well we control our costs of production. In the late 1960's and last year,

-'rends in these key factors were not favorable. Productivity growth sagged

and inflation accelerated. Furthermore,, though rates of inflation may be

even higher ir iome kry competitive nations abroad, the actual effect on

export prices has been far more pronounced for U.S. products, mainly because

of our much higher cost base.

Thus, getting our domestic house In order -- winding down inflation,

gaining better control over unit labor and other costs -- has compelling

international implications and must be constantly kept in focus in the

formulation of foreign economic policy. This has been urged often and from

many quarters. Yet it bears repetition and emphasis because the temptation

in the past has been to ignore or downplay the fundamentals and attempt to

solve balance-of-payments problems with short-term expedients.

One basic reform we consider fundamental for raising doiiestic productivity

and staying competitive internationally ;ver the long-.term, already ha-s bean

initiated earlier this year, Our depreciation practices are years out of date,

and a major overhaul is v ery much in order. The Asset Depreciation Range (ADR)

system, when implemented, will be a significant step in this direction though

A9
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it still does not achieve the degree of rapid capital recovery enjoyed by our

principal foreign competitors. Exploration of further r(eans to, rrc-!1'rnize our

capital recovery policies will be welcomed by the business community.

Foreign Investment Policy

Direct U.S. private investment abroad over the post-war period has made

a net contribution of $22 billion to our balance-of-payments position and has

become one of the single most important supports of that position. The $22

billion represents the excess of repatriated earnings from, over the total

amount of dollar outflows for, direct investment abroad.

This salient fact about the private business role abroad keeps getting

lost in the arguments and policy-making procedure, particularly, ,f c_)urse,

when the investment controls were instituted. Even now, we hear new calls

to penalize the private investment sector, to place new tax burdens on it

and stop it from expanding overseas market opportunities, in the name of

"protecting' the balance-of-payments and jobs in the United States.

One thing that there is agreement on is that U.S. investment abroad has

become a very significant factor in world busincss. In fact, after the U.S.

domestic economy and the Common Market domestic economy, it is the largest

economic element in the free world. It has largely supplanted government

economic aid as an effective means of raising living standards abroad.

Priivate capital from the U.S., as a key factor in worldwide economic

development at no cost to the U.S. taxpayer, has created vest amounts of

purchasing power to buy our exports. It is no coincidence that we still

enjoy a most favorable balance of merchandise trade with Western Europe

where direct U.S. investment has been most heavily concentrated. A signifi-

cant portion of overall merchandise exports, up to 25 percent according to

some estimates, represents component and other sales to U.S. affiliates

BEST COPY AVAILABLE
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overseas dependent on U.S. capital for their development. We Eibmit that the

U.S. export Stimulus from foreign investment is significantly greater than

any export displacement or substitution effect from locating manufacturing

facilities abroad.

Claims that U.S. international companies are "flooding" the U.S. market

with cheap products from abroad are wildly exaggerated. In 1968, the last

year of record, 92 percent of the merchandise sales of IJ.S.-owned affiliates

were sold in local markets or exported to other countries and only 8 percent

were destined for the U.S. Almost half of that 8 percent represented a special

situation -- exports to the U.S. from Canadian affiliates manufacturing

transportation equipment.

What the critics often fail to realize is that the direct investment

approach in many cases is required for doing any business abroad. To quote

Mr. John J. Powers, Jr., President of Pfizer Inc.:

To those who argue that direct investment is an alternative
to exports, or that the process damages our international
position because it involves export substitution, I would
say that we would like nothing better than to sit in New
York and manage an export operation. How very much simpler
it would be to do that than to put down roots abroad,
establish local organizations, build plants, negotiate
with governments and manage assets in foreign countries.
Why don't we do i.0 Are we wrong? Is this a vast management
error? I do not think so. We have not gone the exporting
route because we can't get the business that way. Wherever
we put a plant, where before we were exporting, it is
because it was necessary to maintain and expand our business.
If we had not done it in most cases, we would have lost the
exports anyway and not gained more business through local
production and distribution.

These are the facts of life for much of international business. Dis-

couraging U.S. investment abroad does not save any U.S. jobs. It does

diminish market opportunities and damage our overall international position.

DC.ST COPY AVAILABLE
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The premise of the foreign investment controls was that the balance-of-

payments could be divided LIP into neat pluses and minuses -- that investment

could be held back for strictly short-term gains but that other parts of the

international accounts would riot be affected. The interrelationships of

initial investment, return on investment, exports and other money flows were

not considered.

The controls, instituted] on a "vuILuntary" basis in 1966, and on a

mandatory basis in 1968, have been in existence for six years. By any

reasonable logic this is no temporaryy" or short-term period that the framers

of the program claimed it could be tipplied without damage to our long-term

balance-of-payments position. While the aggregate volume of investment

abroad -- financed by U.S. dollar Outflows, retained earnings of U.S.

affiliates and local borrowings -- has increased In the interim, it is less

than it would have been Without the controls. The evidence suggests that our

current account, including the merchandise trade balance, has suffered as

a result.

Moreover, the controls have forced a huge buil~d-up of costly corporate

debt abroad -- over $17 billion -- incurred by both U.S, parent companies

and foreign affiliates to finance on-going programs. Interest and principal

payments on such debt will be an adverse balance-of-payments factor in the

long-run and much more costly in total dollars and in balance-of-payments

terms than direct investment outflows.

In response to these problems, the investment controls were liberalized

in 1969 and subsequently. However, becad~se of it, major obstacles to .the

free flow of capital remain and in some cases are benoming more restrictive

than before. The program has far outlived whatever usefulness it had, if

any, and shovid be dismantled completely. We urge this Subcommittee to make

a strong recommendation to this effect.
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Treatment of Foreign Source Income

As opposed to the practice of many ether Industrialized countries which

wholly or partially exempt foreign source income from domestic taxation, the

U.S. imposes its corporate income tax on a worldwide basis. Double taxation

is avoided through allowance of the foreign tax credit and deferral of UJ.S.

tax until dividend enirnings of U.S. affiliates are repatriated. In general

principle, this is a reasonable system and for the overall circumstances of

international business it has worked perhaps better than would be expected

considering the administrative problems involved.

By no means, however, is it a "liberal" system compared to those of our

foreign competitors. In addition to the territoriality practice of exempting

foreign source income from tax and the granting of various incentives for

exports, other countries arc far more lenient in their administration of rules

on intercompany pricing, which are designed to prevent shifting of income to

lower tax jurisdictions. As a result of the 1962 legislation, according to

John S. Nolan, Deputy Assistant Secretary of the Treasury for Tax Policy,

"1no other country's administrative enforcement policy even approaches the

sophistication or severity of our own." Unfortunately, this policy also has

created severe and costly administrative problems for both the taxpayers and

the government.

Therefore, considering the balance-of-payments and other benefits that

flow from such private investment, it is distressing to hear calls for more

restrictive treatment of foreign source income, A commonly-made proposal

along these lines is to deny deferral of 'U.S. income tax on foreign earnings,

thus imposing tax before dividends are paid to the parent companies.

This would certainly damage and complicate-the U.S. business role inter-

nationally, but in all likelihood, it would not result in additional U.S. tax
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collected. The effect would be to force U.S. subsidiaries to distribute a

much higher proportion of earnings in order to obtain the foreign tax credit.

Because U.S. direct investment is concentrated in countries where the

combination of the corporate Income tax and withholding taxes approximates

the impact of our own corporate rate, there is a very minimal U.S. tax

collected now on earnings from such investments. The effect of denying

deferral wuuld be to raise tuxes collected by foreign countries but would not

benefit the U.S. Treasury.

A corollary effect would be to force even more overseas borrowing on the

part of U.S. affiliates -- with attendant adverse effects on the balance-of-

payments in the future -- to replace funds that otherwise would have been

reinvested directly to maintain business operations.

Instead of such counterproductive proposals, we urge this Subconmmittee

to consider several steps that should be taken to ease the tax burdens of U.S.

business abroad, with insignificant, if any, cost to the U.S. Treasury.

Many of the most trying and complex tax problems on doing business

abroad involve the intercompany pricing rules under Section 482 referred -to

earlier. We understand that the Treasury currently is studying means f

alleviating this situation through new regulations, and we will not comment

on it here.

As for the areas where Congress itself must act, there are two major

recommendations moide and stressed by us and other business organizations in

the past. This is by no means an all-inclusive list, and we would be pleased

to submit further informat-ion on particular points when the Senate Finance

Committee becomes mere immediately involved.

BEST COPY AVAILABLE



672

1. Subpart F

This addition to the Code, as part of the Revenue Act of 1962,

is one of the most complex statutes ever enacted. According

to best estimates, Subpart F is not productive of significant

revenue, and its provisions literally terrify middle and smoll

business enterprise which does not possess the staff or the

resources to cope with it. We suggest that serious consideration

be given to Outright repeal of Subpart F since the reasons for

enacting it mo longer apply. At minimum, active consideration

should be given to repealing or amending its most burdensome

and counterproductive provisions, including Sections 954(a),

(d) and (e), and Section 956.

2. Section 367

This section was originally enacted for the purpose of preventing

taxavoidance in certain exchanges involving foreign corporations

and U.S. taxpayers. Its operation is unique in the area of tax

administration in that it requires a U.S. taxpayer to establish

in advance, to the satisfaction of the Secretary, that tan'

avoidance is not the principal purpose in certain types of

transactions.

We submit that the kind of tax avoidance schemes which the section

was originally designed to prevent are effectively controlled

under existing case law and by Section 1491 of the Code. We

believe that corporations should be permitted to proceed within

international acquisitions and reorganizations in the same manner

as they do under the general principles of the reorganization

sections of the Code. There would still remain the obligation
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by taxpayers of establishing, either before the Internal Revenue

Service on audit or before the courts, that the transaction

involved is not ono having tax avoidance as its principal

purpose.

Section 367 should be amended so as to remove the requirement

for advance approval to avoid the administrative delays involved.

Export Trade and DISC

As indicated, there nre many international markets that just cannot be

reached without a substantial commitment to direct investment no matter what

the policy framework. There are others, however, in which direct exports from

the U.S. have played or could play a major role. We still maintain a sub-

stantial favorable trade balance in agricultural products and in many

technology intensive manufactured products where high levels of U.S.

productivity and technology offset lower production costs abroad.

But our export trade faces even more serious tax disadvantages then do

American business operations abroad. In addition to the territoriality and

relatively lax administrative practices, foreign exporters enjoy a wide range

of special incentives, including rate reductions, tax credits, special reserves

or deductions end accelerated depreciation for export production assets.

Furthermore, under the General Agreement on Tariffs and Trade (GATT), indirect

taxes are eliminated from exports and imposed on imports. These indirect taxes

include value-added taxes as in France and Germany, turn-over taxes, and the

United States' excise taxes. The adjustment for taxes at the border treats

all indirect taxes as identical assuming these taxes increase product prices

but direct taxes (income, payroll) do not.
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These assumptions are not supported by economic evidence. The real

effect of indirect taxes on price is controversial but it is clearly not

consistent with the maximum allowance given tinder GATT to countries with

high indirect taxation and minimum allowence to those with relatively little

indirect taxation, such as the United States. To the extent that direct

taxes do raise product prices or indirect taxes do not raise product prices

by the full amount of the tax, the present system overcompensates for

indirect taxes. The United States, which relies primarily on direct toxes,

is thus put at a disadvantage. This is being compounded, of course, by the

spread of value-added taxes within the countries of the European Economic

Community to replace turn-over taxes of lower rates.

Particularly where there is a reasonably close balance of other factors

(production costs, productivity, etc.), our foreign competitors can utilize

these tax advantages to shade prices and obtain bigger market shares for

their exports. To counteract this situation, many proposals have been made

but nothing of substance has been done. The GATT organization has not seen

fit to change its rules at all despite U.S. urging. Adoption of a U.S.

value-added tax to be imposed on imports and rebated on exports also has*

been urged, but this would involve substantial questions of domestic tax

policy which are not likely to be resolved over the near term.

Last year, however, when the Treasury Department made its proposal for

the Domestic International Sales Corporation (DISC) regime, we appeared to be

close to at least one answer to our export trade problems. Essentially, the

DISC proposal would allow tax treatment of emport-related income of a domestic

subsidiary similar to that of a foreign affiliate. It would set up a special

class of U.S. corporation -- a Domestic Internatioripl Sales Corporation --
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to engage in export sales of U.S. products. Intercorporate pricing

arrangements would permit part of the profit on manufacturing and sales to

be accumulated in the DISC, and the U.S. tax on the accumulated profits

would be deferred so long as such profits are employed in export-related

activities. These activities would include loans to the parent company for

financing of export facilities including domestic plant and equipment.

This proposal would create a simple and flexible vehicle to encourage

thousands of small and middle size U.S. firms to participate in export

markets. It would help other firms expand their present export volume by

substantial amounts in many cases. Last year, we polled our own Inter-

national Taxation Subcommittee, consisting of 69 firms with significant

interest in international markets, who had carefully analyzed the DISC

proposal. Fifty-seven percent of respondents expect that the availability

of the DISC tax regime would lead to a substantial or noticeable increase of

their own company's exports. Twenty-seven percent felt that DISC would not

have a significant impact on their own operations, and 16 percent were unable

to assess the impact at that time. Individual members already have submitted

material to Congress specifying in detail how the DISC structure would aid

and expand their export efforts.

The DISC proposal has several advantageous features which commnend it to

active consideration by Congress:

1. It fits in well with the rest of the U.S. tax structure. It

meets the policy objective of maintaining a consistent

framework for intern ,ational business without impinging on -

other objectives.
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2. Within the market framework, it would have a direct and

favorable effect on U.S. employment by encouraging domestic

manufacturing operations.

3. The revenue cost to the Treasury would be modest, particularly

with phase-in provisions that could apply. Within a relatively

short span of years, the incentive effect of DISC on U.S.

employment and income probably would result in a net gain to

the Treasury.

In sum, this is a practical means Of stimlating U.S. exports and U.S.

employment in an increasingly competitive world'economy.

The NAM was omong the first of the business organizations to endorse the

DISC proposal. In the year and a half since it was unveiled, it has gathered

considerable support among the business community and elsewhere. While it by

no means provides a complete foreign trade policy, it serves the public interest

and we urge its early enactment by Congress.
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NATIONAL COUNCIL OF FARMER COOPERATIVES, 1129 TWENTIETH STREET, N.W., WASHINGTON D.C. 20036,

et TELEPHONE (202) 659-1525

Honorable Abraham A. Riblooff
United States Senate
Washington, D. 0. 20510

Dear Senator Ribicoffi:

The National Council of Farmer Cooperatives, a nationwide association of
farmer-owned, private enterprise businesses engaged In purchasing and marketing
of farm supplies and farm products, Is vitally concerned with recent develop-

ments in International trade matters -- Including adverse trends In the U.S.
trade balance, widespread drift toward new non-tariff barriers which further

restrict U.S. export opportunities or threaten unfair import competition, and
other policies or actions by nations of the world which conflict with principles

of the General Agreement on Tariffs and Trade or heighten risks of a damaging,
perhaps uncontrollable trade war.

Trade Is of critical Importance to the welfare of our country, as it is to
U.*S. agriculture. Opportunities for expanded farm export markets are vital to

our farmers, our agri-business sector, and our national welfare. We oppose the

unilateral establishment of trade barriers which restrict world trade growth,
Including such insidious non-tariff barriers as variable levy systems and

arbitrary or unfair Import regulations which seriously disrupt efficient and

desirable trade patterns.
The National Council has consistently endorsed the principle of trade

liberalization through reduction of trade barriers, by GATT negotiations to the
maximum extent possible, to the benefit of all nations through expanded world
trade. We support the principle of reciprocity as a basis for negotiating trade
barrier reductions, and we favor the extension of Presidential authority for
continuing multilateral efforts to expand trade opportunities.
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Farm commodities must also be considered as an integral part of the net

reciprocal concessions made by all nations In multilateral negotiations. Even

though we recognize the strong representations made by U.S. Kennedy Round
negotiators on behalf of U.S. farm exports, we deplore the circumstances which

limited our agricultural gains to only a small fraction of gains made in industrial

sectors.

The strong Interest of our membership in expanded trade is reflected In the
following National Council policy statement on "Expansion of Foreign Trade In

Farm Products":

"The National Council of Farmer Cooperatives endorses the
objectives of expanded world trade and encouragement of market
opportunities abroad for American agricultural products. We
recognize also that the lowering of barriers which now limit
world trade may create serious economic dislocations and that
adjustments in trade patterns must normally come about through
careful and gradual reduction of trade barriers.

"Under GATT (General Agreement on Tariffs and Trade) or
other international trade negotiations, expanded trade to benefit
all countries is possible only if offers by all trading partners
represent comparable concessions.* This principle of economic
reciprocity must continue to be the keystone of the U.S. trade
agreement policy.

"lThe National Council recommends renewal of Presidential
authority to enter Into further trade agreements based on true
reciprocity. Many forms of non-tariff barriers, such as quotas,
embargoes, unrealistic Inspection procedures, and lack of
uniformity of grade regulations and tolerances hamper efforts
to achieve s uch reciprocity and severely limit U.S. export
opportunities. Negotiations toward tracl- -agreements should
be focused on reduction of such non-tariff barriers, and
particularly on the variable levy system widely used by the
European Economic Community kE).

"We are unalterably opposed to the recognition of the
variable levy system as a valid policy for trade liberalization,
and request that U.S. negotiators press vigorously for its
elIm~nation.
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"lThe National Council is concerned over Increasing use.of International marketing subsidies which are disruptive of
long established United States markets. Such practices
lead to chaotic marketing patterns which tend to allocate
resources on a political rather than a most economic basis.

"We recommend that United States agencies or negotiators
Involved in such matters view such practices wherever they
exist as a serious disruption of attempts to increase world
trade on a fair and equitable competitive basis and work to
have such practices stopped Immediately.

"We favor and urge that if attempts to eliminate such
unfair practices are not successful, programs providing
funds already available to perishable commodity Industries
be used (to the extent such funds are available) to meet such
unfair trade practices in order to maintain historical marketing
opportunities In the markets of the world.

"We also deplore those unilateral increases in tariffs or
Introduction )f other trade barriers which have been made since
the termination of the Kennedy Round negotiations. We urge
that prompt and positive actions be taken by the U.S. insofar
as Is practical to offset trade losses and damaging effects to
our balance of trade through such unfair practices.

"Trade agreement bargaining which Is limited to farm
products alone would be Ineffective. Farm commodities must
be considered an integral part of the broad spectrum of
international trade, If we are to grant Import concessions on
Inustrial goods, farm products must be part and parcel of the
trade package for which we, In turn, must secure concessions.
Any concessions granted by us on Industrial and other goods
should be accompanied by corresponding reduction of market
barriers on commodities for which the U.S. has important
historical markets, or by other arrangements which would
give satisfactory conditions of access for U.S. farm products.

"Undue protectionism on the part of the EEC will reduce
opportunities for world wide relaxing of trade barriers, rational
growth of world markets and the consequent economic benefits
of specialized production. It will increase the Incentives for
uneconomic production of many commodities within the Common
Market area and will simultaneously exclude competing
commodities from the U.S. and other countries.

Jj:Vk f! j(.-r"
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"1We urge that all possible advantage be taken of
legislative provisions which may be useful in reducing or
withdrawing concessions In order to Implement the purpose
of expanded trade, where such purpose is being impeded by
action not In conformity with the rules of GATT or where
there has been arbitrary refusal to fully implement con-
cessions which have been granted to us.

"Before concluding specific trade agreements, full
consideration should be given to the possible effects of the
extension of the agreement to other countries under the
Most Favored Nation Policy."1

The National Council favors legislative proposals 'ech as S. 834 which

would expand trade and strengthen adjustment assistance provisions for firms

and Industries which are unfairly damaged by foreign competition. We believe

that procedures for relief of U.S. groups damaged by trade agreements or by

abrupt or arbitrary trade actions by trading nations are now inadequate.

Substitution of the concept of "substantial cause" rather than the "major

factor" as a criterion for import injury represents a distinct improvement in

this respect.

We also support other amendments or administrative actions designed to

streamline procedures for petitioning for relief, hearings, and application of

findings.

Removal of the American Selling Price system for applying certain chemical

and other tariffs would offer special benefits to U.S.- farmers as well as possible

speed-up In the schedule for lowering European and Japanese tariff cuts agreed

on in the Kennedy Round. Since ASP is seen by many of our trading partners as

the epitome of American non-tariff protectionism, Its removal would help our

negotiators to move more agressively toward reduction of non-tariff barriers

on a wide front.

The provisional "ASP package" offers gains for U.S. agriculture ,through

reduced barriers to some U.S. tobacco and fruit exports. Perhaps of greater

significance, though, is the opportunity for lowered costs for pesticides, drugs~

and feed supplements having benzenoid chemical components. A billion dollaL

farm supply market Is Involved and substantial reductions in farm costs could be

possible if tariff reductions were even partially passed on to farmers.
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The National Council is also urgently concerned about the extensive use of

non-tariff barriers which threaten many of our export markets for American

poultry, grains, fruits, and other farm products. Regrettably, these trade

barriers seem to be proliferating since the conclusion of the Kennedy Round,

particularly those occasioned by or at least concurrent with further harmonization

of the trade and tax policies of the EEC. Major international efforts are needed

to measure arid agree upon the impact of these barriers on world trade. Before

effective progress can be made in reducing these trade impediments, there must

be better agreement on the degree of trade restraint Imposed by such complex

barriers as indirect subsidies, food additive controls, import licensing require-

ments, and many other damaging or cumbersome procedures, taxes or other

trade regulations.

One of the most notorious and damaging barriers to expanded world trade

is the variable levy system of the European Economic Community, which we

have vigorously opposed as a subversion of the basic principles of the General

Agreement on Tariffs and Trade.

We continue our strong opposition to the variable levy. Its damage and its

threats are not limited to the harm it does to world wide efforts toward liberalizing

trade. It directly and unfairly limits many U.S. farm export markets and

establishes a dangerous precedent In the international trade policy arena. It

has already done great harm to the American poultry export trade and has

hampered U.S. grain export opportunities, In both instances resulting In

industry dislocations and uneconomic allocations of European resources which in

the long run will likely hurt EEC farmers more than it will help them. It also

represents a severe cost burden on European consumers.

Application of the variable levy system as the foundation for a Common

Agricultural Policy which would Include the United Kingdom as a part of the

EC would also represent a staggering further cost for U.S. farmers and a serious

blow to the U.S. balance of payments position. As observed In your report of

March 4, 1971 to the Senate Finance Committee, "The variable levy system is

f-ar worse in its trade effects than itaport quotas. It Is a total negation of any

trade competition."1

62-790 0 - 71 - pt. 2 - 8
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Export subsidies in various forms have also posed serious recent problems

for a number of U.S. farm commodity interests. Established U.S. markets at

home and abroad have been threatened by such actions as the Australian subsidy

program for canned fruit exports, Israeli citrus subsidies, and European subsidies

for certain dairy products, canned ham, and tomato products.

We are greatly concerned also at increasing trade preferences which are in

clear violation of the basic spirit, and in some instances of the legal provisions,

of the General Agreement of Tariffs and Trade. EEC citrus import preferences are

a recent example of restrictive, inward-looking actions which not only damage

U.S. farm export markets, but which threaten the entire framework of reciprocity

in world trade. EEC tariff reductions on citrus products from Israel, Spain,

Morocco and Tunisia which are not extended to other suppliers undercut the

credibility of the GATT as an international code of fair trading rules--and in

spite of its limitations and its inadequacies, GATT still represents a vital

channel for dealing with many crucial problems in world trade.

We believe it Is important the EEC be made aware of the broad interest of

the U.S. agricultural and trading community in this issue which goes far beyond

the extent of damages to the U.S. citrus industry. In a letter of January 26, 1971,

sent to key cabinet and other administration officials, (attached for the record),

the National Council called for strong efforts by the executive branch to secure

favorable response from the EC in returning to the "most favored nation"

principle in its import trade. Other farm and non-farm groups have also made

similar appeals. We are hopeful this issue can be resolved through negotiations,

which are generally preferable to unilateral legislative solutions. We fully

support the efforts of the California-Arizona Citrus League in this matter and

will continue to support them in their efforts to get a satisfactory response

either from the EEC or through GATT.
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We wish to express our support for the objectives and the continuation of

PL 480, our Food for Peace program. While the primary thrust of this program

has been changed from that of "surplus disposal" to encouragement of self-help

for economic development, PL 480 remains vital to export markets for such

U.S. products as cotton. Furthermore, through the market development activities

carried out under this law, broad new commercial markets for U.S. farm products

have been opened up.

Our policy on problems relating to excessive imports is set forth in the

following current policy statement:

"The National Council of Farmer Cooperatives recognizes
the need for safeguards in any nation's trade policy against
excessive imports of commodities already produced domestically
in substantial quantities. Such provisions should allow
domestic producers of agricultural products to enjoy their
fair share of an increasing market at home as well as in
world markets.

Provisions of Section 22 of the Agricultural Adjustment
Act and of the Trade Expansion Act of 1962 should be promptly
invoked when necessary to protect domestic producers or
industries against undue Import competition. Procedures
for adjustment assistance under the provisions of the Trade
Expansion Act should be liberalized to provide for more
effective and prompt relief. We are greatly concerned over
the restrictiveness of interpretation of Congressional intent
in this regard, and the negligible benefits which have been
available in efforts made to date to obtain such assistance.

United States legislation pertaining to International trade
negotiations or arrangements should include:

1. Reaffirmation of the "peril-point" principle, with such
determination to be made by the Tariff Commission,
and mandatory requirements that the Executive Branch
be accountable to Congress for exceptions made in
peril-point proceedings.

2. Liberalization of "escape clause" provisions of the
Trade Expansion Act of 1962, with emphasis on
streng-thening of procedures for prompt review and
action to protect domestic producers and industries
against abrupt or critical damage from imports.



684

3. Specific recognition that the producers of any
agricultural product used in the manufacture of a
commodity involved in peril-point or escape clause
proceedings shall be considered part of the domestic
industry producing that commodity, and any organi-
zatiop or group of such producers shall be considered
to be interested, parties In such proceedings.
Adopted 1953. Revised 1969."1

In summary, the National Council has consistently endorsed the principle of

trade barrier reduction and other measures for expanded world trade. We favor

reciprocal actions toward this end, preferably through multilateral negotiations

under the General Agreement on Tariffs and Trade.* In such negotiations,

reciprocity should be considered and applied for all products in international

trade, specifically including agricultural items.

We recognize the risks Involved in current threats to establish quotas or

other arbitrarily imposed barriers, in the U.*S. or other countries.* We believe

that inequitable, arbitrary or unilaterally imposed non-tariff barriers represent

the greatest present threat to a continued healthy growth in world trade. We

urge all possible efforts through GATT or through- other avenues to identify,

measure and negotiate for reduction of these barriers.

We particularly object to the use of the variable levy system of trade

restrictionism as applied by the European Community in contravention of the

trade liberalizing aims of GAT T. We express strong opposition, too, to

non-tariff protectionist barriers unilaterally applied or increased by some

nations since the conclusion of the Kennedy Round, Including extreme and

unfair export subsidies which have been increasingly used by several countries

as basic devices for export expansion.

Particularly as a means of protecting U.S. Industry groups against the

undue losses or sudden dislocations which may result either from unilateral

trade policy actions or in some Instances from negotiated trade barrier reduction,

we urge that provisions for relief under trade policy legislation be liberalized

and streamlined for more prompt and equitable relief. We ask, too, that growers

of any agricultural commodity used In the manufacture of a commodity involved

in such relief proceedings be recognized as a part of that domestic industry.
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we commend you and your Committee for conducting extensive hearings

on trade policy matters of crucial Importance to U.S. agriculture 8nd to our

nlationl.

We would appreciate the inclusion of this statement as a part of your

subcommittee hearings record on current trade Issues.

Sincerely yours,

Robert N. Hampton
Director of Marketing

and International Trade

cc: Members, Senate Finance Committee
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NATIONAL COUNCIL OF FARMER COOPERATIVES, 1129 TWENTIETH STREET, N.W., WASHINGTON D.C. 20036,
TELEPHONE (202) 659-1525

January 26, 1971

C
Honorable Peter M. Flanigan 0
Assistant to the President P
The White House y
Washington, D.C. 20500

Dear Mr. Flanigan:

On behalf of U.S. farmer cooperatives and their many farmer members,
the National Council wishes to express Its grave concern over the unfair
and continued discrimination of the European Economic Community against
U.S. fresh citrus exports. This action will be severely damaging to our
balance of payments position in a $70 million export industry. Of even
greater significance, however, It jeopardizes our worldwide credibility in
calling for international adherence to the "Most Favored Nation" principle
which is the cornerstone of U.S. trade policy and of the code of fair trading
rules established through the General Agreement on Tariffs and Trade.

We are deeply concerned that if the EEC can openly and successfully
discriminate against citrus, then the world trading community will believe it
can also discriminate against any other commodity, agricultural or industrial.
It is urgent that the principle of MFN be defended and reestablished, if any
meaningful code of fair trading rules such as GATT is to survive as a beacon
toward expanded world trade and international harmony. We urge your
encouragement of that strong prompt action by the U.S. which is necessary
to prevent the erosion of MFN and the crumbling of GATT, in the Interest
of world trade expansion which will continue to serve the best interests of
the U.S. and all nations.

Kenneth D. Naden
Executive Vice President

cc: Honorable William P. Rogers Honorable Henry A. Kissinger
Honorable Clifford M. Hardin Honorable John B. Connally
Honorable Maurice H. Stans Honorable Rogers C. B. Morton
Honorable George P. Schultz
Honorable Paul. W. McCracken
Honorable Carl J. Gilbert
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N.ATIONAr4 L_ CAN N r 5 S A O AIO

1133 - 20th STREET, NORTHWEST * WASHINGTON, D. C. 20036 EDDS
Area Code 202/338-2030 E j

Before the
Subcommittee on International Trade

Senate Committee on Finance
June 15, 1971

STATEMENT OF LEONARD K. LOBRED, DIRECTOR, INTERNATIONAL
TRADE DIVISION, NATIONAL CANNERS ASSOCIATION, ON THE

NEED FOR MORE EFFECTIVE PURSUIT OF MARKET ACCESS
AN'D EQUALITY OF TRADE OPPORTUNITY FOR

UNITED STATES CANNED FOODS

The National Canners Association is supported voluntarily by approx-

imately 600 firms engaged in the production and sale of canned foods. The

members of the NCA produce some 90 percent of all canned foods packed in this

country, including canned fruits, vegetables, juices, meats, poultry, fish and

shellfish, and many formulated canned food products such as soups and baby foods,

and other specialties. U. S. exports of canned foods in 1970 totaled $156.1

&1ilion, all for cash. The principal export markets are the European Economic

Community, which accounts for about one-third of the industry's total exports,

the EFTA countries, Canada and Japan.

We respond to the Committee's invitation for submission of written

statements with this enumeration of the kinds of trade barriers and trade policy

deviations, particularly those of the European Economic Community, which most

seriously impede U. S. exports of canned foods, and our stated conclusions that

the United States should attend to the rights of market access and equality of

trade opportunity to which this country is entitled, and should press more

forcefully for faithful adherence to principles of fair play in international

economic relations.
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We are obliged to emphasize that the effective administration of

the trade agreements program depends on forceful and effective pursuit by the

Executive Branch of United States trade objectives. We consider that the

Executive Branch should pursue more forcefully and more effectively the rights

of market access to which U. S. canned foods are entitled.

NTB'S AND TRADE DISCRIMINATIONS. THE CHIEF OBSTACLES TO CANNED FOOD EXPORTS

Although the major items of canned food exports are covered by bound

fixed tariffs in the most important markets, market access and equality of

trade opportunity for United States canned foods are being curtailed by non-

tariff barriers and trade discriminations against the United States.

The most serious export trade problems confronting the United States

canning Industry at the present time are:

The EEC variable levy on calculated added sugars in canned fruits;

Discriminations in the EEC against canned foods from the United States;

Import quotas in France;

Import quotas in Japan; and

Discriminations in Japan against canned foods from the United States.

Each of these problems has been an obstacle to United States canned

foods for a number of years and is well known as such to the Executive Branch.

Each is illegal under the GATT or is inconsistent with trade agreement provisions.

At the end of this Statement are descriptions of each of these export

trade problems, together with estimates of their dollar impact on U. S. exports.

EEC TRADE ABERRATIONS

Without minimizing the importance of any other trade problems, we focus

on the trade aberrations of the EEC, whose member states comprise the largest

foreign market for our industry's production.
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(1) The EEC Common Agricultural Policy: Excessive import protection and
export subsidies

We regard the variable levy as an absolute violation of GATT

principles. It is the basis for a complicated regulation under which ti,= LEC

assesses a variable levy on the calculated added sugars in canned fruits,

varying in ad valorem effect from one shipment to another, in addition to the

tariff.

In a public hearing held by the Trade Information Committee on

November 12, 1970, the National Canners Association contended that the levy

on added sugars is incompatible with the applicable trade agreement provision

and is an unjustifiable foreign import restriction within the meaning of

Section 252 of the Trade Expansion Act. We asked the Executive Branch to take

all appropriate steps to eliminate this EEC restriction, and we believe some

progress is being made in that direction.

The variable levy concept is in direct conflict with the GATT in the

following respects: It is incompatible with the basic principle of the GATT

which calls for import protection exclusively through the customs tariff

(Article XI). The variable levy, reference prices, and minimum import prices

are even more trade-restrictive than the measures which are expressly pro-

hibited by GATT Article XI. The variable levy is in conflict with the GATT

principle that customs valuation be based on actual values rather than

fictitious values (Article VII(2)). Contrary to the GATT requirement that

import protection should be stable and predictable (Article VII(5)), the amount

of the variable levy is subject to change frequently. The regulations are the

opposite of the GATT requirement for minimizing the incidence and complexity

of import formalities (Article VIII(l)). Moreover, the levels of protection

in the variable levy are not negotiable.
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The Community itself does not pretend that the variable levy system

is legal, but only that it is an adjunct of its Common Agricultural Policy.

The variable levy is infinitely more protective in effect than the

ASP and is applied to a value of trade four times the inflated ASP values of

U. S. imports subject to the ASP valuation. It is a paradox of trade policy

that the United States consented in the Kennedy Round to recommend repeal of

the American Selling Price while apparently ignoring that the Community

Selling Price--the variable levy--is a much more formidable import barrier.

The variable levy also is the source of funds with which the EEC

subsidizes its canned foods in export markets, including the United States,

in competition with United States canned foods. Moreover, the levy system

is the basis on which the EEC seeks to develop new market regulations, in the

form of minimum import prices, on canned fruits, vegetables, and fishery

products, that would also be in clear violation of GATT.

(2) Probable Effects of Geographic Enlargement of the EEC Agricultural System

The variable levy system and in fact the EEC's entire agricultural

protection and subsidy system are of great potential significance in an

enlarged EEC.

Tariffs on canned foods (and other agricultural products) in the

United Kingdom, Denmark and Norway are relatively low. Tariffs on the principal

U. S. canned food exports are covered by bound fixed tariffs. However, in the

event of EEC enlargement the low tariffs on canned foods (and other agricultural

products) in the applicant countries will be scrapped, and will be replaced by

variable levies and other market regulations under the EEC Common Agricultural

Policy.

It is to be expected simultaneously that tariffs on industrial products

in the United Kingdom, Denmark and Norway will be reduced to the levels in the

EEC. Following are the estimated average tariff levels (based on post-Kennedy
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Round tariff rates weighted by 1964 trade) on dutiable industrial products in

various countries as reported by the Office of the Special Representative for

Trade Negotiations:

United Kingdom . 10.9%
Norway. .. .... 10.2%
EEC. ........ 8.3%
Denmark. ...... 7.9%
United States . . 7.8%

On the basis of the foregoing it is evident that adoption by the

applicant countries of the EEC's Common External Tariff will result in lower

protection on industrial products entering the United Kingdom and Norway and

a slight increase in such protection in Denmark.

However, as import protection on canned foods in each of the applicant

countries is a fixed tariff, and at rates generally no higher than 15% compared

with EEC protection of 20 to 25% plus the variable levy on calculated added

sugars, the adoption of EEC import protection systems will result in signif-

icantly increased protection on U. S. canned foods entering the U. K., Denmark,

and Norway.

The geographic scope of the objectionable import systems will thus

be enlarged from the present six EEC members to apply equally in all applicant

countries.

EEC enlargement will lead to a curtailment of U. S. canned food

exports as a result not only of more restrictive import barriers in the EEC

member states but also as a result of EEC export subsidies favoring exports

from the member states to other destinations, outside the EEC. Moreover,

with U. K. membership in the EEC its Commonwealth suppliers, such as Australia,

will be competing with the United States in all world markets, including even

the United States.

It appears that the United States will look after its market access

rights in the enlarged Community only following enlargement. It is doubtful
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that the United States will receive any tariff benefits other than the

reductions in the U. K. and Norwegian tariffs on industrial products. On

the basis of our experience in the Kennedy Round, and in recognition of the

protectionist character of the EEC's agricultural program, we may expect

nothing in the way of improved market access for U. S. agricultural products.

By its failure to safeguard its market access rights during the

negotiations, the United States will have sacrificed market access for U. S.

canned foods and moat other agricultural exports in favor of some reductions

in tariff rates on industrial products. American agriculture, which is one

segment of the U. S. economy which generally enjoys comparative advantage in

the world economy, will have lost much and gained nothing.

There is no way other than a challenge to the EEC agricultural

protectionism to avert further serious losses in U. S. agricultural exports.

(3) EEC Discriminatory Trading Arrangements

Another major trade aberration of the EEC is its preferential trade

arrangements each of which includes a tariff and trade preference which is

discriminatory against the United States.

The EEC is well on the way toward creating a trading orbit which

virtually excludes the United States. Preferential arrangements are already

in force with 18 West African countries in the Yaounde' Convention, 3 East

African countries in the Arusha Agreement, and with Greece, Turkey, Morocco,

Tunisia, Spain arnd Israel, as part of the EEC's Mediterranean Policy. The

EEC is discussing preferential trade Arrangements with numerous other countries.

Following enlargement of the EEC from its present six members to include the

United Kingdom, Denmark, Norway and Ireland, the EEC will have created a

common market and preferential tvadimg orbit which will embrace most of Europe

and Africa.
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On the outside of the EEC trading orbit will be only the United States,

Central and South America, Japan, and the "White Commonwealth" countries such as

Canada, Australia, and New Zealand. Of these, the United States and Japan may

be the only truly MEN countries left in the world.

Each of the EEC trade preferences falls short of GATT criteria which

provide for common markets or free trade areas within a specified period of time.

The United States has challenged the GATT legality of these arrangements, and the

Executive Branch is to be commended for its firm stance on this issue. However,

it appears that the Executive Branch had better devise a more effective opposition

to them, or else a long-range plan which will take account of the United States'

eventual isolation outside the EEC trading orbit.

SUMMARY AND CONCLUSIONS

(1) The United States has been too willing to sacrifice its trade

interests, particularly its rights of market access for agricultural exports, to

the concept of European unification and the needs and desires of other countries.

To the extent that the United States receives no reciprocal trade advantages from

the EEC's trade aberrations, the citizens of the United States are paying the

economic price of European unification and economic development elsewhere.

The United States will pay the price of European unification not only

in its diminished agricultural exports to Europe as a result of reduced market

access there, but also the United States will become the market outlet for

canned foods and other agricultural products from Australia and other Commonwealth

suppliers who will simultaneously lose their market access rights in the U. K.

The United States has been too willing in this respect, and should

more vigorously defend its rights of market access and its rights of non-

discrimination, to which U. S. traders are entitled pursuant to the GATT and

trade agreement provisions. It is inconceivable that the GATT should be regarded
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as a viable instrument to which the United States should adhere but which other

countries will claim only in defense of their rights but not in the exercise of

their responsibilities.

(2) The Committee on Finance has inquired whether GATT provisions are

adequate with respect to various aspects of trade. The answer seems to depend

on whether the GATT is to be rerpected in principle or only according to the

letter. The EEC appears to interpret the GATT to permit any practice that is

not expressly forbidden, while most other countries still abide by the GATT as

a set of principles 'for fair play for mutual advantage.

Some have speculated that the GATT is defective in that it was hind-,

sighted but not foresighted, in the failure of its drafters to-foresee the

development of common markets in their present form and their special needs.

To this it can only be said that if all international agreements are to be

regarded as satisfactorily hindsighted but lacking in foresight, th~ewol

be no point in having any international agreements it all. Arid the EEC should

not be permitted to excuse its own deviations from the C;ATT on the pretense

that it is an imperfect instrument.

All of the EEC's trade aberrations--its Common Agricultural Policy

import restrictions and export subsidies, its deviatiore from the MFN principle,

and'its complete exploitation of the provisions applicable to direct and

indirect taxation--take advantage of the GATT's'silence. Yet these trade

aberrations appear nonetheless incompatible with GATT principles.

(3) The alternative to principles of fair play in international economic

relations would seem to be chaos, and that is almost-the-state of affairs today

as a result of EEC deviations from GATT principles. The United States should

press more forcefully--and should use its political as well as economic influence

more effectively--for faithful adherence to GATT principles and requirements by
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the EEC and other countries which maintain unjustifiable import restrictions

on United States canned foods.

The tine is long past due for the Executive Branch to attend to the

rights of market access and equality of trade opportunity to which the United

States is entitled pursuant to the GATT and trade agreement provisions. The

United States has adequate authority under existing law to do so. It is hoped

that with the establishment of the Council on International Economic Policy the

U. S. trade interests will be given more consideration in over-all U. S.

policy and programs. The alternative to effective action by the Executive

Branch will be the further loss of U. S. agricultural export markets due to

the prohibitive import protection and export subsidies of the EEC, its geographic

enlargement from the present six to additional countries, and the establishment

of an EEC trading orbit founded on trade preferences which discriminate against

the United States.

It is a paradox of U. S. trade policy that the Government operates

a number of programs designed to promote exports and to exhort businessmen to

export, but at the same time does not obtain the market access or equality of

treatment to which U. S. canned foods are entitled, for an industry which

enjoys comparative advantage and for businessmen who really want to export.

It is hoped that we have thus identified a legislative objective--

a clear direction from the Congress to the Executive Branch to utilize its

existing authority to pursue United States trade objectives more forcefully.
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The Principal NTB's and Trade Discriminations Which
Are Obstacles to Exports of VJ. S. Canned Foods

EEC Variable Levy on Calculated Added Sugars in Canned Fruits: The EEC began
on July 1, 1967, to assess a variable levy on calculated added sugars in canned
fruits. Operation of the variable levy is technical and complex. Its legal
basis is to be found in a provision of the Dillon Round, but the complexity of
the levy and its ad valorem effect exceed by far the conditions foreseen at the
time of the Dillon Round.

The EEC variable levy on calculated added sugars in canned fruits was
assessed during 1969 on a total of 4 million cases of canned fruit from the
United States. The variable levy, varying in ad valorem effect from one shipment
to another,produces uncertainties for traders and adds approximately 30 cents a
case to the landed cost of canned fruits. In order to be competitive in EEC
countries with canned fruits produced in, the EEC and in African countries enjoying
preferential treatment, United States canners are obliged to absorb a portion
of the total cost of $1.2*millions of the levy.'"I

The NCA has instituted action within- the U. S. Government pursuant to
Section 252 of the TEA with regard to this unjustifiable foreign import restriction.

EEC Discriminations againstthe United States: The EEC has preferential tariff
and trade arrangements with African states which are illegal under the GATT.

The EEC has negotiated preferential arrangements with countries in
the "Mediterranean Basin" which include preferential tariff arrangements dis-
criminating against United States canned foods, especially citrus, products, in
violation of the most-favored-nation principle.

France: Import Quotas: France continues to restrict imports of United States
canned fruits by means of an import quota system which has been declared by the
GATT to be illegal under GATT Article XXIII. The quota allowances are inadequate,
and France is dilatory in issuing import licenses, often reneging completely on
issuance of licenses to importers.

Per capita consumption of canned cling peaches in France is estimated
at 4.2 pounds annually, compared with 10.3 pounds in Benelux and 10.7 pounds in
Germany. Assum *ing that per capita consumption of canned cling peaches in France,
in the absence of import quotas, would be half as much as the per capita consump-
tion in the neighboring countries of Germany and Benelux, United States exports
of canned peaches to France could be increased by one million cases, having a
value of $5 millions.

Per capita consumption of canned pineapple in France is estimated at
less than one pound annually, compared with 2.0 pounds in Germany and 2.3 pounds
in the United Kingdom. Assuming that per capita consumption of canned pineapple
in France, in the absence of import quotas, could be increased by only one-half
pound annually, United States exports of canned pineapple to France could be
increased by 500,000 cases, having a value of $2.5 millions.
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Other canned fruits under import quota include fruit cocktail and
cherries.

Japan: Import Quotas: Japan continues to restrict imports of a number of United
States canned foods, of which tomato products appear to have the greatest export
potential, by means of import quotas.

Japan: Discrimination against the United States: In 1968 approximately 1.75
million cases of canned pineapple from the Ryukyus, entering duty free and quota
free, provided 70 percent of Japan's imported canned pineapple. The remaining
30 percent was entered under the global quota. Taiwan dominates the global quota
by maintaining a 482,000 case level it had acquired under a bilateral agreement
with Japan prior to the quotas. This 482,000 case level represents 64 percent
of the global import.

In addition to the restrictive quota, Japan assesses an ad valorem
duty of 55 percent on canned pineapple imports except from the Ryukyus. Per
capita consumption of canned pineapple in Japan is estimated at 1.1 pound, com-
pared with 2.0 pounds in Germany, 2.3 pounds in the United Kingdom, 2.3 pounds
in Canada, and 3.1 pounds in the United States. Assuming that per capita
consumption of canned pineapple in Japan could be increased to one-half the per
capita consumption in the United States, United States exports of canned pineapple
could be Increased by one million cases, having a value of $5 millions.

62-790 0 - 71 - pt. 2 - 9
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RANCH I WARSAW- BUCHAREST- PUOAP48T TELEX 422149 CRIM U1
OFFIGE8 PRAGUE - SOFIA - Moscow

Soviet Import Export, Inc.
121 EAST 31 sT STREET
NEW YORK, N.Y. 100 16

(212) 088.7890

June 4, 1971

Russell Long, Chairman
United States Senate
Committee on Finance
Washington,'D.C. 20510

Dear Senator Long:

In reference to your letter of May 26th, regarding
the Subcommittee on International Trade, which includes
testimony on East-West trade.

Per your suggestion, we would like to submit a
statement, for the record, on East-West trade and would
appreciate if you would send us a copy of the record.

Soviet Import Export, Inc., a New York corporation,
is involved in the trade between the East and the West.
I travel very extensively in Eastern Europe, which includes
the countries of East Germany, Poland, Russia, Romania,
Hungary, Czechoslovakia, Bolgeria and Yugoslavia, and have
offices and personnel located in Warsaw, Bucharest, Budapest,
Moscow, Prague, Sofia, and Belgrade.

Soviet Import Export, Inc., represents over 75 of
the largest American corporations in Eastern Europe on their
products. In addition, we also represent exclusively,
several of the State Trading organizations of Eastern Europe
on the sale of their products in the United States.

The United States is losing the race in sales to
Eastern Europe on products, equipment and technology to West-
ern Europe and Japan, because of several factors, and I list
the following reasons:



699

1. At one time, the United States enjoyed the reputation
of having proprietory equipment, products and technol-
ogy, far superior to Western Europe and Japan. But,
because of cross-licensing and off-shore facilities,
our Allies have now gained the knowledge where they
are equal in quality and proprietory on equipment and
technology, and in some cases are superior.

Last year reports published, that there was 20 billion
dollars worth of products, equipment and technology
sold to Eastern Europe total, of which our Allies did
approximately $19,500,000,000.00, and the United States
did $500,000,000.00.

As you know, there is an international organization
called CO-COM, located in Paris, which has the right to
approve, and disapprove any Export Application from our
Allies on products sold into Eastern Europe, and of
course, the United States has the same right to object.
Yet, there has been millions of dollars worth of Export
Applications which has received denial, because our
Inter-Agencies disapproval. From my understanding, the
Department of Defense, their objections generally state
that it is to the best interest of the United States to
deny the Application. I would agree with the Department
of Defense, if we were the sole manufacturer, and had
the sole proprietory rights and technology, to deny the
Applications to Eastern Europe. However, as I mentioned
earlier in this statement, our Allies have this technology
and we have passed and approved their Applications at
CO-COM. To give you some examples; it is a known fact
that Russia is building the I.B.M. 360/40 Computers. It
is a known fact that England is selling 4th Generation
Computers to Eastern Europe, yet if there is an Application
placed for 3rd Generation Computers for U.S.S.R., these
Applications are denied, on the basis that it is detrimental
to the best interests of the United States.

Gleason Industries out of Rochester, New York, had an
Application since 1969 for $9,000,000.00 worth of tools
and machines. It has just been announced that the
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Department of Commerce has granted an approval.
Certainly, Eastern European countries are not int-
erested in prolonged deliveries or indecisions.

I have found, in my travels, and in my constant
discussions with my representatives, that the buyers
of the State Trading organizations and their customers
will only buy from the United States, if they feel that
the quality of the product is better than the quality
that they are getting from their present source of
supply. But, this is becoming less and less, as the
quality of Western Europe and Japan is improving.

We must have a better relationship in the Applications
being submitted for Export Licenses, with the Department
of Commerce, with quicker decisions than we have had in
the past. Because, if we don't, you will find that we
will be receiving very little proposals in the future
to supply equipment and products to Eastern Europe.

2. Western Europe and Japan has worked arrangements with
their national banks for long-term financing on various
projects for Eastern Europe. As you know, Export-Import
Bank has no jurisiction in approving any loans to Eastern
Europe. I have worked out arrangements, with private
banking throughout the world, to extend seven(7) years
credit to Eastern Europe, only because of the fact that
the principles whom I represent, whose annual sales
exceeds 6 billion dollars, are willing to cooperate with
the banking institutions, in the guarantying and warantying
of their products and equipment. We should have
Legislation to permit Export-Import Bank to extend credit
to Eastern Europe as we do the rest of the world.

3. Our Government should do what the Heads of the Governments
of France, England, Germany, Italy, etc. is doing, in
sending their leaders to Eastern Europe to promote trade
relations. I am positive that we can obtain a tremendous
percentage of the existing trade going into Eastern Europe,
providing our Government will cooperate with the United
States manufacturers and exporters. I am willing to give
my time and assistance to your Committee, at your request.
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Trusting that this information will help you
formalize opinions, which will be benefical to the Trade
between the United States and Eastern Europe.

Respectfully yours,

Robert Ross

RR/gg
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International Union of Electrical, Radio and Machine Workers
Affiliated with the American Federation of Labor and the Congress of Industrial Organizations, CLC

1126 16TH STRBEI, N. W. WAINGTON, D. C. 20036

PAUL JENNINGs, Presidens 1EiEJPhone: 296.1200
IRviNG AI3LwSoN4, General CounselQ1.s

June 3, 1971

The Honorable Russell B. Long
Chairman, Senate Finance Committee
United States Senate
2227 New Senate Office Building
Washington, D. C. 20510

Dear Senator Long:

This International Union, like others, has in recent years
become vitally concerned with foreign trade problems. Our members
have been so severely affected by the flooding into this country
of electronics imports that we have been required to reconsider
the basic tenets of this country's trade policies. We have con-
cluded that the only solution which can effectively deal with
the problem itself is legislation to regulate the level of imports.
Consequently, we strongly favor the AFL-CIO position on necessary
foreign trade legislation. This letter is concerned with the
much more narrow issue of meaningful enforcement of existing law.
Until the policies embodied in the Trade Expansion Act of 1962
are modified, our experience leads us to suggest that appoint-
ments to the U. S. Tariff Commission should be examined to see
if nominees are willing to enforce the existing legislation.

Our concern with the impact of imports has caused us to,
among other things, initiate or participate in various types of
proceedings before the U. S. Tariff Commission including worker
adjustment assistance cases, escape clause proceedings and
dumping investigations. We have learned that a majority of the
sitting Tariff Commissioners has fixed views that, in effect,
preclude granting any relief under the Trade Expansion Act of
1962. Such interpretations of the law are not required, as
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shown by the views of other Commissioners, and appear to result
from hostility toward even the limited purposes of the law. We
believe that appointments to the Tariff Commission should be
examined by your Committee to determine whether their views of
the law and relevant social policies would permit them to administer
the laws in accordance with the intent of Congress.

I am enclosing for your information a memorandum which sets
forth several areas as to which we believe that a nominee to the
Tariff Commission could be questioned in the course of his con-
firmation hearing. Such questionning by your Committee would be
of great assistance to us in determining the qualifications 'of
the nominees. Of course, we further believe, and will urge when
appropriate, that responses by a nominee which do not clearly
demonstrate a willingness to afford relief to workers and indus-
tries adversely affected by imports disqualify such a nominee
from holding a position as a Tariff Commissioner.

Ve3 1cf 2 1ly yours,

al'eing /

Piesid t

mhl *

Enclosure



704

~ INTERNATIONAL UNION OF ELECTRICAL, RADIO AND MACHINE WORKERS, AFL-CIO*CLC

LEGAL DEPARTMENT

Dates June 3, 1971

To : Paul Jennings, President

Ftm : Richard Scupi, Assistant General Counsel

Subjec: Restrictive Views Of U. S. Tariff commissioners As Reason

For Denials Of Relief Under Trade Expansion Act Of 1962.

The availability of relief under Section 301 of the Trade

Expansion Act of 1962 (TEA) to workers, firms and industries

adversely affected by imports largely depends upon the attitudes

of individual Tariff Commissioners toward the desirability of

such relief. erom 1962 until mid-1969 it appeared that the

requirements of the TEA were so restrictive that relief was

simply not available, either of the adjustment assistance type

or of the import restrictions type in industry "escape clause"

cases. This view developed because of the following record

established by the Tariff Commission in applying the TEA from

1962 until mid-1969.

Type of Case Commission Determination

Affirmative Negative Equally Divided

Worker 0 6 0

Firm 0 7 0

Industry 0 13 0
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Given this record, it was not unnatural that the reasons stated

by the Tariff Commission for its negative determinations came to

be accepted as the necessary applications of the language of the

TEA.

The administration of the TEA by the Tariff Commission from

mid-1969 to date demonstrates that the restrictive views of the

law previously established were not the only ones possible. With

no changes in the statutory language having a bearing on Commis-

sion determinations, the following record of decisions was made

from mid-1969 until June 1, 1971.

Type of Case Commission Dctermination
Affirmative Negative Equally Divided

Worker 12 40 23
plus 4 par- plus 4 partial
tial cases cases

Firm 1 6 7

Industry 1 partial 2 1
case plus 3 par- plus 2 partial

tial cases cases

The 14% record of affirmative rulings, added to the 32% record

of equally divided votes, meant that from a seven-year record

of denying all relief the Commission moved to a record of providing
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relief in almost one-half of the cases. Naturally the number

of cases skyrocketed as soon as it was learned that relief might

be available.

When the mechanics of the Commission's processes are

examined, the most striking fact is that the equally divided

cases generally involved the same split of individual Commissioners

voting affirmatively and negatively. Those voting negatively

repeated and relied upon the reasoning of the Commission during

the 1962-1969 period; the Commissioners voting for relief intro-

duced new meanings to the statutory language that permitted them

to apply the TEA in an entirely new way. No longer is it pos-

sible to view negative determinations of ti~n Tariff Commission

that affect our members as natural results of an overly restric-

tive law. The fact is that negative determinations in almost

every instance result from Tariff Commissioners who prefer to

apply the law in a restrictive fashion. Whether this is the

result of the social views or conditioning of individual Tariff

Commissioners or whether it is the result of indolence which

permits the views of the Commission staff to determine the casting

of votes is of no significance to us. What does matter is that

right now Tariff Commissioners can vote for relief under persuasive
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and sound constructions of the Act. Unfortunately, most

Commissioners still prefer to vote negatively. Indeed, the

current make-up of the Commission again has a clear majority

of Commissioners who have established their restrictive views of

the TEA. Unless new appointments to the Commission will exert

themselves to apply the law to provide meaningful relief, the

1962-1969 record of the Commission may be the pattern for its

record in the immediate future.

The TEA provides that relief to workers, firms and in-

dustries is available where, among other things, it is found

by the Tariff Commission that increased imports are "a result

in major part of concessions granted under 'trade agreements...."1

The law here clearly requires a finding of some type of causal

link between trade agreement concessions and increased imports.

The degree of this required causal link required by a Tariff

Commissioner is more than any other factor the touchstone as

to whether he will generally vote for or against relief. Congress

made it clear that all trade agreement concessions were to be

considered in the aggregate in determining whether the
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I/

required causal link between concessions and increased imports

was present. Nevertheless, certain Commissioners have over the

years established a gloss on the statutory language that, in

effect, precludes consideration of any tariff reductions which

preceded the relevant increase in imports by more than a year

or two.

In a firm case involving high fidelity stereo and related
2 '/

equipment, where the Commission equally divided, the Commissioners

voting negatively stated:

"The facts do not show' that the increased imports
are in major part the result of concessions granted
under trade agreements. The largest reductions in
the rates of duty applicable to the types of high-
fidelity stereo and related equipment produced by
the petitioning firm took place, in the main, in years
prior to, and including 1951. For example, the rate

1/ Both the House and Senate Committee reports on the TEA explain
the language as follows:

"The phrase 'as a result of concessions granted
under trade agreements,' as applied to concessions
involving reductions in duty, means the aggregate
reduction which has been arrived at by means of
a trade agreement or trade agreements (whether
entered into under Sec. 201 of this bill or under
Sec. 350 of the Tariff Act of 1930."1 H.R. Rep. No.
1818, 87th Cong., 2d Sess. 46 (1962); S. Rep. No.
2059, 87th Cong., 2d Sess. 20 (1962).

21/ H. H. Scott, Inc., Maynard, Mass., Inv. TEA-F-13 (January 1971),
TC Pub. No*' 355, pp. 3-4.
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of duty applicable to solid-state radio receivers
and tuners, which accounted f or most of the im-
ports during the period from January 1965 to June
1970, was reduced by trade agreements from the
1930 statutory rate of 35 percent ad valorem to
15 percent ad valorem in 1948, and to 12.5 per-
cent ad valorem in 1951. Subsequent reductions
of 0.5 percent ad valorem occurred in 1968, 1969t
and 1970. In 1970 the rate for such receivers
was 11 percent ad valorem. Imports of such
high-fidelity equipment, the great bulk of
which was from Japan, were not a significant
factor until the mid-1960's. The rapid increase
in imports from Japan during the period 1965-
1969 and January-June 1970 as shown in the fac-
tual section of this report could not have been
caused by the duty reductions that occurred
almost two decades earlier."

3/
The Comissioners voting for relief reached the opposite conclusion:

"Before a petitioner can be found eligible
to apply for adjustment assistance, the Commis-
sion must find that the increased imports resulted
in major part from trade-agreement concessions.
This requirement is met if, but for concessions,
imports would not be at substantially their
present levels."

"It is not possible to make a precise deter-
mination of what effect these reductions in duty
had on the competition between domestic and im-
ported hi-f i equipment, because the models of one
company are not exactly the same as the models
produced by its competitors, both foreign and

3/ Ibid., pp. 7-9
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domestic. Information obtained by the Commission
indicates, however, that in general the imported
products appear to sell at prices about 20 percent
lower than the most similar domestic product. This
price differential is almost exactly the amount by
which the duty has been reduced, indicating that
if the concessions had not been made, the imported
product would be selling in the same general price
range as the domestic product."

"Accordingly, we conclude that, but for the conces-
sions, imports would not be at substantially their
present levels, and that, therefore, they have in-
creased in major part as a result of concessions
within the meaning of the Act."

This same difference in approach by the individual Commissioners

is found in case after case. This is particularly so in elec-

tronics industries cases where the pattern. of tariff reductions

and increased imports ".re similar if not identical. Thus, the

optimum result in electronics industries cases in 1970-'1971 has

been an equally divided Commission, with the same line-.up of

Commissioners voting affirmatively and negatively.

The view that only quite recent tariff concessions could

cause an increase in imports has been justified on the following

grounds of theory and legislative intent.
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"Normally, the maximum stimulation to imports as a
result of trade concessions would be expected soon
after the concessions were negotiated. Even after
making allowance for the World War II dislocation to
foreign industry and other time lags needed to take
advantage of the concession in question, it is clear
that the rate reduction on this class of merchandise
was made so long ago as to preclude its being the
major factor in the surge of imports that occurred
from 1964 to 1967.,"4/

"Trade-agreement concessions need not be the
sole cause of the increased imports. But the increased
imports must result in major part from the concessions.
The duty reductions must be an important consideration
-- as important as or more important than other con-
siderations -- in bringing about the increase in im-
ports. While it is true the text and the legislative
history of the Trade Expansion Act of 1962 indicate
that all trade-agreement concessions are to be con-
sidered in the aggregate, Congress in enacting this
form of relief for domestic industry was especially
concerned with the future trade agrc cment concessions
to follow the enactment. Thus, concessions of recent,
vintage, i.e., those granted under the Trade Expan-
sion Act of 1962, require especially close scrutiny
in any determination under Section 301 of theTE.-5

In cases initiated by us involving television receiver-

plants that closed down, one Commissioner relied entirely

4/Nonrubber Footwear., Inv. TEA-I-18
(January 1971), TC Pub. 359, p. 39. In Softwood Lumber., Inv.

TEA-I-4 (February 1963), TC Pub. 79, we find it said that "The
Commission observes further that maximum stimulation of imports
attributable to a reduction in duty generally occurs directly or
shortly after the reduced-rates come into effect." (p. 10)

V/ Pianos and Parts Thereof Inv. TEA-I-14
(December 1959), TC iPUo. 509, p. 10.
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upon the ground that the tariff reductions largely antedated
6/

the increased imports by many years in voting negatively. We

included a critique of this view of the Act in our recently filed

case seeking import restrictions for the television receiver in-

dustry, which states in part:

"The 'time lag' basis for negative finding here
rests, as has been mentioned, upon a gloss of the
statutory language to limit relief to immediate
effects of tariff reductions. Apart from this, in
our view, dubious statutory gloss, the time lag ar-
gument is not applicable to the facts of this pro-
ceeding. When the first 10% of the tariff reduction
took place in 1939, household television receivers
were not an article of domestic trade; the required
technology had not yet been developed. Under such
circumstances, the failure of imports to increase
soon after 1939 is totally explained by the lack of
any trade in television sets. No inference can pos-
sibly be drawn that the duty reduction did not engen-
der increased imports because the market was not
sensitive to duty reductions, for no market existed.
Any market reaction to the tariff reduction would
have to wait until the market came into existence.
To discount the influence of the 1939 tariff reduc-
tion on subsequent increased imports because imports
did not increase immediately after the tariff reduc-
tion would be like discounting the influence of
environmental factors on an infant because the
factors had existed for 10 years before the infant's
birth without any effects on the infant."

6/ Television Receivers: Production And Maintenance Workers At
RCA Corp. Plant, Memphis, Tenn., Inv. TEA.-W-70 (April 1971),

TC Pub. 376, p. 9; Television Receivers. Radio And Phonographs :
Former Workers At The Emerson Television And Radio Company, Jersey
City, New Jersey, Inv. TEA-W-77 (April 1971), TC Pub. 380, p. 8.



713

It can thus be seen that the approach to the TEA taken

by certain Tariff Commissioners makes it impossible f or them

to reach an affirmative result in virtually all cases involving

any part of the electronics industry. Even though it is clear

that imports could not have risen as they have if the tariffs

were at the 1930 rate, and that this finding satisfies the

statutorily required causal link between tariff concessions

and increased imports, the TEA has been interpreted so as to

avoid an affirmative finding. The domination of the Tariff Com-

mission by Commissioners hostile to the purposes of the TEA cer-

tainly requires that, among other things, every effort be made

to se cure the appointment of Commissioners willing to apply the

Act so as to provide relief.

Our experiences with the Tariff Commissiun to date have

primarily been based on the worker cases we have initiated seeking

adjustment assistance for our members. These worker cases, and

firm cases as well, provide relief in the form of adjustment

assistance. This relief, of course, treats the symptoms of the

imports problem in the electronics industry. The TEA also pro-

vides for industry-wide proceedings; the relief here, however,

goes to the cause of the problem. When the statutory criteria

62-790 0 - 71 - pt. 2 - 10
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in an industry case are met, Section 301(e) of the Act states

that the Tariff Commission is to determine:

"the amount of the increase in, or imposition of,
any duty or other import restriction on such
article which is necessary to prevent or remedy
such injury...."1

While the Tariff Commission has hardly established a record of

being sympathetic to adjustment assistance claims, the record in

industry cases, where import restrictions are a mandatory feature

of the Commission's recommended remedy, makes the, adjustment

assistance record look good by comparison. In 18 industry cases,

there have been 14 totally negative determinations plus 4 cases

where part of an industry received either -%n affirmative (1) or

equally divided vote (3).

In at least three of the industry cases where a totally

negative result was not reached, the Commission was still un-
10/

willing to provide the remedy mandated by the law. In the

10/ The fourth case was something of a sport where a single
Japanese producer had monopoly power in both the Japanese

and U. S. markets, acting here through a subsidiary. Import
restrictions thus could aid U. S. industry only if the Japanese-
owned U. S. firm was a U. S. industry. It is difficult to see
how the policies of the TEA can be brought to bear in such an
unusual situation. Barbers' Chairs, TEA-I-16 (April 1970), TC
Pub. 319.
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first case where the Commission voted 3-2 for relief for part of

an industry, 2 of the 3 Commissioners voting affirmatively refused

to provide any import restriction whatsoever but simply found that
11/

future scheduled tariff reductions should be delayed. The other

Commissioner voting affirmatively found that a rollback of tariff
12/

reductions was necessary. He did not point out the obvious in-

consistency in his colleagues' finding "serious injury" to the

industry from imports within the current tariff structure and

then not finding that any relief was necessary to "prevent or

remedy such injury" as required by the Act. In another industry

decision which issued in January 1971 where the Commission was

equally divided, the Commissioners voting affirmatively found
13/

that restoring the 1969 tariff levels would be an adequate remedy.

One of the Commissioners voting negatively made the obvious point

that "the slight rate increase which they find as being necessary

to prevent serious injury could and would not provide effective
14/

relief to domestic injury." _ That the unwillingness of the

11/ Pianos And Parts Thereof, Inv. TEA-I-14, TC Pub. 309 (Decem-
ber 1969), p. 8.

12/ Ibid., at p. 16.

13/ Nonrubber Footwear, Inv. TEA-I-lB (January 1971), TC Pub. 359,
p. 24a.

14/ Ibid., at p. 30.
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Tariff Commission to provide the remedy spelled out in the law

in industry cases arises from the application of the law according

to the policy views of the Commissioners is clearest in the last

of these 4 industry cases. There two of the three Commissioners

voting affirmatively recommended that the tariff be raised to

I5/
the 1930 statutoty rate.- The third of the affirmative-voting

Commissioners proceeded to find that adjustment assistance was

the desirable remedy even though he conceded "the Act requires

the Commission to determine the level of import restrictions
16/

which would be necessary tomemedy the injury." Consequently,

while half of the Commissioners voted affirmatively, less than

half followed the statute in finding the necessary import restric-

tion to remedy the serious injury to the industry.

Congress obviously intended to enact legislation that had

some meaning when it provided for industry relief from imports

by imposition of import restrictions. The law has had no meaning

whatsoever because of an unwillingness to enforce it. This utter

lack of significance of industry "escape clause" provisions in

15/ Flat Glass And Tempered Glass, Inv. TEA-I-15 (December 1969),
TC Pub. 310, p. 18.

16/ Ibid., at p. 30.
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the TEA is, of course, a major reason for the refusal by concerned

unions to take seriously suggestions for modifying the statutory

language. If there is no enforcement of the law, it does not

matter what the language of the law happens to provide. Indeed,

if existing law were enforced, large segments of the electronics

industry that have been and are being devastated by imports would

be eligible for import restrictions under the terms of the TEA.

our pending case seeking import restrictions for the television

receiver industry will demonstrate the point that where there is

an unwillingness to enforce the law, reasons can be found to

justify that result.

In sum then, the following issues ctald serve to indicate

the readiness of an individual to provide relief as a Tariff

Commissioner under the TEA. The inquiries are phrased so that

affirmative responses indicate a willingness to provide the

relief spelled out in the TEA in appropriate cases.

1. Whether all tariff reductions from the statutory rate

are to be considered in the aggregate, and not singly, in deter-

mining whether increased imports are the result, in major part,

of trade agreement concessions.

BEST COPY AVAILABLE
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2. Whether a finding that absent the aggregate tariff

reductions imports would be at their present levels satisfies

the required statutory causal link between tariff concessions

and increased imports.

3. Whether the passage of twenty or more years from the

time of the most substantial tariff reductions on an article

until imports of that article increase does not show that the

required statutory causal link between the two events is absent

when imports would not have increased to their present levels

if the tariff rate had not been reduced in earlier years.

4. Whether the Congress in enacting the TEA of 1962 was

equally concerned with the effects of all tariff reductions and

not primarily with the effects of post-1962 tariff reductions.

5. Whether the import restrictions relief in industry

cases provided by the law is a remedy that should be made available

whenever a fair reading of the law's requirements calls for that

remedy regardless of any views as to the overriding importance

of unrestricted foreign trade.

6. Whether the desirability of import restrictions in
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any case is a matter that the Tariff Commissioner should not

consider.

7.* Whether the existence of substantial reasons for an

increase in imports other than a reduced tariff rate has no

bearing on finding the required statutory link between tariff

concessions and increased imports when it appears that imports

would not be at their present levels if the tariff rate had not

been reduced.

8. Whether the required statutoty link between increased

imports and unemployment (in a worker case) or serious injury

(in a firm or industry case) is present whenever the unemployment

or serious injury would probably not have resulted absent import

penetration of the U. S. market.
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NELSON BENGSTON, SECRETARY

29 May 1971

Honorable Abraham A. Ribicoff, Chairman
Sub-Committee on International Trade of the Senate Finance Committee
United States Senate
Washington, D. C. 20510

Dear Senator:

Inasmuch as the staff of the Sub-Comittee on
International Trade was unable to invite our Chairman, Professor
Hubert Park Beck to testify personally before your fine Sub-
Committee, your Mr. John A. Koskinen kindly suggested to us that
we send to you the enclosed statement by Dr. Beck regarding the
point of view of several thousand United States citizens living
In more than thirty states of the Union and abroad who are
owners of Russian Government Dollar Bonds.

A basic ingredient of International law Is the
accepted fact that a successor government that takes over all
the assets of a prior government, must also assume the legitimate
liabilities of that prior government. It is because the present
Russian government has --- in the case of the Russian Dollar Bonds---
disregarded this basic international law, that this statement is
being made.

As Dr. Beck's statement indicates, Russian Dollar
Bondholders agree with Mr. Eugene R. Black (past President of
the World Bank) who, in 1965 said . .. "reasonable settlements of
these claims (of U. S. nationals against the USSR) should be
obtained prior to extension of any Government-guaranteed commercial
credi t."

Our Russian Dollar Bondholders will appreciate it
very much if your Committee considers Dr. Beck's statement and
includes it in the official record. Thank you.

Nelson Bnso
Secretary U

A SUCCESSOR GOVERNMENT 1S RESPONSIBLEt PQ~j THE LEGITIMATE DEBTS OP ITS PREDECESSOR.
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Statement of Dr. Hubert Park Beck, Chairman of the Russian Dollar Bondholders
Committee of the U. S. A., and Professor, The City College of the City University
of New York.

INTERNATIONAL TRADE AND THE SETTLING OF DEFAULTED GOVERNMENT DEBTS

Progress currently being made to improve relations between the United States

of America and the U. S. S. R., and between the U. S. A. and the People's Republic

of China, has won widespread approval. Hopes are now growing that the relations

between our country and these other two important powers will rapidly approach normal,

opening the way for more exchange of visitors, scientists, businessmen, publications

and trade.

One serious impediment to good relations between nations is the existence of

defaulted debts. Nations now in serious default on publicly-held dollar bonds are

the U.S.S.R., Poland, Rumania, Hungary, Bulgaria, Czechoslovakia, East Germany, Cuba

and the People's Republic of China. Similar defaults that existed earlier have been

corrected in substantial numbers. During the past twenty years such defaults have

been cured by Bolivia, Yugoslavia, Greece, Saarbruecken, Austria, the Federal Republic

of Germany, Ecuador, Costa Rica, Japan and Peru. An important result, of course, has

been improved relations and more trade with those countries.

In the early 1930's, during a period of improvrs. relations between the 0. S. A.

AND THE U. S. S. R., there were discussions of the Russian dollar debts. At times,

prior to recognition of the U.S.S.R. by Washington, hopes rose that a debt settlement

would be attained. Those hopes were not fulfilled.

Now again the relations between these two important nations are improving, and

hopes of a debt settlement are again rising. Consequently, it is appropriate that the

situation be freshly reviewed, and that negotiations be taken up once more. Such is

the request of the Russian Dollar Bondholders Committee of the U.S.A., of which I

am Chairman.
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In his important book, The Roosevelt-LI tvinov Agreements, Profe-sor Donald G. Bishop

states,"One of the most acute problems between the two governments was that of the Soviet

Government debts. This held widespread interest in the United States because it involved

the government itself, a number of American corporations and their stockholders, and a

considerable number of private American citizens, all of whom had suffered losses through

the conduct of the Soviet government. The problem... involved the American belief in the

sanctity of private property. Few Americans knew much in 1933 about the history of the

Soviet system, but its violation of private property was known to more people than any of

its other activities." (p. 140)

Your Committee will perform a great service for peace and amity and world trade if It

will help to facilitate the settling of this debt. Therefore, I suggest that your Committee

should clearly recommend that neither long-termn credits, nor loans, nor payment guarantees

should be permitted American nationals or corporations-in their dealings with any nation

while that nation is in default on its publicly-issued dollar bonds. Short-term credits

should be limited to brief periods and to modest amounts. Rollover should be forbidden.

Renewed efforts should be undertaken with a view to reaching bilateral agreements with

defaulting nations to resume debt service and to repay loans.. In order to spur the

Department of State to strive toward this end, my Committee recommends that the Congress

require annual public reports from the Department of State as to the status of defaulted

dollar bonds. Such reports would be most practical and useful if made a part of the annual

report now required by the Congress concerning outstanding foreign loans and other credits

from United States Government Agencies. By requiring such annual reports of defaulted

dollar bonds, with accompanying information as to efforts made to achieve settlements

during the preceding twelve months, the Congress cain systematically review what progress

has been made in this important area of international relationships.

By not following in some such manner the course of defaulted foreign debts, the Congress

lend credence to the belief that it is not interested in the plight of American nationals who

are at the mercy of the defaulting nation. They cannot sue in any court. Too many people
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in foreign lands already view America as a nation that hands out loans freely, and then

is not much concerned whether the loans are ever repaid.

I close by reminding your Comimittee of the importance of its acting to undergird

the integrity of private property and the importance of payment of international debts.

What will be the outcome finally if nations are permitted without hindrance to i giore

their defaults in debts to the United States of America?
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Mr. Chairman,

Thank you for this opportunity to share some personal observations

with your Committee.

As part of its study of a foreign economic policy for the 1970's,

the Committee is seeking in this particular set of hearings to re-

examine U. S. policies to assist the developing nations. Clearly

the multinational corporation can be a key factor in providing such

assistance. The activities of such corporations, as they relate both

to their headquarters countries and to the developing nations in which

they do business, present subtle and sophisticated problems requiring

thoughtful and patient examination if their force and influence are

to be seen in proper perspective. I am sure the business community

would applaud the approach this Committee is taking in developing

information that can be brought to bear on national policy.

Let me congratulate you particularly on the quality and diversity

of the witnesses you have gathered for this phase of your inquiry.

Many have made major contributions to a better understanding of the

economic problems that confront us now and will confront us in the

years ahead. My role is to speak as someone who has been involved

in the give-and-take of multinational business for a number of years,

and who necessarily draws conclusions primarily on the basis of this

experience.
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The Committee has undertaken a constructive task in this effort to

gain new insights into how business and all other complex factors of

the international economy interact. I hope that my remarks on the multi-

national corporation and the considerations that determine its investments

in developing nations may open avenues for discussion and exploration for

you.

The multinational corporation, as I see it, has something in common

with happiness or misery: no one can quite define it, but you always

know when it is there. I think it is enough of a definition to say that

the multinational corporation is a business organization that sees the

world -- or a goodly portion of it -- as its market, and acts to make

the most of its opportunities on a supranational basis.

By this definition or any other, most multinational corporations -

or to use the more accurate term, multinational enterprises -- are United

States-based. This, of itself, puts certain constraints upon their

operations and complicates decision making, when compared with the

relatively greater freedom of some of their Europe-based counterparts.

Christopher Layton has observed that of the five hundred largest corpora-

tions in the world, three hundred and six have headquarters in this

country. Accumulated private direct foreign investment by U. S. industry

is estimated at $65 billion.

Thirty per cent of our investment abroad, however, is in Europe.

The total long-tena European investment in the United States, currently

about $26 billion -- largely portfolio investment -- just about evens

out with U. S. investment there, the latter being largely direct invest-

ment. When we remember that Europe is coming on rapidly in developing its

economic muscle, U.S. investment in Europe does not pose a threat. When we
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look to the developing world -- and he.-e we are talking about two-

thirds of the world -- we find quite a different picture.

.The Pearson commission, working with 1968 statistics, found that

direct industrial investments that year by developed nations in the

developing countries were only $2.7 billion. Although the statistics

are not completely compatible, compare this with U. S. industry's

direct investment of $2.5 billion for France alone in the year 1965.

Of the total cumulative industrial investment in developing countries

of $30 billion, virtually half was in petroleum, mining, or smelting,

with only a little over a quarter in manufacturing.

While all companies have a goal of making a profit, there are as

many kinds of multinational corporations as there are motivations for

going abroad. Extractive industry goes abroad because that is where

mineral sources lie. Other companies simply go abroad to find new

markets.

it is edifying and hopefully chastening, in view of the intense

poverty that haunts most of the world, to reflect on just how great

our good fortune is in the United States. Robert Heilbroner has pointed

out that even after it has paid for research and development, paid its

taxes and distributed dividends, the U. S. industrial complex produces

$35 billion annually that can be used for growth investment. Obviously,

even without currency restrictions, only a fraction of this staggering

resource is ever earmarked for overseas investment... .and just a fraction

of thi3 fraction for investment in developing nations.
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in addition to extractive industries and conventional manufacturing

companies looking for growth opportunities, a third type of multinational

corporation exists. This is the technology-intensive company, the firm

that develops new products that often are of great value to society, such

as computers, electronic equipment or drugs. Many such products are

sought -- even demanded -- by other nations, developed and developing alike.

If the expression "multinational corporation" seems imprecise,

it is a model of clarity compared with the ambiguity implicit in the

term "developing nation," or in any of the various euphemisms we may

choose to substitute. Everyone knows, of course, that such nations

differ drastically. But perhaps because the point is so blatantly

obvious, we sometimes tend to ignore it. Theodore Geiger's "The Con-

flicted Relationship" has documented how disastrous this can be.

In view of the major cultural and economic differences within

nations, one of the most important contributions of the Peterson task

force report surely is its insistence that the developing nations,

themselves, take the lead in their economic planning and in setting

their own economic priorities. The World Bank's plans to help with

such planning seem equally farsighted. Hopefully, in the competition

for scarce resources, water hygiene will take precedence over prestige

hospitals, trained mechanics over PhDs.

in addition to keeping in mind the fundamental structural and

cultural differences between nations, we must also remember that all
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nations change. For examplia; -it is a common occurrence today for

multinational business to find itself negotiating in a developing

nation with Ministers or other top governmental advisors who have

done graduate work in American universities. These officials know,

in depth, the policies and practices of American corporations at home

and abroad.

Increasingly, the Ministers in developing nations-know exactly

what they want. And their wishes usually are highly rational within

the political context in their own countries. Moreover, multinational

corporations find themselves increasingly trapped between clashing

viewpoints. For example, Finance Ministers are strongly interested

in conserving exchange currency. What their regulations may ask of

a multinational subsidiary may conflict directly with the policies

preferred by -- let us say -- the Minister of Development, whose

interest lies in creating jobs and raising technical competence.

Whatever middle course the corporation elects to follow, neither

Minister is pleased. Each may feel slightly betrayed. The fact that

the situation is irreconcilable doesn't appreciably lessen the abuse

that sometimes is heaped on the company's head. I would say that,

more and more, strident criticism is becoming a fact of life that

multinational corporations must learn to live with.

Unfortunately, much of the discussion and reporting of the relation-

ship between corporations and governments is couched in the rhetoric of

combat: winners and losers. The more accurate analogy -- it is

Charles Kindlebe,.-ger' s -- should be that of the "non-zero-sum game."

BEST COPY AVAILABLE
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In such a game, one player's gain does not depend upon the other's loss.

Both can win, or both can lose. The concept is precisely descriptive

of what should be -- and often is -- the relationship between the multi-

national corporation and a developing nation.,

Kindleberger and others have called attention to a paradox that

many -- perhaps most -- multinational corporations have experienced:

success breeding disenchantment. I think we cam generalize usefully

about this. In the days of courtship and in the early phases of

operations, the subsidiary has the controlling hand. But not for long.

As a company grows and prospers, the government sometimes tends to

feel that it made a bad bargain and will try to "renegotiate" for a

larger share of the profits. In such cases, political realities often

win out over the sanctity of contracts. If the company is wise, it

will make the best of the unwanted situation and remember that some

quid pro qu often is possible even then.

Knowledgeable and experienced companies will negotiate for the

best deal they can make, a position that is understood by most developing

countries. Such countries, of course, are aware that bargaining is a

game for two, and many are becoming highly proficient at it.

A major cause of misunderstanding has been that while multinational

corporations respond to business imperatives, the governments of develop-

ing nations must react to political realities. The company often

conceives the scope and nature of its activities differently than does

the host government. It often views its profit needs differently. So

the two find themselves talking at cross purposes, even to the point of

V A 'Y"~:
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reciprocal accusations of subversion and sabotage. When relationships

reach this nadir, there is no point in talking about a "non-zero-sum game."

The two antagonists are not even engaged in the sane game.

Things usually are by no means this black. Yet if you superimpose

the aims and needs of a company as the company sees them, on what should

be its aims and needs as the government interprets them, the two lists

seldom match totally. This is especially true after a company has been

on the scene for a while, and its product lines -- not to mention

governments -- have changed. At this juncture, both sides should forgo

the temptation to talk about "basic incompatibilities," assuming instead

that neither side is going to get everything that it wants but that

each can get something.

I fear that something approaching formalized misunderstanding is

beginning to characterize much of our thinking about relationships

between multinational corporations and developing nations. Corporations

rightly emphasize their contributions. They furnish needed technology.

They increase managerial and technical skills. They create jobs. They

infuse new business concepts. They make possible backup industries.

Developing nations, however, tend to place the emphasis elsewhere..

They argue multinational corporations have divided loyalties and, in a

showdown, must put company interests over those of the host nations. They

object that multinational corporations make central decisions about what a

subsidiary may export, and to whom. They note further that American-based

corporations are limited by U.S. regulations as to both the nature and the

recipients of their exports. They see multinational corporations as
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threats to infant or small local industries, with virtually a monopo-

listic lock on many major products and with marketing and financial

resources that cannot be matched locally. They sometimes accuse

multinational corporations of luring away talented people by paying

unmatchable wages, and of drying up credit sources by attracting the

available loan money. The cumulative effect of such accusations --

when pushed to the extreme -- is that the corporation is seen as a

threat to local economic autonomy.

The local manager of the multinational corporation tends to find

such allegations overstated. He sees the shortsightedness of the

government's over-reliance on short-term measures -- import and invest-

ment restrictions, tariffs, quotas and the like. Feeling somewhat

harassed, he tends to forget that political expediency can mean the

survival of governments and a good deal of order instead of chaos.

We can almost measure the degree of misunderstanding when Chile's

Foreign Minister, Dr. Gabriel Valdes -- in a summary of the consensus

of Vit~a del Mar -- makes this statement: "...we have reached the point

where Latin America is contributing to the development of the United

States, and not the other way around." The implication would seem to

be that it should be one way or the other, when -- with the "non-zero-

sum game" concept -- each should be contributing to the other. At

least this should be true of private investment.
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Partisans of the position that American is undermining -- rather

than supporting -- the developing world are quick with statistics.

One fault that often is to be found in such statistics is that they

compare income from the total investment base in such countries -- some-

times dating back for generations - with investments over a limited

period. More to the point, they say nothing about what such investments

have done for the local economies, where they were also at work creating

income and savings, building economic infrastructure, and sparing

foreign exchange, all of which have multiplier effects.

A recent study by Herbert K. May for the Council for Latin America

undertook a broader look at the question of the impact of foreign

investment. The findings would seem to argue forcefully for the advan-

tages of foreign investment to the developing nations, even in strictly

economic terms.

The May survey found that, for the period from 1965 through 1968,

U. S. investment made a positive contribution to Latin America's balance

of payments of $8.55 billion annually, Let us take Colombia as a

specific example: of 116 companies included in the tablulation, 75

were more than 95% U.s. -owned. In only 22 was the U.S. participation

less than 50%. The 116 companies represented an overall investment of

about $297 million, including $61 million brought _'nto Colombia in the

1964-1968 period. Their remittances for this five-year period --

dividends, royalties and payments for technical services -- totaled

15.4% of the companies' total invested capital. That means that the

annual rate of all remittances was merely 3.1% of invested capital.

This is hardly a picture of crass exploitation. Total return to the
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United States, of course, is considerably higher than this figure

since there is also the return from arm' s-length sales of intermediates

within the corporation to subsidiaries. A national firm abroad, how-

ever, would pay the same price for such materials.

I find it noteworthy that the Foreign Minister whom I quoted

before, in describing his country's new investment guidelines, singled

out technology-centered industry for special attention. In his eyes,

certainly foreign investment per se was not monolithic. The Minister

acknowledged what he called an "imperative need to contract with foreign

enterprises to acquire technology." In this he is right. At the same

time, he must recognize that the multinational corporations that

possess this technology will be interested in entering his country

only as respected partners in a business transaction; they are not

.interested in being looked upon as objects to be used and discarded.

The Minister argues that, because of its small market size, his

nation has been unable to develop its own technological potential.

Consolidation through the Andean Treaty, he feels, should provide a

useful stimulus. I hope he is right. Only a certain amount of the

technology created within the developed nations is applicable to the

developing world, and seldom are the technological products ideally

suited to their new environment. Much could -- indeed, must -~- be

done through local adaptation of innovation. The Peterson report

again is to be applauded for its proposal for a U. S. International

Development Institute to support and assist with such research.
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Unfortunately, the abillty to reach multiple m'irkets is but one

factor among many that have contributed to U.S. strength in the tech-

nological field. Unpopular though the multinational corporation may be

politically, it remains the world's prime source of marketable technology.

Any developing nation or region that has illusions of "going it alone"

technologically within the foreseeable future is courting disappointment.

Obviously, though, we are again stumbling over a word. "Technology"

is both a hand plough and a scanning electron microscope. Vast areas

exist -- especially in fields such as agriculture and civil engineering --

where local ingenuity can make major contributions. But the enormously

complex processes needed for the creation of high technology will long

remain out of the creative reach of developing nations. Still, such

nations will continue to need a selection of high-technology products.

Since both governments and corporations must make their way together,

it seems to me that today's situation demands less rhetoric and more

flexibility, more pragmatism. Multinational corporations must accept

political realities as they find them, and try to gain acceptance of

their point of view by showing respect for the views of others. Equally

important, developing governments -- in some instances -- must ask

themselves critically whether self-serving polemics against private

enterprise are worth the price.

We must be on guard against any expectation that an early effect

of a rising standard of living will be a reduction of social tensions.

A taste of a better life is intoxicating, and performance can never
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keep pace with expectations. I suspect that -- with the best possible

will and effort -- we can expect years of continued discord, and we

must anticipate this so as not to be discouraged by it. The assumption

that stability must be a precondition for development seems to me to

invite a standoff. Perhaps neither the Pearson nor the Peterson reports

gave sufficient weight to this factor.

Both the Pearson and the Peterson commissions -- through their

solid findings and recommendations -- have performed commendable

service in identifying problem areas and sketching out approaches to

their solution. They have, of course, taken an overall view-, and

businessmen will find some of their suggestions unrealistic.

Take the question of incentives, for example. In one form or

another, incentives are necessary to attract investment. Most

developing nations will offer incentives as a subsidy for import

substitution. A good incentive for a bad proposition is still bad

business, however. Both countries and corporations should show a high

level of restraint, unless it cam be shown that the proposal can soon

be economic on its own merits. Otherwise, the new company will become

another non-economic monument to national ego and a drain rather than

an asset.

Also, the popular proposal that a multinational corporation should

be required to function with a local partner within a developing nation

leaves something important unsaid. What is not mentioned is that the
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local company should also bring something into the arrangement -- a

marketing organization, for example, or a production capacity.

Otherwise,, the relationship can become tense. For any multinational

corporation, I would recommend a simulation technique -- game-

playing -- that we employed with the Tata enterprises as we explored

a joint venture. We constructed many contingencies, and analyzed what

we would do if they were to arise. We thereby entered the merger with

a clear understanding of our mutual roles. The effective teamwork

that has characterized our relationship with our Indian partner

undoubtedly stems in large measure from this exercise in candor.

The industry with which I am associated has not been seriously

hampered in its investments in developing nations by the U.S. controls

on capital exports. Our industry does not require excessive capital

investments, however. I assume that other industries may well be

encountering problems. The controls must certainly have discouraged

even feasibility studies for many companies.

With regard to investments, I would concur with the Pearson

commission recommendation that developing nations restructure their

tax structure to encourage profit reinvestment by foreign companies.

But I would insist that this should be done with great sensitivity.

The point must not be forgotten that a multinational corporation has

many options, and it has no reason to choose an economic straitjacket.

The Pearson commission, itself, recognizes this.

The tax policy of the U.S. and other developed nations should

be used as an instrument to promote investment in less developed
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countries. The past three administrations have proposed tax incentives

for this purpose, and each proposal has been defeated by considerations

concerning the methods by which incentive should be provided. A simple

solution would be to make tax free the income from qualified investments

in manufacturing industries in developing countries. All elements of the

U.S. economy should recognize that U.S. foreign investments increase

exports from the United States.

Investment credits and deductions could provide additional tax

incentives for investing in less developed countries. Germany, for

example, has employed this approach increasingly over the past ten

years. Presently, they provide a 15% investment credit and a 42% tax

deduction for the establishment of a reserve which is restored to

taxable income on a deferred amortization basis. I would suggest that

we review the tax incentives used by other countries and adopt those

that seem best suited to encouraging investment of U.S. capital in less

developed countries.

A number of revisions could be made within our tax laws to

facilitate investment in less developed countries by providing tax

benefit for losses. The risk involved in investing in less developed

countries could be substantially mitigated by extending tax deductions

to U.S. investors with respect to currency exchange losses incurred

by foreign subsidiaries. These losses are now extended to companies

that operate through branches in foreign countries, and there seems

to be no reason why similar treatment could not be accorded to

operations conducted through subsidiary corporations. Another draw-
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back contained in Federal tax law exists with respect to the tax treat-

ment of worthless securities. These losses usually confront investors

in the form of government expropriation, either explicit or de facto.

The tax law requires that such losses be treated as capital losses, with

limited tax benefit except in situations where the U. S. investor owns

at least 95% of the stock of the corporation becoming worthless. In

many situations local exigencies require that investment be conducted

with substantial participation by local investors. The limitation on

tax benefit from losses on securities discourages such investment.

I feel, incidentally, that all of these proposals are compatible with

the DISC recommendations of the Treasury Department, which I heartily

endorse.

The United States should use its influence in every way it can to

encourage regionalism. The web of tariff and import restrictions that

most developing nations have felt obliged to wrap themselves in virtually

excludes economic escape. Tariff restrictions, for example, may compel

a multinational corporation to erect some sort of manufacturing plant

within a developing nation, with the alternative being the loss of the

market. Competition is vital in the free enterprise system, but it

must be recognized that these same restrictions can engender a rash of

small plants that are uneconomic. Manufacturing for an entire region

could change this pattern and result in economies for the entire area.

The emphasis by the Peterson task force on the creation of stronger

international financing and international planning institutions seems

to me to be well placed. The concept of the Overseas Private Investment

Corporation to mobilize private-sector participation has great merit,
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although experience with it so far would seem to indicate that stronger

incentives will have to be forthcoming. Perhaps something approaching

investment guarantees will have to be devised. The problem, of course,

is that investments will continue to be judged on their own merits.

Corporations will shy away from questionable investments, regardless

of guarantees.

Recent trends to reduce United States foreign aid have been harmful

both psychologically and practically. Such funds often have been directed

to creating economic infrastructure. As such, they have been of fundamental

economic importance to both the recipient nation and all corporations

doing business there. Obviously, what such aid can do is very limited.

But -- if at all possible -- it should be continued and increased.

The application of U. S. antitrust law abroad obviously poses a

thorny problem, in part because it is so little understood. In many

instances, it is quite possible for U. S. competitors to work together

in the interests of developing nations. But corporations understandably

remain nervous. The problem, serious as it is, has been magnified out

of all proportion, since the idea of the application of American laws

abroad has been construed frequently as blatant U. S. intervention in

the affairs of other governments. it may be that the lack of clarity

within the law has been an inhibiting factor. In any event, we must

be on guard against using the specter of antitrust as an excuse for

inaction when our real motivations lie elsewhere.
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It has been estimated that seven trillion dollars would have to

be invested to bring the $500 annual income of one and three-quarter

billion people up to $750 a year -- a level that would be one half

the $1,500 United States average. Seven trillion dollars is 14 tines

the total capital that existed in the world in 1967. Therefore, any

governmental assistance program must seem Insignificant when compared to

to the magnitude of the need. This is no reason for turning our backs.

Because aid can be pinpointed to key problems, it can have a multiplier

effect. The Peterson task force recommendation that -- where feasible -

more aid funds should be channeled through international agencies would

help remove the feeling that aid is tainted and open innumerable doors.

As we enter the decade of the '70's, America has good reason to

take stock of its position in world economic affairs. Patterns are

different. Among other things, high technology -- America's forte --

has acquired a force that would have been unimaginable a generation

ago. High technology now contributes am estimated $9 billion towards

a United States trade surplus, compared with $1 billion by conventional

manufacturing. But expertise in technology does not equip us mentally

or materially to deal with penury. The Unites States -- in the context

of its priorities -- must first find its answer to the question: what

can -- and should -- we do to aid two-thirds of the world escape the

crushing yoke of national poverty?

While developing nations finance 85% of their investments from

their own sources, foreign private investment, including that by multi-
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national corporations -- selectively applied -- can complement and

stimulate this process. The challenge is largely one of creating the

proper incentives, and this applies to developed and developing nations

alike. We -- the developed nations -- can offer preferred treatment

to blocs, although we should not permit any single nation to play a

double game as Japan has done.

it is impossible to be sanguine about the future of the developing

nations: we must be deeply concerned.

As these nations -- with our help -- examine the profundity of

their problems and turn to us with suggestions for collaborative

efforts, we must heed when we can.

Progress -- if we are to know progress -- demands mutual respect,

free of paternalism. it asks broad application of efficacious techniques

in education, communications and population control, as well as major

efforts to raise levels of health and nutrition. Some of these tech-

niques are within the competence of the multinational corporations,

which -- if the problems can be factored into soluble components -- are

capable of accepting the challenge with imagination and skill. We must

realize that, beyond the technical problems, are enormous barriers of

tradition and beliefs. Population control offers few difficulties,

technically. In application, the techniques have failed conspicuously.

At the moment, the future relationship between the multinational

corporation and developing nations is clearly in doubt. As a "non-zero-

sum game," this should niot be. If corporation management and government

leaders can display patience and courage in the face of taunts and

tension, the future need not be desperate. If they can display wisdom,

much cam be accomplished.
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Reprinted from Columbia journal of World Business, Vol. V, No. 4
JULY-AUGUST 1970

Relations between multinational corporations and

developing countries too often assume the character

Of an adversary proceeding. In reality, the gain of

one does not depend on the loss of the other.

Both can win-both can lose.

The Multinational Corporation

in the Third World

A. T. KNOPPERS

THE multinational corporation can he said to have
something in common with happiness or misery: no
one can quite define it, but you always know when it
is there. It is probably enough of a definition to say
that the multinational corporation is a business orga-
nization that sees the world--or a goodly portion of
it-as its market and acts to make the most of its
opportunities on a suprsnational basis.

By this definition or any other, most multinational
corporations--or to use the more accurate term, multi-
national enterprises-are U.S.-based. This, of itself,
puts certain constraints upon their operations and
complicates decision making, when comp-ared with the
relatively greater freedom of some of their European-
based counterparts. Of the 500 largest corporations

in the world, it is estimated that 306 have head-
quarters in the United States. Accumulated private
direct foreign investment by U.S. industry is estimated
at $65 billion.

Approximately 30% of this investment abroad, how-
ever, is in Europe. The total long-term European
investment in the United States, currently about $26
billion-largely portfolio investment-just about
evens out with U.S. investment there, the latter being
largely direct investment. Since Europe is rapidly
developing its economic muscle, U.S. investment in
Europe does not pose a threat.

A look at the developing world-about two-thirds
of the world-presents a different picture. The World
Bank's Pearson Commission, working with 1968
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statistics, found that direct industrial investments that
year by developed nations in the developing countries
were only $2.7 billion. Although the statistics are not
completely compatible, compare this with U.S. indus-
try's direct investment of $2.5 billion in France alone
in the year 1965. Of the total cumulative Industrial
investment in developing countries of $30 billion,
virtually half was in petroleum, mining or smelting,
with only a little over a quarter in manufacturing.

While all companies have a goal of making a profit,
there are as many kinds of multinational corporations
as there are motivations for going abroad. Extractive
industry goes abroad because that is where mineral
sources lie. Other companies go abroad simply to find
new markets.

In addition to extractive industries and conven-
tional manufacturing companies looking for growth
opportunities, a third type of multinational corpora-
tion exists. This is the tech nology-intensive company,
the firm that develops new products, often of great
value to society, such as computers, electronic equip-
ment or drugs. Many such products are sought-
even demanded-by other nations, developed and
developing alike.

Developing Nations Change

If the expression "multinational corporation" seems
imprecise, it is a model of "'larity compared with the
ambiguity implicit in the term "developing nation,"
or in any of the various euphemisms we ma,, choose
to substitute. Such nations differ drastically.

In view of the major cultural and economic differ-
ences within nations, one of the most important con-
tributions of the Peterson Task Force report surely is
its insistence that the developing nations themselves
take the lead in their economic planning and in setting
their own economic priorities. The World Bank's
plans to help with such planning seem equally far-
sighted. Hopefully, in the competition for scarce re-
sources, water hygiene will take precedence over
prestige hospitals, trained mechanics over PhDs.

In addition to keeping in mind the fundamental
structural and cultural differences between nations,

Columbia Journal of World Busness
we must also remember that all nations change. For
example, it is a common occurrence today for multi-
national business to find itself negotiating in a de-
veloping nation with ministers or other top govern-
mental advisors who have done graduate work in
U.S. universities. These officials know, in depth, the
policies and practices of U.S. corporations at home
and abroad.

Increasingly, the ministers in developing nations
know exactly what they want. Their wishes usually
are highly rational within the political context in
their own countries. Moreover, multinational corpo-
rations find themselves increasingly trapped between
clashing viewpoints. For example, finance ministers
are strongly interested in conserving exchange cur-
rency. What their regulations may ask of a multi-
national subsidiary may conflict directly with the
policies preferred by-let us say-the Minister of De-
velopment, whose interest lies in creating jobs and
raising technical competence.

Whatever middle course the corporation elects to
follow, neither minister is pleased. Each may feel
slightly betrayed. The fact that the situation is ir-
reconcilable doesn't appreciably lessen the abuse that
sometimes is heaped on the company's head. I would
say that, more and more, strident criticism is becom-
ing a fact of life that multinational corporations must
learn to live with.

Unfortunately, much of the discussion and report-
ing of the relationship between corporations and
governments is couched in the rhetoric of combat:
winners and losers. The more accurate analogy-it
is Charles Kindleberger's-should be that of the "non-
zero-sum game." In such a game, one player's gain
does not depend upon the other's loss. Both can win,
or both can lose. The concept is precisely descriptive
of what should be-and often is-the relationship
between the multinational corporation and a develop-
ing nation.

Kindleberger and others have called attention to a
paradox !!,at many-perhaps most-multinational
corporations have experienced: success breeding dis-
enchantment. In the days of courtship and in the
early phases of operations, the subsidiary has the con-
trolling hand. As a company grows and prospers, the
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government sometimes tends to feel that it has made
a bad bargain and will try to "renegotiate" for a larger
share of the profits. In such cases, political realities
often win out over the sanctity of contracts. If the
company is wise, it will make the best of the un-
wvanted situation and remember that some quid pro
quo often is possible, even then.

Knowledgeable and experienced companies will
negotiate for the best deal they can make, a position
that is understood by most developing countries.
Such countries, of course, are aware that bargaining
is a game for twvo, and many are becoming highly
proficient at it.

Business and Politics

A major cause of misunderstanding has been that,
while multinational corporations respond to business
imperatives, the governments of developing nations
must react to political realities. The company often
conceives the scope and nature of its activities differ-
ently than does the host government. It often views
its profit needs differently. So the two find themselves
talking at cross purposes, even to the point of recip-
rocal accusations of subversion and sabotage. When
relationships reach tlsis nadir, there is no point in
talking about a non-zero-sum game. The two antago-
nists are not even engaged in the same game.

Things usually are by no means this black. Yet if
you superimpose the aims and needs of a company,
as the company sees them, on what should be its aims
and needs as the government interprets them, the two
lists seldom match totally. This is especially true after
a company has been on the scene for a while, and
product lines-not to mention governments-have
changed. At this juncture, both sides should forgo
the temptation to talk about "basic incompatibilities,"
assuming instead that neither side is going to get
everything that it wants but that each can get some-
thing.

Something approaching formalized misunderstand-
ing is beginning to characterize much of the thinking
about relationships between multinational corpora-
tions and developing nations. Corporations rightly

A. T. KNOPPERS is senior vice presi-
dent of Merck & Co. This article is,
adapted from Dr. Knoppers' state-
ment at a hearing of the Subcom-
mittee on Foreign Economic Policy
of the Joint Economic Committee
of Congress.

emphasize their contributions. They furnish needed
technology. They increase managerial and technical
skills. They create jobs. They infuse new business
concepts. They make possible backup industries.

Developing nations, however, tend to place the
emphasis elsewhere. They argue that multinational
corporations have divided loyalties and, in a show-
down, must put company interests over those of the
host nations. They object that multinational corpo-
rations make central decisions about what a subsid-
iary may export, and to whom. They note further
that U.S.-based corporations are limited by U.S. regu-
lations as to both the nature and the recipients of
their exports. They see multinational corporations as
threats to infant or small local industries, with virtu-
ally a monopolistic lock on many major products and
with marketing and financial resources that cannot
be matched locally. They sometimes accuse multi-
national corporations of luring away talented people
by paying unmatchable wages and of drying up credit
sources by attracting the available loan money. The
cumulative effect of such accusations-when pushed
to the extreme-is that the corporation is seen as a
threat to local economic autonomy.

The local manager of the multinational corporation
tends to find such allegations overstated. He sees the
shortsightedness of the government's over-reliance on
short-term measures-import and investment restric-
tions, tariffs, quotas and the like. Feeling somewhat
harassed, hie tends to forget that political expediency
can mean the survival of governments and a good deal
of order instead of chaos.

We can almost measure the degree of misunder-
standing when Chile's Foreign Minister, Dr. Gabriel
Valdes-in a summary of the Vifia del Mar Con-
ference-makes this statement: "... . we have reached
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the point where Latin America is contributing to the
development of the United States, and not the other
way around." The implication would seem to be that
it should be one way or the other, when-with the
non'zero-sum game concept--each should be con-
tributing to the other. At least, this should be true of
private investment.

Partisans of the position that the United States is
undermining-rather than supporting-the develop-
ing world are quick with statistics. One fault that
often is to be found in such statistics is that they com-
pare income from the total investment based in such
countries-sometimes dating back for generations-
with investments over a limited period. More to the
point, they say nothing about what such investments
have done for the local economies, where they were
also at work creating income and savings, building
economic infrastructure and sparing foreign ex-
change, all of which have multiplier effects.

Foreign Investment Advantageous

A recent study by Herbert K. May for the Council
of the Americas undertook a broader look at the ques-
tion of the impact of foreign investment. The findings
would seem to argue forcefully for the advantages of
foreign investment to the developing nations, even in
strictly economic terms.

The May survey found that, for the period from
1965 through 1968, U.S. investment made a positive
contribution to Latin America's balance of payments
of $8.55 billion annually. Colombia is a specific ex-
ample: of 116 companies included in the tabulation,
75 were mere than 95% U.S.-owned. In only 22 was
the U.S. participation less than 50%. The 116 com-
panies represented an over-all investment of about
$297 million, including $61 million brought into
Colombia in the 1964-1968 period. Their remittances
for this five-year period-dividends, royalties and
payments for technical services-totaled 15.4% of the
companies' total invested capital. That means that
the annual rate of all remittances was merely 3.1% of
invested capital. This is hardly a picture of crass
exploitation. Total return to the United States, of

Columbia Journal of World Business
course, is considerably higher than this figure since
there is also the return from arm's-length sales of
intermediates within the corporation to subsidiaries.
A national firm abroad, however, would pay the same
price for such materials.

It is noteworthy that the Chilean Foreign Minister,
in describing his country's new investment guidelines,
singled out technology-centered industry for special
attention. In his eyes, certainly, foreign investment
per se was not monolithic. The Minister acknowl-
edged what he called an "imperative need to contract
with foreign enterprises to acquire technology." In
this he is right. At the same time, he must recognize
that the multinational corporations possessing this
technology will be interested in entering his country
only as respected partners in a business transaction;
they are not interested in being looked upon as
objects to be used and discarded.

The Minister argues that, because of its small
market size, his nation has been unable to develop
its own technological potential. Consolidation
through the Andean Treaty, he believes, should pro-
vide a useful stimulus. He may be right, but only a
certain amount of the technology created within the
developed nations is applicable to the developing
world, and seldom are the technological products
ideally suited to their new environment. Much could
-indeed, must-be done through local adaptation
of innovation. The proposal for a U.S. International
Development Institute to support and assist with such
research is to be applauded.

Unfortunately, the ability to reach multiple mar-
kets is but one factor among many that have con-
tributed to U.S. strength in the technological field.
Unpopular though the multinational corporation
may be politically, it remains the world's prime source
of marketable technology. Any developing nation or
region that has illusions of "going it alone" techno-
logically within the foreseeable future is courting
disappointment. Obviously, though, we are again
stumbling over a word, "Technology" is both a hand
plough and a scanning electron microscope. Vast
areas exist-especially in such fields as agriculture
and civil engineering-where local ingenuity can
make major contributions. While the enormously



747

JULY-AUGUST 1970

complex processes needed for the creation of high
technology will long remain out of the creative reach
of developing nations, these nations will continue to
need a selection of high-technology products.

Since both governments and corporations must
make their way together, today's situation demands
less rhetoric and more flexibility, more pragmatism.
Multinational corporations must accept political
realities as they find them and try to gain acceptance
of their point of view by showing respect for the
views of others. Equally important, developing gov-
ernments-in some instances-must ask themselves
critically whether self-serving polemics against pri-
vate enterprise are worth the price.

We must be on guard against any expectation that
a rising standard of living will effect a reduction of
social tensions. A taste of a better life is intoxicating,
but performance can never keep pace with expecta-
tions. With the best possible will and effort, we must
expect years of continued discord and not be dis-
couraged by it. The assumption that stability must
be a precondition for development invites a standoff.
Perhaps neither the World Bank's Pearson nor the
administration's Peterson reports gave sufficient
weight to this factor.

Problem Areas

Both the Pearson and the Peterson commissions-
through their solid findings and recommendations-
have performed a commendable service in identifying
problem areas and sketching out approaches to their
solution. They have, of course, taken an over-all view,
and businessmen will find some of their suggestions
unrealistic.

Take the question of incentives, for example. In
one form or another, incentives are necessary to at-
tract investment. Most developing nations will offer
incentives as a subsidy for import substitution. A
good incentive for a bad proposition is still bad busi-
ness, however. Both countries and corporations should
show a high level of restraint, unless it can be shown
that the proposal can soon be economic on its own
merits. Otherwise, the new company will become

another non-economic monument to national ego and
a dIrain rather than an asset.

Also, the popular proposal that a multinational
corporation should be required to function with a
local partner within a developing nation leaves some-
thing important unsaid. What is not mentioned is
that the local company should also bring something
into the arrangement-a marketing organization, for
example, or a production capacity. Otherwise, the
relationship can become tense. In this situation, the
multinational corporation might try a simulation tech-
nique--game-playing-such as Merck employed with
the Tata enterprises in exploring a joint venture. The
two firms constructed many contingencies and
analyzed what they would do if these contingencies
were to arise. They thereby entered the merger with
a clear understanding of their mutual roles. The
effective teamwork that has characterized the rela-
tionship with the Indian partner undoubtedly stems
in large measure from this exercise in candor.

The drug industry has not been seriously hampered
in it investments in developing nations by the U.S.
controls on capital exports. The industry does not
require excessive capital investments, however. Other
industries may not be in this position. Controls must
certainly have discouraged even feasibility studies for
many companies.

With regard to investments, the Pearson commis-
sion's recommendation that developing nations re-
structure their tax system to encourage profit rein-
vestment by foreign companies is sound. But this
should be done with great sensitivity. The point must
not be forgotten that a multinational corporation has
many options, and it has no reason to choose an eco-
nomic straitjacket. The Pearson commission recog-
nizes this.

The tax policy of the United States and other de-
veloped nations should be used as an instrument to
promote investment in less developed countries. The
past three administrations have proposed tax incen-
tives for this purpose, and each proposal has been
defeated by considerations concerning the methods
by which incentives should be provided. A simple
solution would be to make tax free the income from
qualified investments in manufacturing industries in
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developing countries. All elements of the U,.S.
economy should recognize that U.S. foreign invest-
ments increase exports from the United States.

Investment credits and deductions could provide
additional tax incentives for investing in less devel-
oped countries. Germany, for example, has employed
this approach increasingly over the past ten years.
Presently, they provide a 15% investment credit and

a 42% tax deduction for the establishment of a reserve
which is restored to taxable income on a deferred
amortization basis. The United States should review
the tax incentives used by other countries and adopt
those that seem best suited to encouraging investment
of U.S. capital in less developed countries.

A number of revisions could be made within U.S.
tax laws to facilitate investment in less developed
countries by providing tax benefits for losses. The
risk involved in investing in less developed countries
could be substantially mitigated by extending tax de-
ductions to U.S. investors with respect to currency
exchange losses incurred by foreign subsidiaries.
Tlsese losses are nowv extended to companies that
operate through branches in foreign countries, and
there seems to be no reason wvhy similar treatment
could not be accorded to operations conducted
tlirough subsidiary corporations. Another drawback
contained in Federal tax lawv exists with respect to the
tax treatment of worthless securities. These losses
usually confront investors in the form of government
expropriation, either explicit or de facto. The tax law
requires that such losses be treated as capital losses,
with limited tax benefit except in situations where
the U.S. investor owns at least 95% of the stock of the
corporation that becomes worthless. In many situa-
tions local exigencies require that investment be con-
ducted with substantial participation by local inves-
tors. The limitation on tax benefit from losses on
securities discourages such investment.

The United States should use its influence in every
way it can to encourage regionalism. The web of
tariff and import restrictions that most developing
nations have felt obliged to wrap themselves in vir-
tually excludes economic escape. Tariff restrictions,
for example, may compel a multinational corporation
to erect some sort of manufacturing plant within a
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developing nation, the alternative being the loss of
the market. Competition is vital in the free enterprise
system, but it must be recognized that these same
restrictions can engender a rash of small plants that
are uneconomic. Manufacturing for an entire region
could change this pattern and result in economies for
the entire area.

Assistance

The emphasis by the Peterson Task Force on the
creation of stronger international financing and inter-
national planning institutions seems to me to be well
placed. The concept of the Overseas Private Invest-
ment Corporation to mobilize private-sector partici-
pation has great merit, although experience with it
so far would seem to indicate that stronger incentives
will have to be forthcoming. Perhaps something ap-
prooching investment guaranties will have to be de-
vised. The problem, of course, is that investments
will continue to be judged on their own merits. Cor-
porations will shy away from questionable invest-
ments, regardless of guaranties.

Recent trends to reduce U.S. foreign aid have been
harmful both psychologically and practically. Such
funds have often been directed toward the creation of
economic infrastructure. As such, they have been of
fundamental economic importance to both the recipi-
ent nation and all corporations doing business there.
Obviously, what such aid can do is very limited, but
- if at all possible-it should be continued and
increased.

It has been estimated that seven trillion dollars
would have to be invested to bring the $500 annual
income of one and three-quarters; billion people up
to $750 a year-a level that would be one-half the
U.S. average of $1,500. Seven trillion dollars is 14
times the total capital that existed in the world in
1967. Therefore, any governmental assistance pro-
gram must seem insignificant when compared to the
magnitude of the need. This is no reason for turning
our backs. Because aid can be pinpointed to key
problems, it can have a multiplier effect. The Peter-
son Task Force recommendation that-where feasible
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-more aid funds should be channeled through inter-
national agencies, would help remove the feeling that
aid is tainted and open innumerable doors.

The application of U.S. antitrust law abroad obvi-
ously poses a thorny problem, in part because it is so
little understood. In many instances, it is possible
for U.S. competitors to work together in the interests
of developing nations. But corporations understand-
ably remain nervous. The problem, serious as it Is,
has been magnified out of all proportion, since the
idea of the application of U.S. laws abroad has been
construed frequently as blatant U.S. intervention in
the affairs of other governments. It may be that the
lack of clarity within the law has been an inhibiting
factor. In any event, we must be on guard against
using the specter of antitrust as an excuse for inaction
when our real motivations lie elsewhere.

As we enter the decade of the "70s, the United
States has good reason to take stock of its position in
world economic affairs. Patterns are different. Among
other things, high technology has acquired a force
that would havc been unimaginable a generation ago.
High technology now contributes an estimated $9
billion towards a U.S. trade surplus, compared with
$1 billion by conventional manufacturing. But ex-
pertise in technology does not equip us mentally or
materially to deal with penury. The United States-
in the context of its priorities-must first find its an-
swer to the question: what can-and should-we do
to aid two-thirds of the world escape the crushing
yoke of national poverty?

While developing nations finance 85% of their in-
vestments from their own sources, foreign private
investment, including that by multinational corpora-

tions-selectively applied--can complement and
stimulate this process. The challenge is largely one
of creating the proper incentives, and this applies to
developed and developing nations alike. The devel-
oped nations can offer preferred treatment to blocs,
although they should not encourage one-sided, prefer-
ential tactics by any particular country.

It is impossible to be sanguine about the future of
the developing nations: we must be deeply concerned.

As these nations-with assistance-examine the
profundity of their problems and turn to us with sug-
gestions for collaborative efforts, we must heed when
we can.

Progress demands mutual respect, free of pater-
nalism. It asks broad application of efficacious tech-
niques in education, communications and population
control, as well as major efforts to raise levels of
health and nutrition. Some of these techniques are
within the competence of the multinational corpora-
tions, which-if the problems can be factored into
soluble components-are capable of accepting the
challenge with imagination and skill. Beyond the
technical problems, there are enormous barriers of
tradition and beliefs. Population control offers few
difficulties, technically. In application, the techniques
have failed conspicuously.

At the moment, the future relationship between the
multinational corporation and developing nations is
clearly in doubt. In a non-zero-sum game, this should
not be. If corporation management and government
leaders can display patience and courage in the face
of taunts and tension, the future need not be desper-
ate. If they can display wisdom, much can be
accomplished.
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(From the House Committee on Science arid Astronautics publication
"Applied Science and World Economy")

DEVELOPMENT AND TRANSFER OF MARKETABLE
TECHNOLOGY IN THE INTERNATIONAL CORPORA-
TION: A NEW SITUATION

ANTONIE T. KNOPPERS

Our subject of today is timely and fascinating: it deals with the
place of present and future "applied science"-I wvill use mostly the
word "technology"-in the "world economy," the economic life of
Nation-States and regional groupings.

Generally speaking, mankind enters the third part of this century
with an enormous-largely predictable-potential of technology. to
serve useful ends. The development of such technology is undergoing
unusual acceleration. It is unusual in the sense that the change is not
only quantitative but also-and especially-qualitative. In many
fields the chanceful character of this c an e asgiven place to a delib-
erate "forcing" of new usable technology. This development is
especially apparent in the physical field, but is now also more and more
to be seen in chemistry. We are also on the verge of a revolution in
biological technology. Of many factors making this change possible,
the computer has been a key.

There is not doubt that technology will change the economies and
social structures of the developed world into "p ostindustrial" or
"advanced industrial" societies (to use Herman Ka n's terminology).
It can also uplift the social and economic life of the poorer nations,
but realization of technology's potential here is very difficult and less
likely.

The problem is that gr eat in equality exists in the technological
momentums of nations. This is a matter of concern, because advanced
technology is self-nourishing. Superior technology creates the resources
and attracts the brains that are needed for its own .improvement with
the result that lagging nations will find it increasing ly difficult to catch
up with the technological leaders. Hence the problem of transfer of
usable technology becomes more and more important.

As an instrumentality for the transfer of technology, a new force
has emerged: the large mnternationall active corporation, especially
that based and owned in the UniteT States of America. The bul
of newv marketable technology is developed by these giants. More-
over, wvorldwvide distribution of this technology takes place inside the
international corporation, which is active through subsidiaries within
the sphere of sovereignty of nation-states. This new situation creates
many problems. A confrontation is occurring.

Still it must be realized that "technology" is an expression of what
people or-in broader context-nation-states want and the priorities
they establish for themselves. It is a servant for the realization of
social concepts.

I Dr. Knoppers is Senior Vice President of Merck & Co., Inc., U.S.A.
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Alre ady, de Tocqueville recognized in the United States of America
a strong drive toward "applied science," while valuing the "theoretical
basis" necessary for application. In'1967, Servan--Schreiber, in his
"Le d6fi am6ricain" (The American Challenge) described this question
of attitude as follows: "Such is Europe before the challenge of growth,
before the challenge of power. Such is the core of the problem. It no
longer exists in statistics, but in minds. Which political forces, which
ideas, which men will open them to change?" Indeed, technology is an
expression of people, nations-a result of political and social will

The development of usable, marketable technology is a complex
process. It is therefore important that, considering technology as a
social tool, we have a good insight into its dynamics. Also in this
article, iequalities in development of technology and the question of
"transfer" will be analyzed. The latter is a major problem. Especially
the transfer of technologyv to the underdeveloped nations of the world
for improved comprehension and action.

DEVELOPMENT OF NEW TECHNOLOGY

The dynamics of the development of technology center around
the factors which create the invention (a primary reduction to practice
of an "idea") and its transfer into an innovation (usable technology).
Nearly always an invention is a reaction to a need; its change into
usable technology fulfills that need. The field treated here deals with
"marketable technology," which results from an economic act. I do
not discuss here the question of whether large corporations can control
this demand by, in fact, creating it. Galbraith, in my view goes too far
in developing this thesis, see "The New Industrial State." Kaysen
(Human Values and Economic Policy-1967) put it in a very refined
way: "The objective of the dispenser and marketer is to discover, to
the extent that he can, what consumers will, in the event, readily
learn to like." The study of the direction a market will take can b~e
particularly important. As a practitioner in the development of
marketable technology, I clearly recognize the above possi biities in
consumer product marketing. However,' I have observed that such
"directed" or "learned" demand can be very important initially, but
that later in mass use the product shakes out to its value. After some
time value and sales volume come into balance. The final judgment
of thle market is often remarkably precise.

From a practical point it is important to make a sharp' distinction
between an invention and its transition to marketable technology.
Inventions are produced by a rather small elite of highly trained,
imaginative scientists with a grasp of technology. But- to change
such an invention into a marketable product is a difficult process,
and one in which many other factors must be taken into account: cost,
price, and. vpdue have to be put in balance; a desired reliability has
to be established; a marketing plan and sales estimates must be de-
veloped in order to decide on production methods and quantity, etc.
It is mostly a road on which disappointments abound and technical
compromise is often counted a success. Large groups of people are
involved; intricate organization is needed. And often, a marketable
product is not achieved.

In the drug industry where I am active, Ave find many "leads"-
substances which have a desired action-but most still fail the tests
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of efficacy and safety. It can take years to find a substance which is
a worthwvhile candidate to subject to rigid animal tests to determine
actions, side actions, and toxicity. Even after this, the determination
Of a compound's potential in human beings is an enormous task itself;
a large majority of the substances which reach this stage fail, a few
come through. Their introduction to the medical profession must be
accomp~lanied by education, by information on liow and when to use
the drug. By then development costs and value content are of such
magnitude that the actual production cost is often a minor part of
the total. This fact-basic to highly innovative industry-is often
not well understood. And I realize that it is difficult to explain.

To the degree that it is a reaction to economic needs the process of
invention and innovation takes place only if certain conditions are
met. A prime need is an environment where sufficient science and
available technology is present. Invention and innovation are the
handiwork of people who are knowledgeable and imaginative. Gen-
erally speaking, public opinion overestimates the efforts necessary for
an invention and highly underestimates the efforts necessary for its
development into a marketable product. The so-called technological
gap between the United States and Europe is, for instance, not so
much at the invention level, but finds its cause in the second phase:
the development level. Europe has been a source of unexploited in-
ventions. When-as traditionally in Europe--an educational system
fails to train in sufficient quantities and in proper balance the scientists
and technologists and managers needed, the innovating process lags.

To a certain degree, the creation of marketable technology has to
compete with other forms of usable technology, especially defense and
space technology. They all have their requirements in money, manage-
ment, and people. The priorities are mostl set by the State. To judge
whether the present- balance is right fags~ outside my competence;
moreover, for a long time, it -will be an unchangeable fact. The ques-
tion, therefore, whether there is a fall out or spin off of space and
defense technology into marketable technology-assuming the latter
serves mankind better-is highly important. The argument centers
aroundd the distribution of spending on research and development in
the United States. In the year 1964, out of an R. & D. total of $19
billion, the U.S. Federal Government spent $12.5 billion, industry $6
billion , and colleges and universities $0.5 billion.

it seems that although direct fall out may be limited (and therefore
not well recognized by statistics-conscious economists), the indirect
contribution is very substantial. It is important that,. of these $12
billion spent by the U.S. Government, 60 percent is expended for
pro ects performed by industry with its facilities and personnel.

Yis provides industry with an immense pool of technologists well
versed in fields of great importance to the future of industrial tech-
nology. The interchange and mobility of these researchers'within their
own companies and between companies guarantee a substantial and
essential cross-fertilization and fall out. Possibly one has to live in
technology-directed industry to perceive the real implication of fall
out. Especially in the fields of refractory materials, sensor instrumen-
tation, and integrated microcircuitry based on solid-state techniques,
the spillover to the civilian economy has been considerable. It has
also contribu ted in the training of research managers wvho can handle
complicated projects through sophisticated systems approaches.
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Yet this fall out which Europe professes to envy is not a techno-
logical cornucopia. It directs attention, funds, management, and
technologists to necessary but socially negative projects. To obtain a
more durable material, say, as fall out from a space project, is a
rather costly and indirect route to innovation.

Another cancer in Federal support of research and development is
that such projects can become too. objective oriented. They could
foreclose inapparent but very genuine scientific opportunities. This
danger is somewhat lessened by the fact that creative technologists
always moonlight a little bit

Innovations and their change into marketable technology are in
part tho product of an adequate environment with the proper infra-
structure (science, available technology, technologists). Equally. im-
portant to understanding this process is the realization that it is
executed iii a corporation, where management is the key.

Basically, it is management that guides the interaction between
market research planning and research management; r-nanagement has
to authorize the funds to keel) this process (so necessary for survival)
going. Through Ion "g-range planning it sets goals and guidelines for
the future. All, this planning and action has to be integrated. Organiza-
tion, planning, and drive are characteristics of American management.
Through these, managers control their future. One must look here to
find the roots of the United States-Europe technological gap.

A management concept made IBM, a latecomer, first in the field
of computers: IBM understood that planning and making,' computers
wvas only one part of the business. Hence, the company concentrated
heavily on providing softwarer" and especially on a force of salesmen
and sales-service expenses to round-out its activities in a total system.

Still the core of the process remains that complex process from
invention through innovation to thle marketable product (a route
that includes the creation of marketing and production plans). Both
to finance the process itself (often it is very expensive) and to control
and balance risk taking, size has become an important factor. The
trend toward large corporations (either conglomerate or covering a
broad but defined field) is therefore a natural reaction to the demands
of a technological age.

Ford could withstand its Edsel failure and go on to create the
Mustang because it had enough resources. The Radio Corp. of America
bad reached a peak investment of $130 million in R. & D. before
profitable markets for its color television receivers finally developed.
Given the opportunities associated with size, comparisons between
thle United States and Europe are instructive: in 1961, the United
States of America counted 41 firms with worldwide sales over $1 billion
as compared with 10 such firms in thle Common Market and Great
Britain. Tn 1966, the figures were 79 and 31. Tile trend speaks for
itself.

This trend toward giantism creates newv opportunities and some
Problems as well. On l~e one hand those huge corporations will be a
migh ty force in the increasing exploitation of the unlimited potential
of technological innovation; on the other hand, their size of itself
contains counterwveighing forces which could retard technological
progress (oligopolistic trends). It is my conviction, based upon ob-
servations as one who lives within industry, that the constructive
trend still. prevails.
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The movement toward large corp orations should not obscure the
crucial and useful function of a band of highly innovative small firms.
Their strength lies in their single purpose, and in the total dedication
of their scientist-entrepreneurs (a not too common, but highly effective
combination). Such corporations flourish around technical-academic
centers; they need a banking community inclined to risk taking. (One
finds such firms around Boston; e.g., Route 128, and on the west
coast.) Many of these smaller companies have failed, but some have
succeeded spectacularly (Varian; TFhiokol, Hewlett-packard, Syntex
and many others. Xerox is perhaps the classical example.) Some of
their success is based on the fact that some of the countervailing forces
which exist in large corporations do not exist in smaller ones: e.g., the
latter do not worry about product replacement with its costly retool-
ing, often making production facilities obsolete; on the contrary, the
small innovative firms thrive on their relative freedom.

Although many single-purpose, technology-oriented, small firms
have prospered because they have a captive or assured government
market, this is by no means always the case. Moreover, they keep the
large firms awake, on their toes. (A great deal of insight into this
subject is to be had in a 1967 report by the U.S. Department of
Commerce: "Technological Innovation: Its Environment and
Management.")

Most economists and sociologists (see Heilbroner, "The Limits of
American Capitalism"; Galbraith, I.c.) agree that the process of
innovation-carried ou ythe industrial corporation-has served the
United States well. Alhogh severe disparities still exist within the
American economy, total figures (GNP, per capita income, economic
growth) are impressive.

But in the light of those disparities, the solution of major social
problems (race, urbanization, transport, pollution, education) presents
in a variety of forms the paradox of need within abundance. Present
and future technology combined with the riches of production could
solve these problems.

We see again that technology is the servant of a political will, a
social consciousness, a nationalattitude. There is a hopeful sign that
the present mechanism of technology can be used in new systems to
achieve social goals. It is ever more hopeful that leaders in govern-
ment, scholars, and the industrialists agree on this concept. More
and more, an active discussion and "trialogue" is developing. All these
groups recognize that none of them can handle social tec inology alone.

The outline of this conference suggests some of the future challenges
which cry out for a solution. Can progress toward these solutions be
accelerated by a more directed effort or by concentration of more
scientific resources? I can comment on some possibilities:

1. A cure for certain critical diseases; for example, cancer and heart
disease.

The progress in cancer research has been very impressive in the
areas of diagnosis and treatment. We know much more about the
causes, characteristics, genetic and biochemical factors, the possible
role of viruses, etc. Still, a real solution eludes us. It is unpredictable
when the pieces will fall together-it could be soon or it could take a
long time. Cancer research is typically a field whero Federal support
is necessary. Some of the basic and applied research does not fit too
well into the research structure of the pharmaceuticals. corporations
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(which are still quite active in this field). But it is highly important
that cancer research be considered long range and that pressures for
quick results, or worse, sensational results be avoided. After the prac-
tical failure to solve the problem by random screening, our best op-
portunity lies in fundamental research and understanding. Forcing of
technology does not appear appropriate in this instance.

The various treatments of cardiovascular diseases are in a state of
flux and exciting developments seem likely. Great progress has been
made. In treatment with drugs, the introduction of a safe diuretic
(chlorothiazide) a decade ago has changed a major part of the therapy
of arterial hypertension. Other recent possibilities of drug treatment
of hypertension have made encouraging progress. Still most of these
types of treatment are palliative; they deal pvith some of the symptoms
of hypertension successfully without eliminating the cause. Funda-
mental research, therefore, remains more nec-essary than ever. This is
particularly true in the field of atherosclerosis. Given the nature of
research in this field, both the Federal Government and industry have
to devote substantial energy to this problem.

IProgress in the exciting field of transplants (artificial or natural) is
in a period of acceleration. As it falls outside my competence, I can
only stress here my hope that the problems presented by this type of
treatment be recognized in the broader context. Transplantations
create a set of medicoethical problems (including the right of the
individual to die) of first magnitude. It is not too early for government
to participate intensively in study, discussion, and regulation of these
social an ethical questions.

2. Improvement and rationalization of systems of medical care,
from a systems viewpoint, does not present a choice; it has become a
necessity. It is nece3sary since medical care can thus be radically
improved; moreover, if this is not done, the cost of medical care wil
become prohibitive. One should not underestimate the countervailing
forces in the trend toward rationalization. One would hope that some
of the essentials of the old sy'3tem can be preserved, if necessary in
other forms; e.g., the highly important function of doctor-patient
relationship in the healing process. Healing is indeed a highly complex
process in which sophisticated techniques and technological advances
form only a part, Nhile psychological factors are often dominant.

3. Alleviation of the world food shortage.
Again, the deployment of available technology in a systems ap-

proach could enhance world food production immensely (An example
will be given under the section on "Technology and Underdeveloped
Countries.")

Moreover, new approaches (lysine enrichment, single cell sources,
petro-chemical fermentation, marine resources) can change the picture.
The realization of these opportunities is not so much technical, -but
politico-economical (with important overtones of social acceptance
as regards palatability and dietary restrictions).

4. Alleviation of the world population problem.
The present, nonoptimal technology in the contraceptive field

could, if applied, moderate population growth to economically justified
levels. Improved technology (much of it well along the way from
invention to marketable-or usable-technology) w~ill be available.
In this case it is unnecessary to reemphasize that political, sociological,
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religious, and, above all, organizational breakthroughs have to be
made to achieve the objectives.

The horrible dangers of population explosion are not only misery,
starvation, and disease, but also much more crowded conditions of
existence, which create a whole set of menacing consequences, psy-
chological as well as physical. Accelerated treatment of this problem
is mandatory: there is very little time.

5. Exploiting education's full potential,
Education-better, more efficient, more nearly totally partici-

pative-is our best long-range opportunity It is highly important
that new techniques-~especially the application fteinepa
between electronic devices and deeper insights into the learning
process be deeoe.Hr onwtchnology is on its way.I
sincerely think that this new, still largely experimental development
makes it possible to leapfrog to a new system of education which will
be a qualitative improvement and will make possible mass education
that will help move toward realizing the fullest intellectual potential
of the student.

THE TRANSFER OF'TECHNOLOGY
a. Basic i~ues

In themselves, geographic differences in the production of technol-
ogy are natural. If transfer through the industrial world takes place
smoothly, such differences are even desirable. Regional differences are
quite apparent within the United States. While these disparities create
some problems, they are seldom of an acutely serious nature.

International transfer of marketable technology is less simple, being
subject to many artificial restraints. Before Worl War II, the transfer
of technology took p lace along lines which did not upset national
emotions. Exports of marketable technology in the form of products
usually was te first choice. Imitation or minor innovation in indus-
trial countries often led to licensing. Regular relationships were estab-
lished. The underdeveloped world, however, was still living largely
within a colonial structure, which, among other things, suppressed
indigenous aspirations to at least use available technology to improve
local conditions.

New situations and new reactions to opportunity came in the post-
World War 11 period. American industry certainly had great ad-
vantages on its side. The management of technological innovation had
been improved immensely. The rest of the industrial world had to
rebuild itself. The colonial world was certainly confronted with
enormous challenges and ill equipped to meet them.I

As a natural reaction to a new situation,. the international corpora-
tion thrived. American corporations especially realized that optimal
exploitation of innovations could be better achieved through foreign
(fully or partially owned) subsidiaries rather than through the tradi-
tional first choice of licensing.

As might be expected, this has created problems. Formerly, many
U.S. corporations had friendly, noncompetitive relations wih, their
counterparts in Europe. Now, the U.?S subsidiaries have become
competitors on the territory of these counterparts. Even greater
complications are encountered when these international (orporations
enter underdeveloped countries, which have other value systems and a
deep-seated fear of industrial. imperialism.
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The objective proof of this change in the major route for the
transfer of technology is presented by the substantial increase of
foreign industrial investments. Also changes in regional distribution
are indicative.

While in 1958 direct investments by U.S. industry abroad were $27.4
billion, the total in 1967 (estimated) has risen to $64.8 billion. The
growth of these investments has grown naturally in Canada from $9
to $19.3 billion (plus-i 16 percent). In Europe, however, the increase
was from $4.5 to $20.2 billion (plus-350 percent). In Latin America,
the growth was from $7.8 to $12.9 billion (only plus-65 percent, with
some retardation in the last 3 years). The growth in the really poor
world is even poorer and more erratic. These figures (Time magazine,
Dec. 29, 1967) p resent the story in a nutshell.

For practical reasons, therefore, it is desirable to discuss the new
problems in the transfer of technology (in the form of direct industrial
investment by international corporations) in two parts: one dealing
with transfer between industrialized states, specific ally between the
United States and Europe; the other, the aspects of transfer to the
underdeveloped world.
b. The transfer of technology between industrialized states withh special

reference on the "technostructure" or "technology" gap)
Generally speaking the technological gap is defined as a disparity

in the development of marketable technology in important sectors of
the economy. It is true that in very important sectors (computers,
electronic circuitry) America dominates. But this is not the whole
story. In many other areas there is a fair balance (see Dr. Robert
Charpie, Union Carbide-who points out that there is no real gap in
the technology of nuclear energy, metallurgy, and chemicals- (Deau-
yille paper, 1967). These are certainly important sectors of the
economy. In some other fields Europe is ahead: glass technology and
certain optical instruments, etc.

The technological relationship between the United States and
Europe is deeply influenced by discussion, emotions, and frustrations
concerning the technological gap. The situation has received greater
public attention since the publication of Jean-Jacques Servan-
Schreiber's book "Le d6fi am6ricain" (The American Challenge). The
book is brilliantly written (notwithstanding what seems to me a
somewhat uncritical use of many statistics) its message is often very
much to the point. While the suggestion of an "economic satellization"
of Europe seems exaggerated, the political and cultural questions
raised are at least debatable. It makes sense) therefore, to put the
gap into perspective and debunk some of the fallacies and exaggera-
tions about it.

The fact that the United States dominates such very important
fields as computers and electronic circuitry causes worry Adtthi
the fact that the U.S. corporations are very often superior in organiza-
tion and marketing, and one can understand Europe's outspoken
misgivings about the technology gap. Moreover the gap seems
to widen due to a complex combination of factors.

During the discussion of "development of marketable technology"
the primary role of management was established. Many analysts
have come to call the disparity a management gap. But many other
factors are involved. Even management itself is the result of a national
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attitude. When onte defines "technostructure" as the total set of
factors which influence the development of usable technology, the
term "technostructure" gap might be the more appropriate one.

Indeed, American management has a competitive edge. Its inte-
~ ated planning is often superior, its quality continues to increase
naturally some large European firms are on the same level, but ther e

is broad agreement that at the middle-size level there is a qualitative
difference). Education resources available for management are just

groig from infancy to more mature levels, their added impact will
bfelt lter.

A second factor advantageous for the U.S. international corporation
is its size as reflected in the need for critical mass to conduct sophisti-
cated research, in financial resources (not in the least its self-financing
potential), in flexibility, and in fast adaptive reactions.

Also working to the advantage of American firms is a psychological
asset: greater courage to delegate authority, when compared with
their European counterparts.

Mobility and chances of promotion inside U.S., corporations, based
on ability and drive, contribute strongly to the m~otiviation of young
managers and researchers. Very important also is the mobility of this
group between companes, government, and universities. The mobility
gap in Europe is only slowly being cured.

Europe has had its fair share of inventions, but it has often failed
to transform them into marketable technology. One explanation is that
American management is very resolute in pressing the execution of the
transformational phase; the lag between invention and marketable
product has to be shortened if leadership is to be maintained. Holog-
raphy (a realistic three-dimensional photography from which many
other innovations are evolving) was discovered by Prof. Dennis Gabor
in London. But its trans-.ormation into its usable potentials has been
pursued most fiercely in the United States. One example out of many.
And again it is worth noting that European companies often do re-
search on a level well below-the critical mass needed for success.

The number of able technologists available in America is about 2.5
to 3 times as large as in Europe. This disparity reflects an educational
system in Europe where excellence in small groups is preferred to mass
education. A massive pruning often excludes just those people, who,
with proper training, could be important in carrying forward the
arduous process through which a basic invention becomes a marketable
product. This sorry state might have its cause in the rather low social
acceptance and the underpayment of technologists (especially in
Great Britain). An educational system is necessarily a mirror of the
society it serves and it stresses what that society fi imortant. So a
mere change of curriculums will not produce results, unless it is a real
reflection of a change of attitudes toward technology. The present
attitude of European society is the main cause of the "brain drain."
As this transfer of human resources moves from industrial countries to
the United States, it is to our great advantage, and steps should not be
taken against it by the United States.

There is one major frustration that the Europeans have created for
themselves. Already in 1965 Prof. C. P. Kindleberger of MIT pointed
out that the American international corporation took optimum ad-
vantage of the Common Market structure. It set up an integrated net-
work of subsidiaries, complemented its structure by clever acquisitions
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and built in great flexibility. Due to lack of progress toward certain
critical aspe ts of harmonization-especially the-lack of a European
company law-mergers between European firms for all practical
purposes take place only through acquisition of one national firm by
the other.

The present stagnation in the Common Market does not portend
well for a breakthrough. It will even stimulate national mergers, which
might kindle parochial nationlism. Europe needs, on the contrary,
a politico-economical structure of European size, not a simple addition
of the economies of the existing nation-states. Imitations such as a
technological pool (Wilson; Fanfani) are p alliatives. Servan-Schreiber
is right in his admonition that Europe should define its technological
goals and focus its efforts carefully on them, and effect programs
which go to the core of the problem and create the changes which
are needed.

I do not believe that the cries that Europe is becoming satellized
through the economic power of the American giant corporations are
warranted. Although their investments and influence are growing,
their power inside a nation-state is limited, and the absolute level of
direct investment ($20 billion) is in reality quite modest. Allowance
must be made for the dynamic nature of the relationship. The very
fact of the studies, discussion, and high political interest at this early
stage gives encouragement that a sense of proportion and balance
should prevail. For the future it is important that discussion and
analysis o'J the technostructure gap be factual and constructive. The
efforts in the OECD to study the quantitative and qualitative aspects
are well underway and will be elucidative. A new conference of the
Atlantic Council on the subject is planned for mid-1968.

One aspect deserves special treatment, since it is so largely political:
the computer gap. As long as modern computer techn ooy, is freely
purchasable, the manager or the technologist does not wvorry. The
politician knows, however, that computer technology holds the key
to modern technology and perhaps even the power of the modern
state. He fee.rs that at critical,' moments new computer technology
might be wvNit hheld. This happened in France a few years ago when
an export permit was denied by the U.S. Government for certain
equipment needed for the French atomic energy program. This
political decision by the United States had unfortunate repercussions:
by dramatizing the dependence of certain aspects of French defense

and technical development programs on the United States, it blew
the technological gap idea out of al proportion.

I predict th at Europe will be resilient in keeping the technostructure
gap manageable. Many American techniques, Including management,
w~ill be emulated because of their demonstrated effectiveness. A modus
vivendi will be found for the optimal functioning of international
corporations in the European nation-states. Europe's chief obstacle
is th,-. stagnation of the movement toward supranational economic
integration'. Whether West Europe emerges as an entity or wvill remain
a group of separate nation-states (limited to some opportunistic
economic integration) cannot be predicted with certainty today.

In any event, the United States should strive to maintain its
technological lead: here lies its protection for a favorable industrial
balance of payments. This position is ain essential for the continued
exercise of our functions as a world power.
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Canada is a special situation-a nation with separate traditions,
but with most of its inhabitants living in a narrow zone bordering the
United States. U.S. industrial investment is very heavy (over 41
percent of the total). This causes real problems, which, however, are
still, manageable. Still it points to a lesson: economic interdependence,
even if it means dependence to a larger degree, does not necessarily
lead to national political dependence. Canada remains a sovereign
nation-state.

The case of Japan should be mentioned: in the sectors where Europe
has problems, Japan can proudly claim to hold its own. In some way,
the Japanese case is rather unique: aggressive management, hard-
working labor, change from low-class mass production into quality
achievements, all well protected by the Ministry of International
Trade and Industry (MITI). Moreover, Japan is itself advanced in
the fundamental sciences covering electronic developments. Part of
the examples are transferable: daring management and hard work.
There is not much of the "I'm all right, Jack" attitude in Japan. On
the other hand, the more Japan becomes an advanced technological
power, the more it will have to liberalize its protectionist policy. But
the Nation will meet this challenge from a position of strength.
c. Technology and the underdeveloped world

It would make sense if the effort and emotions now directed to the
technostructure gap between the relatively rich, the United States
and Europe, were applied to the really desperate problem of the ever-
widening gap between rich and poor nations. Once-specifically after
the Marsh=l plan was successful-it was hoped that an infusion of
monetary aid on a government-to-government basis would help build
an infrastructure that would permit an intensified transfer of tech-
nology throuh the private sector. This would have led to self-sustain-
ing growth, hfopefully of a type most appropriate to the country in
question.

There have been successes. GNP's have increased in the aggregate,
but taken as a whole, expectations have not been met. Disappoint-
ments and frustrations are now the order of the day. Yet, the recogni-
tion that the problem is much more complex than had been anticipated
is a healthy development. The pertinent recognition that the solution
extends beyond the realm of technology explains a paradox: while
much technology is available to promote substantial growth for the
underdeveloped countries, attempts to apply it have not lived up to
expectations. The answer lies in the attitudes and traditions of both
the industrialized countries and the underdeveloped ones themselves.
(See, for a brilliant analysis, Theodore Geiger's book "The Conflicted
Relationship," 1967.)

As Harvard's John Montgomery has recently pointed out (Inter-
national Development,~ March 1967), planned technological invention
in a less-developed nation must take into account the strong interplay
of noneconomic factors. He lists three: how well the imported tech-
nology fits into the traditions upon which it impinges; the communica-
tion by which the new element is diffused; the capability of the recipi-
ent nation to implement the required progress of action. To quote
Professor Montgomery: "Each of these three factors has been neglected
in toto in the blind assumption that technology, like dollars, is a uni-
versal medium of exchange."
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As a consequence of misunderstanding,' a vicious circle has devel-
oped: the richer countries demand that the poorer ones adopt a num-
ber of economic plicies in order to use outside aid efficiently. Yet such
policies can oftenoonly be adopted by the poor countries in a later
stage of development. This vicious circle can only be broken by the
rich countries. At the present time they do not show many signs of a real
political will or inclination to do so.

Economically the. weak dynamism of development is distinguished
basically as a defective process of capital formation. Capital formation
is here no economist's abstraction: it is the basic investment process
through which savings are transformed into instruments of production.
Not only are local savings inadequate, but substantial stoppage occurs
in that such savings are often channeled to more developed areas for
investment in the industrialized world. Anyway, what is left of present
local savings is completely periled by the service debt.

Politically, there is no better way to characterize the stagnation
than in the terms of the simple and ubiquitously evident lack of polit-
ical will (the term is used to mean the resolution by a government, as
exemplified by its actions, to carry out programs to achieve national
goals). The rich countries recognize the importance of complementing
the efforts of the poor ones-for altruistic or strategic reasons. But the
long-range character of the process and the present disappointments
work against more magnanimous appropriations. Behavioral patterns
as reflected in the acts of some underdeveloped countries do not help
either, but they can better be excused. The whole matter is leading to a
confrontation at the UNCTAD meeting this year.

Some general steps can be taken by the industrialized world without
much sacrifice (preferences for manufactured goods; some commodity
agreements; some sort of fund protecting specific underdeveloped
countries against uncontrolled deterioration of trade-all complex
mechanisms-but technically possible). They would at least demon-
strate a political will by the rich countries to attempt to break the
vicious circle.

The international corporation certainly offers great opportunities
for the transfer of technology to the underdeveloped world. But it is
at the same time a frigyhtening phenomenon for them: the personifica-
tion of economic imperialism.

We have to return here to a basic fact. The capacity of the poor
countries to make meaningful inventions themselves is minimal. Their

capbiltyto change inventions into useful technology is extremely
lim~ited.{In that sense they are dependent on the industrialized world.
Still, such a technological dependence can be recognized and accepted
without loss of their precarious independence.

But now other values come in. Motivations for economic growth
may be totally different than, those of the highly developed nations.
For instance, in large areas of Africa, regional concentrations of tribal-
ism prevail (and, why not?).

In two areas the rich nations could demonstrate greater concern for
those less developed technologically. Education is an essential pre-
condition. Most needed is education on the high school level, and this
is where funds would be of the greatest value. In this light, the non-
funding of the International Education Act is a clear symptom of lack
of political will. Some useful steps might also be taken to imiU*t or
reverse the brain drain of technologists from the underdeveloped
countries. It is a serious loss of lifeblood.

62-790 0 - 71 - pt. 2 - 13
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On the positive side, the oranizers of the Franklin books programs
are pursuing an imaginative effort to break the vicious circle by estab-
lishing local bciok publishing industries and training the needed per-
sonnel. Their acceptance in underdeveloped countries proves that
methods can be designed that overcome fears. Another example is
presented by working group under the auspices of the Business
Council for International Understanding (BCIU) which has developed
(through a systems approach with the help of computers) an agro-
model, which could make India self-sufficient in feed-grain production
in the early seventies.

Besides the normal scope of steps which could stimulate action of
the international corporations in the poorer part of the world (tax
incentives, investments guarantees, etc.) new possibilities lie in
systems approaches in which many parties (governments, financial
institutions, international and local corporations) cooperate. Agree-
ments for such collaboration could take many forms: consortia, man-
agement contracts, public enterprises gradually to be moved to the
private sector, etc.

Some successful mixed approaches have taken p lace. Present efforts
in the fertilizer industry in -India, for example (how frustrating they
often have been for parties speaking a different language, not so much
literally as figuratively) show signs of success. New was have to be
found. Some are being explored by the refreshing FAO-Industrial
Committee-a cooperation between FAQ, and technology oriented
industrial corporations.

It might be that a pure technological demonstration conference
could be helpful. It would. p resent methods on how large problems
of industrialization-especially in the agricultural field-could be
solved and how this could lead to further developments; it could
suggest whichL available technologies could be adapted for economic
growth at a certain stage. By keeping such a conference purely
technical the interest of the underdeveloped countries could be
whetted and it ight create enthusiasm in the richer countries.

We should not lt the magnitude of this challenge frighten us to
retreat from engagement into the comfort of our own society's beguil-
ing affluence. Technology can be an instrument of mutual 'progress
and mutual understanding for'all, nations. In a hostile and dangerous
world, to hoard it selfishly or to use it for a lesser purpose woulld be
unworthy of the nation that we are.
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I. WE HAVE A PROBLEM -- MORE DOLLAR CLAIMS OUTSTANDING
THAN WE CAN PAY WITH GOLD - - OR GOODS

Over the past quarter century we have sent more than

$300 billion abroad in purchases, investments, tourism, aid and

other expenditures. Some $45 billion of that remain abroad.

If the foreigners would use those dollars to buy our goods, our

business would boom, employment would be high, and our nation

would prosper. But they are not using those dollars to buy our

goods and the consequent glut of dollars has moved into their cen-

tral banks with resultant inflationary pressures on their economies.

They resent this and blame the United States for upsetting their

domestic economies.

Why is it that they do not use the dollars to buy our

goods? Because our goods are too high priced. The foreigner can

exchange his dollars for another currency which will buy more

foreign goods than the dollar will buy in American goods.

Under these circumstances the United States has three alternatives.

We can:

1. Reduce our foreign expenditures (curtail imports,

tourism, foreign travel, etc., reduce or eliminate foreign aid,

military assistance, and our foreign expenditures for the

defense of the free world, or some significant part thereof);

2. Reduce our costs and prices in dollars; or

3. Reduce 'Air costs and prices in terms of other

currencies (by reducing the parity of the dollar in relation

to other currencies).
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Perhaps there is a fourth alternative -- to do nothing.

That escape is attractive because none of the foregoing three alterna-

tives is very welcome.

Alternative 1. Although there may be room for consider-

able reduction in our military expenditures -- at least those that

are partially for the benefit of other countries, especially NATO

and Japan, our country is not disposed to pursue the first alterna-

tive at this time.

Alternative 2. To reduce our dollar costs is to challenge

the power of organized labor.

Alternative 3. To reduce our costs in terms of other cur-

rencies is to reduce, and in some instances, eliminate, the surpluses

now enjoyed by the other principal trading nations.

As the aggregate international payments must balance, it

is obvious that if we eliminate our deficit (by any of the three

means) it is inevitable that the surpluses of some other nation will

be converted into a deficit. Thus, despite their exhortations to do

so, the reduction of our deficit may antagonize certain of the other

countries now in surplus. If they seek to do so, they can thwart

our purpose by further devaluations of their own currencies.

Thus, to achieve any lasting near-balance in world payments,

it is imperative that we reach some agreement with our principal trad-

ing partners, both as to realistic parities and as to payment balances.
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A. The Development of the Problem

For more than a century after the creation of our

country, we Americans worked hard and produced large quantities

of goods for ourselves and, as a consequence, our standard of

living improved. As our large domestic market gradually allowed

us to mass-produce goods, our prices were reasonably low, and we

sold an increasing volume of such goods abroad. We bought things

from foreign countries too, but not as much as we sold to them,

partly because, with smaller markets, the foreign nations could not

produce as cheaply as we. As a consequence, for most of the past

century we sold abroad move than we bought from abroad -- that

is, we had a consistent "balance of trade" surplus -- and it was

one of significant proportions.

But after World War II we increased our expenditures

abroad. We bought more goods but, in addition, we began to spend

enormous sums of dollars abroad for other purposes.

Under the Marshall Plan and other programs, we gave

economic assistance to many countries.

To bolster friendly governments, we gave military aid.

Our people, feeling rich, took vacations abroad.

Our companies saw opportunities to build plants abroad.

As other shipping lines buy their ships at lower cost

than we and pay their seamen less, their freight rates were lower

and so we used foreign ships.
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We bought lots of insurance abroad because foreign

underwriters have quoted lower prices and covered more risks.

That is all right. We can't be best at everything.

So what's the problem?

1. The Increase in Our Dollar Liabilities

It is hard to see unless we begin to look at some

numbers. From the end of the war through 1970:

We gave away anid/or loaned
without repayment about $85 billion
in economic assistance.

Our military assistance programs
added an additional $40 billion
to our foreign expenditures.

Our tourists spent an aggregate of $38 billion
in foreign travel.

Our total private foreign invest-
ments rose by $90 billion

Other "invisibles," insurance,
shipping, etc., added another $50 billion

For a total of about $300 billion

Three hundred billion dollars is quite a lot of money,

even for the United States. In fact, it is a great deal more than

our trade surplus brought in.

So, instead of bringing home additional funds, we sent

far more dollars abroad, and we did this year after year. In

fact, despite our trade surplus, we had a deficit in our over-

all payments -- which we call our "balance of payments" -- in

19 out of the last 11 years.
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These dollar claims held abroad increased from

$7 billion in 1950 to $143 billion at the end of 1970. One

country, Germany, has had an increase from less than $1 billion

in 1950 to approximately $3 billion in 1960 and to a reported

$12 billion at present. At the close of 1970, Canada had about

$41 billion and Japan about $5 billion.

The trouble is that the foreigners don't want to use

enough of their dollars to buy our products, because our prices

are too high. They may buy their wheat from Canada at a lower

price, their machine tools from Germany and their cameras from

Japan. They do buy some computers and airplanes from us -- but

not enough to use up their accumulated dollars.

Nevertheless, the United States need not hang its

head. We still have our traditional surplus on our balance of

trade, although the $2.2 billion of last year was less than half

our level before our prices and costs began to move upward so

rapidly in 1965.
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Between 1965 and 1970, our imports rose from $21.5 to $39.9

billion, an increase of 85 per cent. Our once respectable

merchandise trade surplus has dwindled.

We also have a surplus on our over-all international

investment accounts -- of $3.5 billion in 1970, as our net foreign

investment earnings of $6 billion more than offset our net out-

flows for new investments. All in all, therefore, the private

sector of our economy has done quite well with a still signifi-

cant surplus. But this has been more than'offset by the expendi-

tures of our government for foreign aid, for the defense and

security of NATO and Japan, and by our expenditures in Vietnam.

If these expenditures are to be maintained, they will have to

be covered by our trade and investment earnings surplus. But we

have not been able to do that,

U. S. BALANCE 'OF PAYMENTS -1970
(billions of dollars)

fleceipts Expenditures Balance

Mercliaradise 42.0 39.8 2.2
Trael 2.3 3.9 -1.0
Shipping, in~urancc, and otlier 0.0 7.0 -1.0

Iicivisibles
Income *it incestrnents 1 1.1 5.1 6.0
tf~iftdry tranv.rtionq 1.5 4.8 -3.3

Foicipfn eid 1.7 4.9 -3.2
Foiei-n invesimit 6.1 8.0 -2.5
Unrecorskl outflowv of fmtds, vtie 1.3 -1.3

Total 70.7 75.4

As measured in our balance of payments accounts, our

foreign aid and military expenditures totaled $6.5 billion,
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leaving an over-all payments deficit of $4.7 billion (after exclud-

ing our allocation of SDRs). A reduction in our aid and military

expenditures would help moderate the rise in our cost structure.

With that in mind, it would be appropriate for us to ask the other

nations, particularly Germany and Japan, for whom we have done s0

much since the end of the war, to bear a higher proportion of world

defense and aid expenditures.

Thus, yoo~ can see that the foreigners do not spend any-

where near all of their dollars to buy our goods but, on the contrary,

the German auto maker, the French vintner, the country receiving

military assistance, get more and more dollars. They have more dollars

than they want, so they have taken those dollars to their local banks

and exchanged them for their own currency or for Canadian dollars or

yen or Deutsche marks.

It is this failure of the foreigners to use their dollars

to buy our goods (because they are priced too high in relation to

goods from other countries) that is the heart of our problem.

Present levels of aid, investments, invisibles and imports would

all be sustainable if the dollars so moving abroad were turned

around and sent back to the United States for goods we produce --

but they are not. Our prices are too high. Thus the foreigners

have accumulated more dollars than they want.

For the past several years this fact was obscured because

the foreign commercial banks were quite willing to accept the dollars

because they knew that they could (whenever they wanted to) take

those dollars to their central bank and get their own or other

currencies at a fixed price. Besides that, the commercial
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banks were able to lend out those dollars at higher rates than

they could lend their own currencies. This was due to a restricted

supply of funds and interest rate regulations in the United States

which caused Americans to borrow a lot of these dollars owned in

Europe (hence called "Eurodollars").

However, funds are now available in the United States,

and at lower interest rates than in Europe. Americans have repaid

some of their Eurodollar borrowings, Eurodollar interest rates

have dropped, so the foreign commercial banks no longer want

to hold as many dollars. As a consequence, they take the

dollars to their central banks and obtain other currencies

in exchange.

2. Our Promise to Pay in Gold

In 1945, the central banks agreed that they would buy

and sell currencies at fixed parities (or exchange rates) in

relation to the dollar and to gold.

Hence, the foreign central banks have accepted the

dollars from their commercial banks, both because of that earlier

agreement and also because the dollar is the principal international

currency. Perhaps even more important, the foreign central banks

had been assured* by our government that the Treasury would buy

those dollars for gold at a fixed price (of $35 per ounce of gold)

any time the central banks so desired.
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In view of our promise to convert dollars into gold at

a fixed price, each such central bank was quite willing to accept

dollars in settlement of transactions with other nations. Indeed,

since not much gold was being mined, the foreign central banks

were glad to have an increasing volume of dollars to finance the

rapid growth in international trade. Thus for years the accumula-

tion of dollars abroad was welcomed. It overcame the "dollar gap"

of the forties and early fifties and created little concern until

quite recently,~

So what has changed?

The one thing that always makes a creditor uneasy --

uncertainty as to whether the debtor can pay.

3. Our Inability toPa

But how can anyone question the ability of the great

United States to pay? Is there any question of its honesty or

its good intentions? No, but the United States has said that it

would redeem all of those $43 billion of dollar claims (or so

much thereof as are presented by the foreign central banks) and

pay in gold at the fixed price of $35 an ounce.

Twenty years ago we could easily do so for we had

$23 billion of gold to pay a modest $7 billion in short-term

dollar claims.
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But in the last twenty years, while we were spending

all of those dollars abroad and were also using our gold to pay

for some of our deficits, our gold supply has diminished. As the

claims against us have risen, our ability to pay hasdeclimed.
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As of December, 1970, we had $43 billion of short-term

claims outstanding and only $11.1 billion of gold with which to

meet those claims.

Our situation may not be quite so bad as that sounds.

We have some other assets besides our gold -- and short-term "'swaps"'
or borrowings.

At -the end of 1970 we had -

$600 million of convertible currencies

$1.9 billion of IMF drawing rights

$900 million of SDR's, as well as that

$11.1 billion of gold

for a total of $14.5 billion.

But still that is only about one-third of the short-term

claims held abroad.
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Even so, the Treasury isn't required to pay gold for

all of that $43 billion of foreign-hr.Ld claims. They have only

undertaken to pay gold for such amounts as are presented to us

by the central banks.

As of December, 1970, the foreign central banks held

only $20.1 billion. That is not $43 billion, but it is more

than the $14.5 billion we have in gold, convertible currencies

and drawing righ-ts all put together. We can't even meet those

claims if they are presented by the foreign central banks.

Our problem is simply that foreigners have more dollars

than we can redeem in gold or goods -- at present prices. As a

consequence they do not put as high a value on the dollar as they

did -- nor do they put as high a value on the dollar as they put

on the number of Deutsche marks or yen or Swiss francs for

which they could exchange the dollar at recent rates. Thus

they turn their dollars into the central banks which now have

more dollars than they want;'

4. Is the Problem Really Serious?

(a) The Foreign Central Banks Ma

After all, the other nations are more interested in

international trade than are we. For most foreign countries

international trade constitutes a far-larger part of their total
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activity than is the case in our country. To carry on this very

extensive and rapidly growing trade between nations requires a

medium of payment, a currency that is both --

(i) universally acceptable, and

(ii) outstanding in an adequate amount.

No currency other than the dollar quite meets those two

,requirements. Sterling did for several centuries, but in view of

the deterioration in Britain's position, the loss of its Colonies,

and its several successive devaluations,sterling, though still a

respectable international currency, is not as desirable as the

dollar.

The Deutsche mark and the yen are stronger than the

dollar, perhaps under-valued and universally acceptable, but they

are not available in anywhere near sufficient quantity to finance

world trade. Thus, with no other entirely acceptable alternative

available, the world's central banks don't want to see the dollar

abandoned as a world currency. At least not until there is a better

alternative currency in adequate supply. Ten years from now the

Common Market countries may have a common currency which meets the

two requirements and it may serve as a second reserve currency or

even displace the dollar as the dollar took the place of sterling.

But such a common currency will not develop overnight.

So, in the meantime, what can the central banks do?
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Throughout 1969 and 1970 when the commercial banks were

holding the great bulk of the foreign-held short-term dollar

claims and enjoying high interest rates, which they received

thereon, the foreign central banks were relatively content to hold

their dollars -- and to get a nice return on their dollar claims, too.

At the same time they urged the United States to "get its house in

order," that is, to slow the rise in our prices (particularly in

the export pricesof our manufactured goods), increase our exports,

and achieve a balance in our payments. The foreign nations, and

especially France, may also have enjoyed criticizing us a little

in view of the fact that until a few years before we had been quite

critical of those countries whose loose domestic policies had resulted

in the necessity for their devaluations. But beyond their sancti-

monious speeches at the annual meetings of the IMF, they were' not

willing to do very much. In fact, although they urged us to get

our payments into surplus, none of them offered to turn their own

surpluses into deficits. However, Germany now has on three

occasions permitted its currency to rise in relation to the dollar

which has hurt its exports and helped ours.

On the most recent of these occasions earlier this month,

Germany, after ceasing to support the dollar at the official rate

of $1.00 to 3.66 Deutsche marks, sought to achieve an agreement

with the other Common Market countries whereby they would all adjust

their currencies in relation to the dollar. This might have

relieved -- temporarily -- some of the existing stresses and might
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have made U.S. dollar prices more competitive in world markets.

But (aside from Switzerland and Austria which are not members

of the Common Market) only Belgium and Holland were willing to

cooperate, and Belgium only to a limited extent.

Thus, the first of a probable series of crises has

passed. And as Paul Samuelson observed, "It was no economic

Pearl Harbor."

So why worry?

'Well, we might worry because far from "getting our house

in order," our position continues to deteriorate. Our balance

of payments deficit (excluding our receipts of SDRs) was $4.7

billion in 1970; the foreign held short-term claims increased by

about $2 billion in 1970. Our supply of gold, hard currencies

and drawing rights decreased $2.5 billion in 1970, and the

situation continues to deteriorate. We are not using our time to

get our house in order. The situation grows worse by the month!

Second, we might worrry because our domestic interest

rates have come down. This has occurred because -- for domestic

reasons -- we have shifted our monetary policy from one of restraint

to one of greater ease. Perhaps the decline is only temporary, but

in the interim there is less demand for Eurodollars abroad. Conse-

quently, more and more foreign commercial banks have been turning their

dollars into the central banks, and at a staggering rate.

BEST COPY AVAILABLE



782

BMW Foreign Centril San!h Hiquld Rollar Claims

20

15

1969 1970 191

On three days in early April some $2 billion~ had to be

absorbed by the Bundesbank, and on May 4 and 5 another $2.2 billion.

This triggered Germany's determination to float the mark. After

some brief interval, it is likely that Germany will stop floating the

mark and fix a new rate. Since that German action, both that country

and Belgium have attempted to discourage any further movement of

foreign owned funds into their countries (by prohibiting the payment

of interest thereon). Other restrictions on capital movements are

likely to follow.

Third, we might worry because as dollars are presented to

a foreign central bank i-ipaqs to issUe, its currency in exchange.

This increase in its money supply may create inflationary pressures

within its country -- perhaps at~a. time when this directly thwarts
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its intended anti-inflationary policy. This was the case in the

recent inflows into Germany and explains why the foreign central

banks deeply resent such inflows. They feel that the United States

is creating the problem for them -- and not assuming any

responsibility for its solution.

Fourth, and most important, the torrporary "relief" accorded

the dollar by the floating of the mark and the modest changes in the

other currencies will only tend to reinforce the conviction of our

people that they can devote their attention exclusively to domestic

problems. Statements that the recent disturbance was a German

problem, thereby apparently denying any responsibility on our

part, is, unless it was merely a trading gambit, the expression of

a truly uisturbing point of view. The present crisis is no+ due to

short-term speculative swings seeking arbitrage. On the contrary,

it is an acceleration in the movement away from the dollar that has

been going on for several years and gaining velocity over the past

few months. The professed attitude of the Administration (which

would appear to be that of a detached observer) appears to be

one of relief that the crisis has passed. Instead of taking the matter

seriously and attempting to regain competitive prices for cur goods

around the world, it suggests that they will continue to stimulate

the economy for short-range domestic reasons -- either unmindful

of, or unwilling to acknowledge that, the inevitable result of this

stimulation will be more rapid increases in our domestic prices anda

further worsening in our competitive position in world markets. (It is to

be hoped that this is merely a pose to distract the world from still

secret efforts to achieve a multi-national agreement on new parities.)
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Thus, though we may feel relieved by the passage of

this crisis, the longer-term result may be merely to exacerbate

an already serious problem --. prices out of line with world markets

and a further destruction in foreign confidence in the dollar.

Fifth, looking even further ahead, our own unwillingness

to attack the underlying issue of "overpriced U.S. goods" and

consequently our postponement of corrective action, may accelerate

the development of the Common Market's common currency. The

prospect of such an acceptable'~world currency does not concern us

today, but it may on some tomorrow. If it becomes the world's

number one currency, then the United States corporation desiring

to invest abroad will find itself in the position of the European

corporation today. To invest, it would have to borrow a foreign

currency which neither it nor its home banks can generate at will.

Thus, our corporations will be severely handicapped, just as

British and other foreign corporations, which cannot use their

domestic currencies abroad, find themselves handicapped today.

To me it is tragic that the United States, the richest

country in the world, is a debtor which is unable to meet the

demands which at any moment may be made against it. It is almost

equally unfortunate that our government seems to be unwilling to

give the problem's solution any priority.
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Many observers continue to say, "Don't be concerned.

The United States is the banker to the world and, like any other

banker, it can't afford to keep itself so liquid that it could pay

all of its deposits at any one moment. Besides, it doesn't need to,

since the depositors will not all seek payment at any one time."

But that is far from an apt analogy. When an ordinary

commercial bank is faced with withdrawals in excess of its cash

and quickly marketable securities, it can go to its central bank

for liquidity. But there is no equivalent place for the U. S.

government or its central bank to go. Furthermore, the ordinary

commercial bank has total assets far in excess of its liabilities.

Beyond its liquid assets, it has extensive longer-term assets,

nbtes and securities which provide the base for its borrowing of

cash from its central bank. But the U. S. Treasury has no similar

assets to support the dollar.

Thus, today if the foreign central banks should press

for payment, our Treasury would be unable to pay its debts as

they are presented.

So today we cannot redeem our outstanding obligations.

In that sense, our nation is insolvent. As Gottfried Haberler

has suggested in a recent study:
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"To put it bluntly, it is now fairly generally
realized that.... .the dollar is de facto incon-
vertible into gold, at least for large suns ....
Foreign central banks cannot convert large suns
of dollars into gold..., as France did under
DeGaulle in the 1960's."*

We avoid the humiliation of presentation and confessed

inability to pay only through the forbearance of our creditors -

the foreign central banks.

Economists at one end of the spectrum argue that the

growing discrepancy between the U. S. gold reserves and the volume

of foreign-held dollar liabilities will eventually undermine confidence

in the dollar and lead to a crisis. But they differ as to the

solution. Some, such as Jacques Rueff, for example, want to go

back to the gold standard, after doubling or tripling the price

of gold. Others, such as Robert Triff in, want to avert the danger

by making the IMF a real world central bank, a lender of last

resort with broad money-creating powers.

Economists at the other end of the spectrum, while con-

ceding the deterioration in the competitive position of the

United States, st-.ll contend that the other nations have become

so dependent upon the dollar as to have little choice in the matter.

They may either go on accumulating unwanted dollars or alter their

own policies, reducing their own payments surplus (and incidentally

our deficit in the process) by appreciating their exchange rates,

by reducing their trade barriers to our exports or perhaps even by

assuming a greater portion of the foreign aid and defense expenditures

*Gottfried Haberler and Thomas D. Willett, A Strateg for
U. S. Balance of Payments Policy, AmericanEtrprFise
Institute Fi Public Policy Research, February, 1971.
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which the United States now bears. Thus, economists of this

view argue that we should not be overly concerned with our

payments deficit.

I hardly need point out, however, that our creditors

are not inclined to blame themselves for our situation. Some

feel that they adopted the domestic disciplines required to pre-

vent their own prices from rising and should not now pay the price

for our unwillingness to do the same. As a consequence, they are

unwilling to revalue their currency upward (and, therefore, lose

exports and create a deficit in their payments balance) just to

help us -- at least not until we show some willingness to take

the steps required to solve our own problem.

(b) Is-the Problem Just a TefLnparary O~ne?

Some argue that the problem is temporary and suggest it

is already improving. They point out that wages rose faster in

Japan last year than in the United States. It is true that the

average wage in the steel industry in Japan went up about 17 per cent

as against an increase of only 5.6 per cent for the steelworker here.



788

-23-

But the Japanese wage went up from $1.54 per hour to about $1.80

per hour, an hourly increase of only 26c , whereas our workers'

wage went up from $5.38 per hour to $5.68 per hour, an increase

of 30t. Whose wage went up the most? Which nation became less

competitive in its costs by virtue of those increases?

Some writers say that high wage increases in the United

States (an average of 12 per cent in the first year of the new

contracts entered into in 1970) are not really significant in view

of the fact that two-thirds of the labor force is non-organized.

But, as every business manager recognizes, eventually he has to

match these union increases with similar increases for his office

and other unorganized help.

Others argue that our dollar outflow is entirely due to

the escalation of our expenditures in Vietnam. This war is so -

unpopular that we are tempted to blame it for every unpleasant

situation. En the first place, however, our payments deficits existed

long before 1965. There is no question that our military expenditures

and our foreign aid constitute a severe drain on our international

payments. If Mi we stopped all military spending in Vietnam and

(ii) brought back all of our soldiers and sailors from Europe and

the Mediterranean as well as the Far East, and (iii) halted all of

our foreign aid programs througiout the world, our balance of payments

would have been in surplus by at least $2 billion in 1970, although

this assumes, of course, that there will be no offsetting cost

increases elsewhere.
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However, many respected observers do not believe

that we can achieve these savings. Reduction in military expendi-

tures in Vietnam might be offset by (2.) civil expenditures and

economic aid programs to hold that country together, (ii) aid to

Thailand, Laos and Cambodia, and (iii) increased military expenditures

in the Middle East. It is not realistic to assume that once the

Vietnam War is over there will be no further tensions, no need for

a continuation of present foreign military expenditures in Europe,

and no need to prop up friends with economic aid. While some reduc-

tion may be achieved in these costs, it is very doubtful that the

savings will be large enough to resolve the over-all payments deficit.

We have a serious dollar problem, and it is not susoectible

of any easy or automatic solution. The problem has been building

up for years -- and our national disposition has been to ignore it,

and to hope it will go away. It won't! We cannot afford the fourth

alternative of inaction.

B. The Underlying Cause of Our Problem

What has brought about this problem?

What happened? We were rich and powerful and generous

and respected, and somehow all of a sudden we find that our credit

has deteriorated. We are considered "slow-pay," perhaps insolvent,

a debtor existing by the sufferance of creditors on whom we were

showering our largesse just a short time ago.

What has happened to change all this?
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1. We Have Great Assets

We had a great country. We still do. But what are the

sources of its strength?

There are several, and certainly they include:

Ca) Natural resources (agricultural and mineral);

(b) An invigorating climate;

Cc) Adequate capital;

(d) A productive people:

Ci) Well educated;

Cii) Ingenious;

Ciii) Hardworking;

(iv) Peace-loving;

Ce) A large market without internal barriers.

We still have these blessings (or nost of then). But

the difference is that we no longer are unique in these respects.

2. But Now Other Nations Have Equal Assets

Let us examine our assets.

Ca) Natural Resources

Our country is richly endowed with natural resources,

and these were instrumental in our early development. We still

have our great nines and our cornfields. These became even more

precious as across the world the enormous increase in the raw

material needs of modern industry threatened to outstrip by far

the once traditional sources of supply. But, as a consequence
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of this fear, vast new raw material sources have been opened up

over the past two decades, and revolutionary changes in bulk

and ocean shipping have made direct access to conveniently

located, nearby raw material sources much less important than

formerly. Any nation, such as Japan, with adequate harbors

can locate industries on the coastline, thereby gaining ad-

vantageous access to raw materials. The Japanese steel industry,

for example, relies almost entirely for its raw materials upon

distant world market sources from whence it can bring them to

its shores as cheaply as we can bring our own domestic supplies

to our plants. Even the United States now imports one-third

of its iron ore, more than 10 per cent of its aluminum, more

than one-fifth of its petroleum and almost all of its nickel.

We are indeed fortunate, but we are no longer unique in-our

access to raw materials.

(b) Am-Invigorat ing Climate

Our country lies in the Temperate Zone -- but then so

do Western Europe, Japan, Australia and much of Russia,

South America and Africa. Our climate is a blessing, but

it is not unique.

(c) Adequate-Capital

We have large amounts of capital -- probably adequate

capital, despite our recent recourse to expensive foreign
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financing which reflected inflation and higher interest rates at

home. But so does Western Europe (it helped finance our earlier

development and is now developing significant capital markets).

Japan has lacked adequate capital, but its people are saving at

almost twice the rate of our people. By sacrificing some

competitive economic freedom, Japanese industry has been able

to attract enough from around the world to fuel its virtual

economic miracle. Moreover, as with trade, the post World War II

years have added greatly to the international mobility of

capital. So, the adequacy of capital is not the unique

advantage to the United States that it once was.

(d) A ProductivePeople

Our people are great.

They are literate, at least about 98 per cent are; but

that compares with 9q per cent in Germany and Britain, and 98 per cent

in Japan.. Our traditional emphasis upon education, however, has

exposed a much larger proportion of our population to some form

of higher education.

Our people have ingenuity. We would like to think we

have more than the other peoples of the world, though this is

hardly demonstrable.

Our people are willing to work. Our workweek, which

is only a rough measuring standard, has averaged between 37 and 39
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hours over the past decade. In Western Germany it was 48 hours,

but weekly hours worked have declined to 44. In Japan it 4.s

49 hours.

My friends in manufacturing abroad tell me that the

tempo of the worker in our factories may be better than that in

England, but no better than that in France, lower than that in

Germany, and considerably lower than that in Japan.

We know that our people remain peace-loving and that

we have no territorial ambitions, but the fact is that in the

past twenty years we have spent far more money on military

campaigns than have any of the other major powers, first in

Korea and now in Vietnam. Despite our people's good intentions,

we have spent some 140 billion dollars in these two military

campaigns which inevitably stimulate inflation and add to our

costs, making exports more expensive, increasing imports and

further impairing our balance of payments.

We are literate, ingenious, hard-working and

peace-loving -- but do we have any unique advantages in these

respects?
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Ce) A Large Market Without Internal Trade
*fa'Fr - - --eis - - - -

Mass production requires mass markets. We continue

to emjoy a large, affluent, domestic market consisting of about

200 million people. But the population of the Common Market,

within which tariffs have been removed, now totals 186 million,

a total which will be greatly enlarged if the 55 million people

of Britain, and the 35-40 million people of the other countries

seeking membership do gain admission. The standard of living of

the European countries is not up to our level, but if the present

negotiations succeed, this European market would surpass ours in

population and approach us more closely in terms of wealth.

Similar dramatic changes are taking place in Asian markets. Japan,

unable to establish its hegemony over Southeast Asia by military

force, is now establishing similar control commercially -- a

development in which our country has assisted. Although the. Asian

population has modest income compared to ours, there are more than

a billion people in that market. In addition, the sustained effort

to reduce tariffs and trade barriers since World War II has opened

up world market possibilities to a greater degree. Thus, this once

unique advantage which we have enjoyed is now common to at least

two other powerful competitors.

3. Our Advan~tages Are No Longer Unique

The heart of our problem is two-fold.
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First, in the past, the United States had unique advantages-

access to raw materials, a large market, adequate capital, and

industrious people. Exploiting these unique assets made us rich.

It gave us the highest living standard in the world. But the fact

is we no longer are unique in these all-important respects.

Second, as a nation we have not realized that these are

no longer ours exclusively. But the fact is that today these

advantages are possessed in significant degrees by our competitors.

As a consequence, we are playing the economic game under the

same advantages and handicaps as are the Western Europeans and

the Japanese. No longer do we have significant advantages.

They are skilled, competent and well-educated and they appear

to be willing to play harder.

Moreover, -the game is far more important to them. We

export more than any other nation in the world, but trade accounts

for only about 4 per cent of our Gross National Product and is

therefore much less important to us than to our competitors. Exports

from the Common Market to mon-member countries are equivalent to

about 12 per cent of their combined GNP. For the individual

member country, however, the flourishing trade within the EEC

means that total exports from the Netherlands are equivalent to

about 45 per cent of GNP, Belgian exports account for about 38 per cent

of GNP, and German exports for 23 per cent. Thus, they are willing

to play the game a little harder.

Can we expect to continue as the champions?
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II. WHAT SHOULD WE DO?

We are still king of the hill, but the top of the hill

is slippery and the gang Is coming up to try to topple us. So

what should we do?

There is no quick solution, there is no easy solution,

and there is no single solution. We are continuing to build up

dollars abroad -- dollars which are not wanted because they

cannot in fact be exchanged for gold -- or for goods at competitive

prices. Our creditors, the dollar holders, are restive and

impatient. And they are beginning to doubt that we will do better

in the future.

Under these circumstances the United States has three

alternatives and only three. We can:

1. Reduce our foreign expenditures, curtail imports,

tourism, foreign travel, etc., reduce or eliminate foreign aid,

military assistance, and the defense of the free world, or some

significant part thereof;

2. Reduce our costs and prices in dollars; or

3. Reduce our costs and prices in terms of other

currencies (by reducing the parity of the dollar in relation to

other currencies).

None of the three alternatives is welcome. Although I

believe that there is room for considerable reduction in our

military expenditures -- at least those that are partially for the
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benef it of other countries, especially NATO and Japan, I do not

believe that our country is willing to pursue the first alternative

at this time, at least to the extent required to balance our

payments.

Our prices constitute the underlying problem which we

must resolve if we are to maintain our position of leadership in

the world. Otherwise, any other remedy would be no more than a

temporary stopgap measure. In the interim, however, it would be

helpful if we could somehow reassure our creditors, to make them

less impatient and more inclined to wait for us to become more

competitive.

Thus, we must simultaneously work on two aspects of

the problem.

We must seek to become more competitive.

We must encourage our creditors to forbear while we

do so.
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A. We Must Re-Establish the Relative

Purchasing Power of the Dollar

The dollar is nct considered to be as sound as the

Deutsche mark or the yen -- at the moment. But it can be made

as sound if we, as a nation, establish the priorities to make it

SO. It is not necessary actually to balance our payments (though

to do so for one or two years would certainly create confidence),

nor do we have to keep our prices absolutely stable.

What we must do is to convince the rest of the world

that the United States will maintain the relative purchasing power

of the dollar vis-a-vis other convertible currencies into which

the dollar can be converted. If a dollar will buy as much of

American goods as the number of yen, into which the dollar cam be

converted, can buy Japanese goods, then our foreign friends will

be willing to hold dollars and buy our goods. Business will be

brisk, employment high, and we will benefit domestically as well as

internationally. But today that is not the case.

The past few weeks have highlighted the problem. As of

May first, one dollar equalled 3.66 Deutsche marks, but 3.66 Deutsche

marks would buy more goods than would the dollar. So dollar holders

switched their dollars into Deutsche marks -- and in such quantity

that the Bundesbank stopped buying dollars -- and the mark was floated.

Thus, there are two basic alternatives. We can either --

(1) Hold down the dollar price of our goods so as to

achieve a reduction in relation to the prices of

others' goods, or
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(2) Reduce the fixed ratio of the dollar to

other currencies.

The first is the more difficult course, but is far

preferable to the second course of action which offers no

permanent solution. As we have seen through severa) recurring

foreign exchange crises now, adjustment of rates alone does

not solve the problem.

We can implement our first alternative but at some cost,

for it would require public acceptance of restrictive governmental

policies, and we first must educate the people as to the existence

and importance of the problem requiring these policies.

1. We Must Acknowledge the Problem and Accept
theT~ Thatc It IS of Sufficient Importance
to Warrant a HiJ Iort Among National Goals

Basic to a solution is to give the problem serious attention.

So far we haven't done so.

Too few of our government officials even understand the

problem. The appointment of an Assistant to the President for Inter-

national Economic Programs and the establishment of the President's

Council on International Economic and Foreign Policy were useful

moves. They have resulted in an alerting of the President and the

Cabinet to the situation and the need for action. Perhaps the

forthcoming report of the Commission on International Trade and

Investment will be helpful. But at present there is little under-

standing or concern at lower levels in the government.

The Board of Governors of the federal Reserve System clearly

recognizes the problem -- for they are the ones directly under pressure.

The Congress has heard the words, but it has a world of other

problems so urgent that it has given relatively little thought to this

distant problem that nay not arise.
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Over the past several years many academic people have

recognized the possibility of the problem developing and have

watched it do so, but many of thern have watched with "benign neglect."

That is, they have an intellectual understanding of the situation

but have little concern because they feel there is no immediate crisis

and, inde ed, there is no certainty that one will develop at any later

date.

Thus to date our people have not taken the problem seriously

and there is a very real possibility that theywon't do so -- unless

something further occurs to disturb us and create concern. But what

could occur?

The world may gradually express a preference for other

currencies. When foreigners sell to us, they may ask for payment in

Deutsche marks or Swiss francs, or even yen. The dollar will not

actually be accepted at its stated value. We have seen some of this

in recent days. We may soon see it in a more extreme degree. As

has occurred with many other deoreciating currencies, there may be

two prices: the stated legal price of $35 an ounce, and a lower

price in the actual markets of the world. This would be a de facto

devaluation. It might or might not be followed by a further revalu-

ation of other currencies upward in relation to the dollar as the

Swiss franc and the Austrian schilling have recently been revalued.

Germany's decision to float the Deutsche mark is likely to be fol-

lowed within mother six weeks by a new revaluation. However, the

failure of France and Italy to cooperate will add to the already

considerable internal pressure on the German government to moderate

any change. Thus, the revaluation is likely to be inadequate wi-th

the result that further changes may be necessary within a relatively

short period. The net effect of any such change will
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be unpleasant to our people as they would make all imports more

expensive -- but temporarily it would improve our position as it would

tend to reduce our imports and increase our exports.

Unless and until we as a nation accept the real pos-

sibility of such a deni-Yration of the dollar, wewill not be

willing to take the courses of action necessary to avoid such a

catastrophe -- for the solutions are not pleasant.

B. W4e Must Discourage Other Countries
P'rom Selling Below Their CostF

In order to compete in world markets, we must get our

costs and prices in line with those of other nations. To accomplish

that, we muist limit our costs and profits to the level of those

in competing countries. But we must also insist that the rules of

the game be enforced and see to it that our competitors do not

sell below their cost.

In the General Agreement on Tariffs and Trade (GATT)

effective in 1948 (and in the subsequent years as additional

countries signed this Agreement), all of the major trading nations

agreed that dumping -- by which exports are sold at less than the

comparable price in the exporting country (after allowance for

differences in taxation, conditions and terms of sale, and other

differences affecting price comparability) -- should be prohibited.

While we may levy anti-dumping duties, this is a complicated and

time-consuming procedure. Moreover, under the GATT rules exports

can be exempted from certain taxes, such as the value added tax

which is widely used in Europe.
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Nor are the rules governing subsidies on exports very

effective. Subsidies are not adequately defined, and are typically

very difficult to identify because they may arise from many in-

direct measures and domestic policies followed by the various

governments.

Over the past decade, and especially in the last five

years, our principal trading partners have had much more moderate

increases in export prices than in their general domestic price

indices.

EXPORT AND DOMESTIC CONSUMER PRICE INDICES
for

THE UNITED STATES AND MAJOR INDUSTRIAL COUNTRIES
(1963.100)

U. S. Canada an France German j( U. K.
Yztr tk:i U Eyp Dom W nlomIX

llV80 99 96 a 96 102 82 99 89 93 91102 83 95 91

1961 101 97 104 97 9 97 100 91 99 94 99 84 96 94

1982 100 99j 100 98 99 93 99 95 100 97 98 93 97 98

1963 .100 100 100 100 100 100 100 100b 100 100 100 100 100 100

!1514 1101 101 101 102 101 104 104 103 100 102 101 109 102 103

1965 1104 103 103 104~ 101 112 105 108 102 106 102 111 104 109

1166 107 100 107 108 101 117 108 109 103 110 101 113 108 112

1967 1110 109 109 112 101 122 107 112 102 111 102 118 108 115

1068 111 114 113 117 102 1"9 105 117 101 113 10 119 101 121

1969 115 120 116 122 105 1*0 109 124~ 04 116 105 122 105 127

1070 122 127 123 126 110 146 11 1'c 131J 114 10 110c 129 II i 135

efSource: International Monetary Fund, International Financial
Statistics, various issues.
a Component parts of Canadia,, export index changed in..J961; on

previous index, value for 1960 would be 109.
b Statistical base for the French domestic index changed in

1963 and following years.
c The 1970 export indiceFr for FrarTee, Italy and the United

Kingdom are based on the first three quarters only of 1970.
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The slower rise in export prices than in domestic

prices nay be explained (and justified) by the fact that in several

instances export sales have increased so rapidly that unit labor

costs have been reduced. In other instances w ages

for domestic services (as distinguished from manufacture) have

risen without any corresponding improvement in efficiency so that

domestic prices, including a large segment of services, may in

fact have risen more rapidly than the prices of export items.

This is true in our own case but to a much lesser degree.

But a suspicion remains that other nations do in fact

offer inducements in the way of tax credits, low rate financing

and in other ways to encourage exports. This results in some

export prices below domestic prices -- and perhaps below cost.

Our government should explore this matter to ascertain:

First, whether the other nations are in violation

of GATT; and

Second, if not, how we can achieve a more equal

competitive position, either by adopting similar poli-

cies or by inducing other nations to abandon theirs.

In this and other relations with other trading nations,

the United States must adopt a much tougher trading attitude than

that which has appeared to characterize our post World War II

negotiations. By this I do not mean that we should move in the

direction of granting greater protection to our manufacturers.

I mean instead that we insist that other countries grant less
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protection, and less aid to their producers, and move toward

a more open world of trade. Furthermore, that to induce them to

do so we re-examine our whole inventory of persuasion, including

aid, military assistance, our troops abroad, our fleet in the

Mediterranean, and other influences that we can extend or with-

draw as a part of our over-all negotiations.

C. We Must Get Our Costs and Prices in Line

As we stated at the outset, we could improve our balance

of payments through reducing imports, tourism and investment. Such

steps may be tempting because they would be easier to achieve, but

they defeat our long-run purpose of a more open world for trade

and investment.

Another alternative would be to eliminate, or at least

reduce substantially, our foreign aid and military assistance

program and our disproportionate expenditures for the defense

of the free world. These reductions alone would get us into

balance on a liquidity basis. But we appear to be committed to a

continuance of these expenditures. They are undoubtedly desirable --

but so is the preservation of the dollar's acceptability. It is a

question of priorities.

Thus, we face the remaining alternative of getting our

costs and prices in line with world markets. We can do this in

either of two ways, reducing our (dollar)costs -- or by devaluation.

1. Can We Reduce Our Dollar Costs?

The most direct way to improve our exports is to get

our dollar prices down to or below the level of competitive world prices
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Ways to achieve that include: lowering wages, eliminat-

ing restrictive labor practices and reducing profits. None of

these commends itself to the people who would suffer therefrom.

This crisis, if it be done, does not inspire patriotism. There

are few heroes in the war against inflation. Consequently, we

may not be willing to pay the price -- a high price.

In stating the problem, we must be careful not to over-

state it. We need not get our costs down. We merely need to slow

the rate of rise. Our competitors' costs are rising too. Our goal

should be to hold our rise in costs sufficiently below that of

other nations so that their costs gradually catch up with ours.

Is this possible?

(a) An Optimistic viewpoint

Yes, indeed, it is possible, and we achieved it in the

years 1957 through 1964 when our prices rose only 1 per cent a

year. Indeed, we were able to hold the rate of increase in our

unit labor costs below those of the other competing nations.

Per Cent Increase From 1957 To 1964

Hourly Output Per Wage Costs Per
Earnings Manhour Unit of Output

Japan 81 46 25
Germany 81 47 24
France 73 40 23
England 43 29 14
U.S.A. 31 2 T,2 4
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We are doing it again now. During 1970 such figures

which are available suggest that we again had a lower increase

in our unit labor costs than did our competitors.

Per Cent Increase In 1970

Hourly Output Per Wage Costs
Earnings Manhour Unit of Ou

Per
tput

Japan * ~ 18 10 8
Germany A8 -1 9
FranceA 7 4 3
England ' ~ 11 1 10
U.S.A. 4 1 5

SFirst nine months of 1970.

Although we do not have statistics, it would appear that

our unit labor costs during the first quarter of 1971 have grown

at a more moderate rate than did those of our principal competitors.

So it can be done.

(b) A pessimistic viewpRint

We did it from 1957 through 1964, but at an average cost

of 6 per cent unemployment, indeed, 6.8 per cent in 1958 and 1960 --

a sufficiently unpopular state of affairs so that in 1960 John

Kennedy, when a Presidential candidate, could successfully campaign

with the promise "to get the country moving again."

As a consequence of that Dhilosophy and the escalation

of our expenditures in Vietnam from 1964 on, our labor costs rose

far more rapidly than did those of the other nations.
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Per Cent Increase From 196'4 To 1969

Hourly Output Per Wage Costs Per
Earnings Manhour Unit of Output

Japan 89 77 7
Germany 38 31 6
France 49 41 7
England 41 22 17
U.S.A. 28 14 14

We are going through the same cycle once again. The

restrictive monetary policies which achideved the present degree

of stabilization caused a 6 per cent unemployment rate. Again

that was unacceptable and consequently led directly to the relaxa-

tion of the restrictive monetary and fiscal policies beginning

in February of 1970. The Nixon Administration hopes (as do we all)

that by a nost precise exercise of monetary and fiscal policy, it

will be possible to overcome unemployment and yet keep our annual

price rise to perhaps a 3-1/2 per cent level.

If the stimulative policies increase production more

rapidly than employment, we will achieve greater efficiency and lower

costs -- at least for a period. This is to be urgently desired.

However, as times goes on, unless the stimulation is effectively

moderated, it nay appear that in the early seventies, as in the

late sixties, the goal of containing inflation was quickly replaced

by the more popular effort to reduce unemployment with inflationary

results. Unfortunate as this would be, it would appear to reflect

the desires of the American people. Employment comes first. Stable

prices are down a ways in the list of priorities and the balance of

payments surplus is close to the bottom. However, the test of political

leadership is not merely to cater to the public's emotions, but to

inform and influence the public's attitudes toward those goals that

are inthe public interest.
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(c) A realistic viewpoint

As we have not been of a mind to set as high a priority

on a stable currency as on growth anid full employment, there is

a persistent bias in favor of price increases. This has caused

us to assume that such a bias is inevitable.

However, over the past 150 years, from 1820 to 1970, the

bias was not very great. It took almost a century, from 1820 to

World War 1, for consumer prices to double, that is, an annual

growth rate of about one per cent. There were in fact recurring

periods of rapid rises (in most instances these were associated

with wars), but they wore usually followed by periods of sharp

decline.
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Per Cent Inflation and Unompkaynment
10-________

Rate of Uiemployment

.3W 

of mLLLJKnr

An obetie anls mighocueta santo

we should reapprai%sre t Price epyfrfl mlyet u

unmlon andechigher aincomgh groupslare not ps to naccept

the higher tax rates necessary to provide more equitable treat-

ment for those who are made jobless (in order to preserve the

purchasing power of the dollar in the hands of those more affluent).

For the present, at least, we are captives of the philosophy, and

the law, of the Employment Act and its upward influefice on costs

and prices.

In considering costs of U.S. manufacturing, we must also

recognize that the current concern with the, environment is some-

thing of a handicap to export sales. The cost (whether direct
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expense or indirect taxes) of cleaner air, and water are costs

which must be included in our prices and, to the extent that

our country sets higher standards in these respects, our costs

and prices will include that much more of an expense item. The

same is true of the costs involved in foreign aid and military

assistance to other countries. These expenses (or interest on

debt incurred to defray such expenses) are included in our costs

to a considerably greater extent than they a're in the cases of

Japan or Germany.

The lessons of the past would seem to suggest that

our price increases can be held below those of our competitors,

but there are several pre-conditions for such a goal.

First, the public must be convinced that the problem

is sufficiently serious to warrant some sacrifice.

Second, the control and prevention of inflation must

be given a higher priority than it has received in the past. This

will mean appropriate fiscal and monetary policies to prevent

excessive demands from initiating another round of inflationary

pressures in the future.

Third, we must develop methods to make economic stabiliza-

tion policies more acceptable to the public. It is not enough to

insist on a restrictive monetary policy, which drives interest

rates so high as to inhibit housing and high priority municipal

projects. We must use fiscal policy more effectively, so as to

prevent such situations from developing.

Fourth, we should develoD policies to alleviate the in-

equitable burden of unemployment. This might involve specific taxes

so that the employed and the wealthy would bear more of the costs of

moderating inflation and preserving the value of the dollar. These
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policies should be combined with others, removing restrictive

practices and inefficiencies, retraining the parts of the labor

force where skills are needed, and enabling more rapid gains in

productivity.

Fifth, this process might be aided by some restraint on

wage and price increases -- but is any such restraint practical?

Canada's recent experience would suggest that a voluntary incomes

policy is ineffective. A legal freeze might have been helpful dur-

ing 1969 when we had restrictive monetary and fiscal policies, but

it would be inconsistent with the present expansionary policies.

If we are to be realistic, can we expect acquiescence

in such an over-all program by the American public or its Congress?

Not in 1971.

Not while we are polarized by Vietnam.

Not immediately before a national political election. (That

may explain the Administration's choice of the fourth alternative --

inaction.)

But in 1973? Perhaps. A second-term President, intent on

gaining Congressional support, might possibly achieve credibility

with the people and a degree of cooperation from the Congress. It is

far from certain -- but it is worth a try.

Before leaving this all-important matter of achieving lower

export prices, we should acknowledge one remaining hurdle.

In general, aside from the growth of world reserves,

over-all international payments must balance with one nation's

deficit balancing another's surplus. If the United States

is to achieve a balance, then some other nation with a deficit

must have a greater deficit or some nation now in surplus

must have a smaller surplus or a deficit.
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The foreign nations which now enjoy balance of payments surpiuses will

be unhappy to see us convert their surpluses to deficits as our lower

prices stimulate our exports. They could offset our lower prices by

themselves devaluing their own currencies. That is a possibility, but

not one so serious as to discourage our determination to become

competitive. The mere fact that a nation is unwilling to revalue is

not evidence that it is willing to devalue. If we merely achieve a

balance or a minor deficit, it is not likely to provoke devaluation

of other significant currencies.

D. We Should Stimulate Our Technological Lead

Another way to improve our exports is to concentrate on our

strength -- our technology. We can't sell significantly more low

technology items, textiles, shoes, processed foods, radios. They

can be obtained elsewhere at lower cost.

The markets that we have kept and expanded are the markets

for our high technology products.

U. S. TRADE (Billions of Dollars)
Technology Intensive All Merchandise

Manufactured Goods Trade

Exports Imports Balance Exports Imports Balance

1951-55
(Average) 6.6 0.9 5.7 15.3 10.9 4.4

1957 8.8 1.6 7.2 20.8 13.3 7.5

1962 10.2 2.5 7.7 21.5 16.5 5.0

1964 12.1 3.1 9.0 26.3 18.7 7.6

1969 20.5 11.3 9.2 37.4 36.0 1.4

Our technology generally has been far in advance of that

of our foreign competitors -- the result of our more advanced

domestic market, the inventiveness of our scientists and engineers,

and the greater research efforts of our industry, government and

our great universities. But technical advantages are not permanent.
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The expanded interchange of knowledge, people and capital goods

has enabled our competitors to do very well by adopting our tech-

niques and discoveries, making them suitable to their own needs.

So that advantage is continually being reduced. Actu-

ally, we must run very fast in order just to stand still. As

the European and Asian markets advance, they are expanding their

research and development efforts.

Airplanes and computers have been great money earners

abroad for the United States. Every country wanted these new

products, but no other country copld make them in as large a volume

and, hence, at as low a cost. But in time, unless we keep a sig-

nificant technological lead, computers are likely to go the way

of automobiles. We used to export them -- now we are a net importer

of about one million per year. We are still ahead in aircraft, but

we have just withdrawn from leadership in -- and, indeed, from

competition for -- the next generation of aircraft, at least in

terms of speed, the SST.

Are we prepared to stimulate our technological lead?

Are we even prepared to maintain our present lead? A technological

lead lasts only a year or two unless new innovations are continuously

developed. We have been told that Japan is mow turning out more

engineers each year than are we. Enrollment in our engineering

schools, which rose so rapidly after Sputnik, has generally leveled

off and begun to decline, partly because of presently unfavorable
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job market opportunities. Much of our research and development

in television and electronics is now done abroad. Research is

cheaper in Japan and equally creative.

Our corporations remain innovative and spend much on

research and development -- but increasingly they find it easier

to move their production to areas of low labor cost rather than

to hazard millions in the uncertain pursuit of new techniques.

Perhaps the government should support applied research

on commercial and industrial products, but Congress may prevent

any such effort.

E. We Should Offer a Tax Incentive

A tax incentive is a subsidy. It is the grant of

Federal revenue without specific Congressional allocation. Tax

incentives are not generally in the public interest. But in this

instance we are asking both labor and management to sacrifice

some personal benefits in order to achieve price stability andJ

overcome our dollar problem. In these circumstances it would

seem appropriate for the government to contribute through a tax

incentive.

The Administration has proposed, and is encouraging

Congress to adopt, the so-called DISC. Under this proposal a

corporation would be authorized to set up a Domestic International

Sales Corporation (DISC) to handle its export business. Tax

deferral and other concessions would be granted to the DISC
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subsidiary in order to reward exports. Such concessions are

comparable to the special benefits that many foreign governments

have granted to their exporters. If I were free to write a tax

incentive, I would relate the benefit to increases in exports,

whereas the DISC proposal rewards the existing volume of exports.

However, in view of the Administration's support of DISC, it-might

have a far better chance of passage. As DISC would be far prefer-

able to no tax incentive, it should be enacted.

F. We May Have to Change the Parity of the
Dollar in Relation to Other Currencies

As we stated in our opening paragraphs, if we are not

prepared to restrict our expenditures abroad, we must increase our

exports. To do that we must reduce our costs and prices either in

dollar terms or in terms of other currencies. We would be far better

off to reduce our dollar costs. But if labor prevents that then

our only alternative is to reduce our costs and prices in terms of

other currencies -- that is devalue the dollar -- or revalue -the

other currencies.

1. Unilateral devaluation.

We could devalue. We could simply say the dollar isn't

worth as much as it was. Instead of being 1/35th of an oumce of

gold, we could say it is now worth only 1/40th of am ounce or

1/45th of an ounce. Of course, that is a bit rough on the foreign

central banks that have held the dollars in reliance on our willingness

to preserve their value. Such an increase in the price of gold would

primarily benefit those who hold significant amounts of gold and
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those who produce it, primarily Russia and South Africa. It

wouldn't give us enough more gold to make any appreciable improve-

ment in our ability to redeem our dollars. To accomplish that we

would have to double or triple the price of gold. It probably

would not make our exports (priced in dollars) any lower priced

in relation to the foreign buyer's foreign currency, however,

because the parities of other currencies are expressed both in

terms of the dollar and gold. Thus, other countries would tend

to offset our unilateral change in the gold price by raising their

own gold price, leaving the exchange rate between the dollar and

their own currency unaltered. A unilateral devaluation would,

therefore, mean little more than an increase in the price of gold.

2. Devaluation of the Dollar by International
Agreement.

Although other nations (after consultation with the IMF)

can devalue their currencies, to reduce the value of the dollar

relative to other major currencies would require an agreement (and

some preliminary negotiations) with those other countries. Despite

their criticism of our balance of payments deficit, they may not

be agreeable to an adjustment of parities which would significantly

stimulate our exports and inhibit our imports.

But assuming they would agree, would it be wise for

the United States to devalue?
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If we just devalued and didn't get our costs down, or

reduce foreign expenditures for aid or invisibles, or step up

our technological lead, then the benefit of our temporarily reduced

costs (only in relation to other currencies) would be offset as

labor and business both sought to increase their rewards (wages

and profits) in dollar terms in order to enable the-m to pay the

new higher prices (in dollars) for imports.

In England after the last (November 1967) devaluation,

of 1L4 per cent, wages and prices rose fairly quickly and the bene-

fit from the devaluation was relatively short-lived. The benefit

from any devaluation of ours might last somewhat longer because

our citizens' expenditures for imports are not so large a propor-

tion of their total expenditures as they are in England and most

other countries. Consequently, the necessity for "catching up"

with import prices might not provide so strong a motivation to

our people as to the English .

Thus, devaluation is not really a satisfactory solution,

at least by itself. It night conceivably be useful as a temporary

secondary weapon if we were prepared to attack the underlying

problem directly with one or more of the following: reduction of re-

strictive labor practices, freezing of wages and prices, or am inten-

sive drive to stimulate development and export of high technology
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products. Alone, unilateral devaluation is of such short-term

value that it hardly warrants the implications of failure and

loss of prestige which it involves.

3. Multi-lateral readjustment of parities

The present parities (or an agreed relationship between

the values of various national currencies) were not ordained by the

Lord.' In the summer of 19414, as World War II drew to a close, the

United States and Britain initiated a meeting at the little New

Hampshire resort town of Bretton Woods, following which parities

were established in December, 1946, for 25 currencies. Since 1946

an additional 58 countries have done likewise. In the 26 years

since then, 19 of the original 25 countries have devalued their

currencies in relation to the dollar, and by a total of 38 times.

Some of our most significant trading partners have

resorted to this means of reducing their export prices and dis-

couraging imports.

As of
3/30/71

1946 Number of Relation-
Agreed Number Upward ship

National Value in of De- Re- to the Per Cent
Currency Dollar Terms valuations valuations Dollar Change

England $ 4.03 2 - $2.40 -40

France1  0.84 5 -0.18 -79

Italy2  0.0044 3 - 0.0016 -64

Germany3 0.303 1 2 0.273 -10

Japan 40.0028 - - 0.0028 -

1. From January 26, 1948, to December 28, 1958, France had no par
value established with the IMF, a period during which the franc
was devalued four time.
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Thus, although the dollar is under pressure

today, it has done very well as against other currencies over

the past quarter century. Any devaluation which we night agree

to today would still leave the dollar in a stronger relationship

to all other currencies (other than the yen and Deutsche mark)

than when the parities were established in 1948.

Aside from bolstering our own pride, the above table

suggests that currencies cannot long have fixed relationships when

they are issued by governments which have significantly different

monetary and fiscal policies and experience different price trends.

A unilateral devaluation may be a satisfactory solution

for a smaller naton whose currency is under temporary stress.

But as virtually all other currencies are based on thl dollar, the

United States should not move unilaterally. However, if we could

achieve agreement, we might initiate a new series of parities,

either on a broad scale through a second Bretton Woods-type meeting,

or more quickly (with far less disruption of trade) through the

Group of Ten (leading nations).

2. Italy did not establish a par value with the IMF Until March 30,
1960. Between 1946 and 1960 the lira was devalued three times.

3. The Deutsche mark which was created in 1948 had no established
IMF par value until January 30, 1953. The initial Deutsche mark
rate was 30 , but in the 1949 devaluation the mark was also
devalued -- to 23.8 .

4. The Japanese yen, following a series of post-World War II de-
valuations, was established as a civilian currency in April,
1949, with an official exchange rate of $0.0028. This rate was
established with the IMF on May 11, 1953.
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be under way as it would best be accomplished secretly. However,

the newly established parities would require subsequent legislative

affirmation.

This might be a wise course and should also include

provision for somewhat greater flexibility in the fluctuation of

parities.

G. We Should Not Attempt to Improve Our Pcosition
Through Controls of Imports oCa I Movements

One of the greatest threats to the continued growth of

international trade is the possibility of increased nationalism

with its restrictions. Last year our country, long a leader in

freeing trade, came close to a disastrous decision to seriously

restrict imports. The risk remains -- but we must re~dst

temptation to impose controls.

1. As to Imports

Whenever a particular industry finds itself at a dis-

advantage in competition with foreign producers -- especially in

competition for domestic markets -- it is tempted to ask for

government assistance in the way of trade barriers, either tariffs,

non-tariff barriers or negotiated agreements, to prevent or limit

the importation from lower cost producers abroad. Except in

respect to some rare product without which we could not survive

in a period of war or restricted shipping, we should not give in

to such pressures.
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To adopt such a restrictive policy would have two effects:

(a) The American consumer would have to pay more

(to the domestic producers) than he would otherwise

have to pay (if the foreign goods were admitted and

sold for less).

(b) The almost certain prospect of foreign retali-

ation against United States exports would only reverse

the progress we have made toward a more open world.

We should reaffirm our commitment to freer trade, insisting,

of course, that such trade be a two-way street.

There will be injustices but, although it is of only

moderate help, we must rely on adjustment assistance to injured

industries and to displaced workers. The gains from trade are

broadly distributed in the form of lower prices to consumers and

higher wages in the export industries. The costs and dislocations

imposed by imports upon domestic producers and workers are some-

times quite concentrated, however, and the transfer of these

displaced resources to other more productive industries should

be assisted. Just as the country should not have to bear the

costs of indefinitely supporting high-cost workers or firms, neither

does it seem proper that the costs of adjusting to trade should fall

only upon the displaced firms and workers.
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2. As to Exports of Capital

Another alternative would be to adopt severe controls

over the international flow of funds by limiting one or more types

of expenditures abroad. Other nations have maintained their payments-

balance through such controls. This device can be effective and

is tempting. But it has two significant disadvantages. First,

it is a step away from our goal of an open world. Second, to limit

our investments abroad would be to kill the goose that lays the

golden eggs. Already we are getting back more each year in earn-

ings on earlier investments than we send abroad in new investments.

In 1970, our net foreign investment income of $6.0 billion exceeded

our net investment outlaws of t2.5 billion by about $3.5 billion.

Furthermore, it would be a major error for our govern-

ment to restrict our right to invest abroad while we still have

that opportunity, particularly in view of the fact that foreign

governments (turning more nationalistic) may in the years ahead

restrict that opportunity.

If we are willing to hold our inflation to a safe 3-1/2

per cent or perhaps even lower, while others increase their prices

by 5 to 6 per cent rates, and if we are willing to work as hard as

the other nations, we may -- just possibly may -- be able to avoid
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devaluation. But over a period of time, unless we are willing

to work harder than others, we may have to accept a decline in

our relative living standard. That nay hurt our pride.

To hold our inflation rate to 3-1/2 per cent may involve

higher levels of unemployment than we will accept. It night also

require higher taxes (in order to take decent and just care of the

unemployed). Are we willing to pay that Price? Will we be willing

to postpone further shortening of the workweek until our competitors

are down to the sane level? Are we willing to work more intensively

while we are at our desks or machines?

If not, we will follow Britain's course and sustain a sig-

nificant decline in influence.

If, as a nation, we are willing to rearrange our prior-

ities and recognize that what we do domestically has an effect on

our international relations, accepting in our domestic lives the

disciplines which those international relations inevitably impose

upon us -- then we can gradually get our costs in line, reduce

certain of our international commitments, and get our payments

in balance. Such a course would encourage the foreign holders to

spend their dollars to buy our goods (rather than our gold) with

a welcome stimulating effect on our domestic economy.

Our decision on this issue will affect both our inter-

national and domestic relationships.
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H. We Must Encourage Our Creditors to Forbear
While e Get Our Payments into Balance

Our short-term liabilities to Germany alone approximate

our entire assets (gold supply plus our convertible currencies and

drawing rights). Canada, Japan, Italy and France have claims

amounting to another $12.9 billion. Will they wait lopg enough to

see the outcome -- to judge whether our governmental policies

(perhaps of several Administrations) will get our payments into

balance?

The most effective inducement would be concrete evidence

of our determination to enhance the dollar's competitive purchas-

ing power.

There may be other alternatives. If we had an asset that

we could offer in lieu of gold, it might encourage other central

banks to continue to hold their dollars without complaint. But do

we have any such assets that would be acceptable to the foreign

central banks which are quite properly extremely conservative? They

like to be sure that any asset held as a reserve will be acceptable

by all other nations in the settlement of accounts. Gold has been

the historic medium and retains its acceptability. It was for some

time supplemented by sterling and now by the dollar. Commonwealth

counties still rely on sterling and some countries, historically

assoL~iated with France, still rely on francs for their reserves. But

gold and the dollar are the most desirable. The dollar's position

was due to the certainty of its convertibility into 1/35th of an

ounce of gold.
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The acceptance of SDRs (essentially credit balances

in the IMF) was quite a courageous step for it was the substitu-

tion of an asset with --

(l) No intrinsic value, and hence,

(2) Which could have no utility except
in transactions between central banks.

Its acceptance largely rests on the agreement among the

central banks to accept it in payment of international accounts,

but this acceptance is based upon the expectation that the United

States would reduce its deficit, and so provide a smaller volume

of dollars to the world in the future. This we have not done, and

until we do,it is not likely that SDRs will serve an important

purpose in the present system.

The United States has a much more valuable asset -- our

productive profitable corporations, the ownership of which is

represented by transferable ownership of stock.

If the United States Treasury were to buy such stocks

and offer them (at some discount from market) to foreign central

banks, they would have a more inherent value than gold and, further-

more, would produce income. Were they transferable only amongst

central banks (for a 10- or 15-yaar period), they would have most

of the characteristics desired in a reserve asset -- except that they

would not have a fixed value in any terms -- and their fluctuating

aggregate market value would have no relationship to gold. This

one lack would probably disqualify them as a reserve asset at this

time. However, because of their intrinsic value and their

BEST COPY AVAILABLE
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probable appreciation in terms of any currency, they nay be

acceptable some day -- even though not today.

An alternative would be to attempt to reduce the pressure

on the foreign central banks by inducing foreign individual citizens

and commercial banks to buy and hold American securities for their

intrinsic value. The development of the Eurodollar market indi-

cates that this might be attainable to a significant degree over a

period of time, but it would not serve our immediate purpose of

deterring the foreign central banks from presenting their dollars

for gold.

Another alternative would be an attempt to induce (per-

haps through offering some tax incentive) foreign corporations

to invest in plants in our country. Either of these steps might cause

some foreign held dollars to come home -- thus reducing pressure on

the fore-ign central banks.

But these are only remote possibilities. We do not seen

to have anything that can effectively postpone the urgent demands

of the central banks except evidence of our determination to get

our prices down to competitive levels and thus repatriate dollars

in exchange for our manufactured products.

III. RECAPITULATION

Our country has a problem. Dollar claims are building up

abroad. They far exceed our capacity to pay in gold and, due to our

higher prices, the dollars are not exchanged for our goods. We

:n I AVA 'c;:) 127i
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must understand this and acknowledge its importance. We must

work toward a solution, first, by encouraging other nations to

reduce the non-tariff trade barriers that exclude our products

and either encourage the other countries to eliminate (or ourselves

to adopt) export stimulates in the form of tax incentives, low

interest rate credits, etc.

The complete solution to our problem requires either

lessened expenditures abroad -- for which we do not seem prepared --

or an increase in our export sales which requires more competitive

prices. We can achieve lower costs in only two ways -- by reducing

our dollar costs -- holding down our unit labor costs, or by

reducing the value of the dollar relative to other currencies.

To achieve a reduction in our dollar costs, or at least

a slower increase in our costs (in dollars, not in percentages)

than in the costs of competing trading nations is not an easy

task nor a politically popular one, but it is essential. We also

can help our exports by stimulating technological advancements in

our export industries.

But if these mechanisms fail, we will have to change the

parity of the dollar in relation to other currencies, and this can

only be done under a multilateral arrangement.

We should not attempt to improve our position through

controls of imports or capital movements as these are shortsighted

and self-defeating.
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While we are attempting to achieve our basic goal of

getting dollar prices in line with those in world markets, it

would be helpful if we could induce the foreign central banks

to restrain their presentation of dollars for the gold we do

not have. Without a doubt, the best deterrent would be evidence

of our determination to get our prices in line.

Our ultimate attainment of competitive prices would

result in an inflow of dollars from abroad and excellent business,

employment and profits for our own country.

Our international and domestic goals are parallel.

1IJAJAVA YM:(')3 T;-11
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PREFATORY NOTE
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F,,YHIVe AdR,,RIstralo" iAGE C TERS impores trnsportat ion companies and firms providi.g

various services to companies engaged in international

RECTORStrade, business and investment.
BRUCE A. BLOMSTROM

Libby, McNeill & Lbby

Ii M. CONNELLY

CHARLES V. CRUZ

CRUSH Intrnationa,Inc

LAWRENCE C. McQUADE
ProcoR Incorprated

THOMAS 8. NENDICK
MiehI,.Uoss.Dexter Amricas, CU.

MARTIN H. PLOTNICK
Mar H. PIoroRIR & Com~pany

DONALD L. PORTH

DAVID W. REWICK
Erns ,& EIrs

ANTONIO R. SARARIA
LordI, BissI & B roA

CHARLES A. SCHWARTZ

TJORRLARIHN E RSM

KaSchroff & Associate, Inc.

JAMES E. WHITARER
C. S. Greene& ComIpany, Inc.

The primary objective of the International Trade Club of
Chicago is to represent the export, import and foreign
business interests and foreign operations of Mid-
American business and industry as well as Mid-America
investment interests of foreign industry. In this
respect, it should be noted that Illinois is the lead-
ing agricultural export state and the third-largest
exporter of manufactured goods in the United States
with international sales of about three billion dollars
in 1970.

Members of the International Trade Club of Chicago do
hereby express themselves in favor of the following
principles and policies and recommend them to the
President of the United States, the Congress of the
united States, the Governor of the State of Illinois,
and to other concerned agencies of federal, state and
local governments for careful consideration and
implementation.

UNITED STATES FOREIGN TRADE POLICY

We strongly believe that the United States will benefit
most from a trade policy directed at encouraging world
* Submitted by Hianuel J.* Correa, Proeident
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trade on a multilateral and non-discriminatory basis. We support
the general elimination of tariff and non-tariff barriers to inter-
national trade, and the continued application of the Most Favored
Nation principle. Such a policy would be in accord with United
States actions in this field since 1934. In implementing this
policy, we believe that better understanding can be established
with our trading partners than has been the case in the past,
We also recognize that it may be desirable to make certain
exceptions in the case of developing countries,

The United States currently finds itself under great pressure
from special interest groups to compromise its long-standing policy
advocating freer trade and to shift to one of protectionism.
Although these forces have been present throughout our recent
trade policy history, they are today receiving encouragement from
the highest levels as evidenced by strong Congressional support
during 1970 for a bill which would have imposed quotas and other
import restrictions. Such protectionist measures are of most
economic harm to low-income groups, We are firmly opposed to such
quotas and restrictions) and call for a return to our policy of
promoting freer trade.

The protectionist policy contained in the proposed 1970 Trade Bill
would have encouraged retaliation by other nations resulting in
trade contraction and economic nationalism. Protectionism would
adversely affect the United States balance of payments and weaken
the relative pos ition of the United States in the world economy,
It could also adversely affect our access to strategic materials
not available domestical~ly, Protectionism would mean that the
United States would-be unable to encourage,effectively the dis-
mantling of trade restrictions which discriminate against Ameripan
exports and which inhibit the growth of American export sales,
The United States should in no way,-by legislation or otherwise,..
implement protectionist measures. Rather, it should use all its
efforts to encourage other countries to dismantle trade restrictions
and other barriers tQ the free flow of international trade,

In order to further a-more liberal trade policy, a number of-measures
need to be taken. These include:

1. Giving the President adequate authorization to negotiate
tariff reductions, at least on a "housekeeping" basis.

2. Elimination of the American Selling Price System,
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3. Adoption of more expeditious handling procedures for
anti-dumping complaints and cases'.

4. Where quotas exist they should be phased out unless
pragmatic circumstances dictate modification. No new
quotas should be admitted.

5. Improvement of customs clearance procedures.

6. Continued elimination of restrictive U. S. and foreign
government procurement policies and procedures. Where
elimination is not practical, full disclosure should be made.

7, The elimination of taxes which discriminate against
imports.

TRADING BLOCS

We support the principle of free trade areas or customs unions
such as the European Economic Community, provided that their
formation does not result in a higher level of external tariff,
or other barriers to trade, than would have existed in the
absence of such a trading group, and provided they amount to
a close-knit, single economic entity and not a device for
preferential trading groups. If properly used, such arrange-*
ments provide greater economic stability and growth for the
countries concerned, enhancing the opportunities for U. S.
investment and trade; if not properly used, they run counter
to a non-discriminatory, multilateral and world trade environment,

EXPORT EXPANSION AND BALANCE OF PAYMENTS

The problems that the United States faces in its international
accounts continue to receive public attention.- One segment
which is amenable to improvement is the trade balance, It is
best strengthened by expanding exports, rather than limiting
imports. We call upon the Administration to undertake all
feasible measures to promote export expansion as rapidly as
possible.

First steps should be:
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1. Eliminating restrictions'on export fitiancing by banks
and other-financial institutions.

2. Providing fiscal incentives to increase exports through
a. Measures similar to the DISC provisions of the

proposed 1970 bill,
b, Interest subsidies or other special discount facilities

for export credit,

3. Making more flexible the operations of-both the Export-
Import Bank, including removal of net loans from the budget,
and the Foreign Credit Insurance Association and'simplifyintg
and improving their procedures.

4. Extending Eximbank financing facilities to short-term'
export credits.

OVERSEAS PRIVATE INVESTMfENT

Overseas investments have contributed to a sharp increase in
our international net worth, according to Dr. H. Houthakker
of the President's Council of Economic Advisors,- 'During the
1960-69 period, our international net worth more than doubled
and rose to $67 billion.

Direct private investments abroad by American corporations and
individuals generally serve the needs of the nation, They
stimulate American exports, provide a steady flow of investment
income receipts and promote economic development throughout the
world, The current Administration has taken steps to reduce
the adverse effects' of the Capital Restraints program, We
strongly urge it to go further and eliminate all restrictions
on new 141vestments abroad.

We also request the Administration to-utilize the new Overseas
Private. Investment Corporation as a device to stimulate U. S.
foreign investment, We urge that this be done in such a way
as to substantially encourage the expansion abroad of the
operations of U. S. businesses,

The U, S. Government should use its' efforts to cause'other
nations, such as Japan, Mexico or India.-to dismantle restrictions
against foreign private investment.*
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We encourage Government to negotiate more double taxation
treaties. This will eliminate disputes and provide a further
incentive for foreign investment.

DEVELOPING NATIONS

As the gap in wealth between the developed and developing
worlds continues to enlarge, the resulting tensions are likely
to be disruptive to world trade and to the orderly expansion
of U. S. investment interests abroad, To help ease this situa-
tion, we support measures designed to encourage the economic
growth of the developing world,

This should include a combination of:

1. Financial aid.

2. International agreements on important world commodities
which will stabilize prices and provide for orderly growth,

3. Support of the President's policy for expanding the
preferential access of poor nations to markets of the
developed world.

4. Elimination of non-tariff barriers on products of special
concern to developing countries.

EXPROPRIATION

While recognizing the right of every country to expropriate
private property in its national interest, we regret that some
nations have found United States' businesses to be particularly
inviting targets, nor have such countries adhered to the rule of
fair and prompt compensation. To lessen the! possibility of
bilateral political confrontations over this, type of issue, yet
still provide an incentive for the growth of U, S. investments
in the less developed world, we urge the United States to:

a. encourage a firm international posture by all developed
countries on the necessity for obtaining fair and prompt
compensation in the event of nationalization.

b. develop an international insurance plan n a business-like
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basis, which adequately insures new and existing businesses
against such an eventuality without the government involve-
ment that customarily occurs.

c. consider strengthening the arbitration procedures of the
World Bank's International Centre for the Settlement of
Investment Disputes.

d. encourage other countries, such as those parties to the
Andean Treaty, to provide fair and immediate payment to
foreign investors when they are forced to reduce their
holdings to a minority position,

e. rescind the Hickenlooper Amendment to the Foreign Assistance
Act as it has proven to be counterproductive.

EAST-WEST TRADE

While some liberalization of trade between East and West has
taken place, of which we approve, the removal of additional
restraints is urged in order to avoid loss of substantial mar-
kets to foreign competitors who have no such restrictions.

We support Eximbank financing for East-West trade and would
urge Congress not to adopt measures which would prevent this.

Additional trade in this area should also be fostered in order
to improve our trade balance. This should be accomplished
through the further elimination of unnecessary prohibitions,
retaining restrictions only on those goods which are deemed
vital to our national security,

SURFACE TRANSPORTATION

We support the Administration's efforts to expand, modernize
and make more competitive American-flag shipping. This is
necessary as our merchant marine has deteriorated in the recent
past and is becoming increasingly uncompetitive. We oppose
labor practices and other measures that artificially restrain
efficiency, such as the requirement that U. S. bottoms be used
where export-import financing is involved.

The rapidly developing tendency throughout the world covering
establishment of national flag and insurance preference laws
and agreements on commercial cargoes should be vigorously opposed.
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We support legislation which requires compulsory arbitration
in the shipping and transpor *tation disputes which clearly
affect the national interest, Recurring strikes demonstrate
the dangers to the effective conduct of international trade
and damages suffered by the domestic economy from prolonged
disputes. Shortages and higher prices of imported goods can
be harmful to the American consumer, Failure to guarantee
delivery or to meet delivery dates can lose markets for
American suppliers,

AIR TRANSPORTATION

We urge the U, S. Government, working through the United
Nations and other appropriate international bodies, to adopt
stricted control measures over all flights and support a
forceful policy, similar to that body of international law
covering piracy on the high seas,,to make air piracy an
international crime.

Recognizing that improved communications have contributed to
expanding U, S. business interests abroad, we urge the
development of improved methods of air transporation. We
vigorously support the Administration's efforts in this
direction.

June 1971
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STATEMENT OF EUGENE L. STEWART,. GENERAL COUNSELL. TRADE RELATIONS
COUNCIL OF THE U. S., INC., BEFORE THE SUBCO" ITTEE ON
INTERNATIONAL TRADE, CO"MITTEE ON FINANCE, U. S. SENATE

MR. CH1AIRMA AND MEMBERS OF THE SUBCOMMITTEE:

Thank you for the opportunity to present a comprehensive

analysis of the impact of foreign trade on U. S. manufacturing indus-

tries and their workers, pertinent to your consideration of the need

for reform in U. S. Foreign Trade Policy.

The Trade Relations Council of the United States has as its

primary objective undertaking to assist the Congress in its study of

foreign trade policy by a systematic compilation and analysis of all

available Government data pertinent to employment, output, and foreign

trade of U. S. 'anufacturing industries.

Today it is my pleasure to present to the Subcommittee the

Third Edition of our report, Employjment, Output, and Foreign Trade of

U. S. Manufacturing Induatrice, 1958-68/69. This two-volume work expands

the scope of the earlier study by adding many new industries, and it

updates the information previously presented through the year 1968 for

employment and output, and the year 1969 for foreign trade. The 1968

data published in the Annual Survey of Manufactures are the latest

available, and the 1969 foreign trade data are the latest available on

computer tapes suitable for analysis in our data bank.

These volumes are too bulky to be reproduced in the Committee's

printed hearings. I request, however, that they be made a part of the

Committee's official record of its hearings.

I Av A Y 302 J" Ii
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The proper object of foreign trade legislation is to provide

a means for protecting the standard of living necessary for the health,

efficiency, and general well-being of workers in the United States from

harm due to unregulated imports. It has been the public policy of the

United States since the enactment of the first trade bill in 1789 to

protect that standard of living through positive regulation of the flow

of goods in commerce within the United States.

The Nation's basic fair labor standards legislation outlaws

the manufacture and sale of goods in the United States under such condi-

tions as to wages and hours as would undermine the minimum standard of

living required to support the general well-being of workers in this Nation.

When goods move, in commerce, their, capacity for undermining that standard of

living is every bit as great in the case of goods made abroad under sub-

standard wage and hour conditions as from goods made in the United States

in violation of the standards contained in the Fair Labor Standards Act,

as amended.

If the Congress is serious about the protection of the standard

of living of American workers from the damage which would be caused by the

unregulated sale in the United States of merchandise whose price advantage

is based primarily on the failure to observe the wage and hour standards

of our domestic legislation, it must of necessity provide for the regulation

of all goods moving in commerce in the United States which would have that

effect regardless of their origin.

To penalize the domestic production and sale of such goods

while extending the open door of welcome to the same class of merchandise

made under substandard labor conditions abroad is a clear and open breach

BEST COPY AVAILABLE
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of faith on the part of the Congress with the American workingmen and

women whose welfare the Congress ostensibly seeks to protect through

the wage and hours legislation.

Accordingly, it is high time that this double standard of

economic morality be terminated and that the Congress face up to the

full consequences of its proper desire to place an economically realistic

floor under the income of workers and a safeguarding ceiling over the

hours which they are required to work at straight-tine wages.

The need for legislation to close the gaping loophole in the

protection afforded the standard of living of workers in U. S. manufacturing

industries was never greater than it is today. To illustrate this fact to

you, I should now like to summarize the data which are contained in the

new and updated study which I have presented to the Subcommittee.

The study includes data on 329 of the Nation's 425 manufacturing

industries defined at the 4-digit level of the Standard Industrial Classi.-

fication, and on 634,of the 1,280 product classifications of U. S. manu-

facturinmg industries defined at the 5-digit level of that Classification.

There are 321 industries at the 4-digit level of the Standard

industrial Classification for which complete data are available, either

alone or in combination with other industries. These 321 industries

accounted in 1968 for 70% of total employment in all U. S. manufacturing

industries. The 321 industries supplied 82% of the value of shipments

of manufactured goods in 1968. Products like or competitive with the

output of these 321 industries accounted for 92% of total U. S. imports

of manufactured goods in 1969, and for 83% of U. S. exports.
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Within this group of 321 4-digit industries, there were

147 which experienced a balance of trade deficit in 1969, even when

imports are taken at the value reported by the Department of Commerce

(f.o.b. origin) and exports at their reported value (f.a.s. port).

These 147 4-digit industries accounted for 37% of total employment

in all manufacturing industries in 1968, and for 46% of the value of

shipments. Most significantly, however, imports of articles like or

competitive with the output of these 147 industries accounted for 78%

of total imports of manufactured products in 1969, while the exports

of these industries accounted for 34% of total U. S. exports of manu-

factures.

The balance of trade deficit (imports, landed cost; exports,

valued mill) of these industries in 1968 was equivalent, at the value

of shipments per worker in each of the 147 industries, to a net loss

of 408,268 jobs. This figure does not represent an absolute loss of

jobs in the sense of a one-for-one decline in total employment in these

industries; however, the negative figure derived from the report of the

job equivalent of foreign trade in these industries, of 408,268, does

reasonably represent the aggregate of Jobs lost and employment opportuni-

ties lost in these industries. Since the 147 industries preporixierantly

have comparatively high labor-intensive ratios, it may also be said that

the lost job opportunities represented lost employment opportunities

for comparatively unskilled workers who, in manufacturing, are chiefly

employed by such industries.I
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The effect of foreign trade in the product categories of

these 147 industries on the U. S. balance of payments was even more

dramatic than the adverse employment effects described above. Taking

imports and exports at the values reported by the Department of Commerce,

foreign trade in products like or competitive with the output of these

147 industries resulted in a foreign trade deficit of $11.4 billion

in 1969.

In marked contrast with the position of the 147 industries

referred to above, analysis of the data in the report indicates that

there is a separate group of 174 industries for whom foreign trade has

had the opposite effect of that described for the 147 industries. This

separate group of 174 industries accounted In 1968 for 34% of the total

employment in all manufacturing industries, and for 36% of the value

of shipments. Imports of products like or competitive with the output

of the 174 industries accounted for only 14% of total imports of manu-

factured articles in 1969, whereas these industries supplied 49% of

total U. S. exports of manufactures in that year.

Calculated at the Department of Commerce values, foreign

trade in the product categories of these M7 industries resulted in a

foreign trade surplus of $10.9 billion in 1969. Because the 174 indus-

tries are, in general, less labor intensive than the separate group of

147 industries previously described, the job equivalent of the foreign

trade surplus (imports, landed cost; exports, valued mill) in 1968 in

the product categories of the 174 industries was equivalent to 185,650

62-790 0 - 71 - pt. 2 - 18
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jobs, considerably smaller than the job loss represented by the job

equivalent of the foreign trade deficit resulting in the product areas

of the 147 industries.

Up to this point in our analysis, the following lessons

of importance to your Subcommittee's consideration emerge:

1. The industries in the United States with strong export

potential were unable in 1969 to create a foreign trade

surplus in their product lines great enough to overcome

the foreign trade deficit which was experienced by the

more labor-intensive, import-sensitive industries. The

$10.9 billion foreign trade surplus earned by the 174

export-capable industries failed to match the $11.4 billion

foreign trade deficit of the import-sensitive Industries

by a half billion dollars.

2. More importantly, the employment generated by the export

performance of the capital-intensive, technologically

superior export-capable industries fell far below the

job losses attributable to the excessive imports which

Imnpacted the product lines of the import-sensitive, labor-

intensive industries. Thus, the 185,650 jobs generated

by the net export performance of the export-capable industries

were seriously inadequate to make up for tha losg of 408,268

jobs resulting from the net foreign trade deficit in the

import-sensitive industries. The net shortfall in jobs,

resulting from our Nation's foreign trade in manufactured

products was 222,618.
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For the 223,000 Americans who lost out on meaningful

employment because of the net impact of foreign trade on manufacturing

industries in the United States, the public policy expressed in the

Fair Labor Standards Act proves to be a hollow promise. These lost

employment opportunities resulted precisely because of labor conditions

abroad which are substandard under the guidelines established in the

Fair Labor Standards Act, and which by the magnitude of the job losses

are shown to be clearly detrimental to the maintenance of-the minimum

standard of living necessary for the health, efficiency, and general

well-being of the affected workers.

To corroborate the accuracy of our findings, there is now

available from a governmental source, for the first time, a measurement

of job losses in U. S. manufacturing industries resulting from foreign

trade. In a paper entitled "Export-Import Employment Relationship"

supplied for the record in connection with his testimony before the

Committee on Ways and Means of the H ouse of Representatives last year,

the Secretary of Labor indicated that in the year 1969, the employment

equivalent of imports of manufactured articles was 1,600,000 while the

employment related to merchandise exports was 1,432,000.1 The net balance

of employment attributable to foreign trade in 1969 was thus a deficit

of 168,000 jobs. Moreover, this is to be compared with the similar data

supplied by the Secretary for the year 1966 which indicated a net surplus

I Hearings on Tariff and Trade Proposals Before the House Ways and
Means Committee, 91st Cong., 2d Sess., pt. 2, at 608, 613 (1970).
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of 79,000 jobs. Thus, the total change in employment attributable

to foreign trade between 1966 and 1969 was a loss of 247,000 jobs

in manufacturing industries.

To indicate the changes in the foreign trade position of

U. S. manufacturing industries, I present for your consideration

four, tables of data.

In Table I, there are presented for each of 643 industries

for which complete data were available, data measuring the balance of

trade in the products of those industries for the years 1967 and 1969.

These data are shown in the table under four columns, each of which is

designed to provide a relative measurement of the competitive strength

or weakness of.U. S. manufacturing industries in foreign trade. Thus,

the columns are headed:

I. Industries whose trade deficit grew larger;

II. Industries whose trade surplus was reduced;

III. Industries whose trade surplus grew larger;

and

IV. Industries whose trade deficit was reduced.

The theory of these four subdivisions is that th~e measurement

provided by the concept expressed in the column heading will identify

industries in accordance with their relative strength or weakness in

competing with their foreign counterparts. Thus, industries which had
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already experienced a trade deficit by 1967 and which experienced an

intensification or enlargement of that deficit by 1969 can reasonably

be regarded as industries which are suffering a continued deterioration

in their competitive position vis-A-vis total foreign trade. Because

they are in a deficit position, imports are the dominant factor in the

foreign trade position of these industries.

The second column expresses a concept under which industries

which enjoyed a trade surplus can nevertheless be seen as undergoing a

weakening of their competitive strength vis-A-vis foreign competition.

The fact of a trade surplus in 1967 distinguishes these industries from

those which experienced a deficit, but the added fact that the magnitude

of the surplus is diminishing as shown by the 1969 balance of trade

position identifies this second group of industries as those becoming

less competitive in foreign trade but not yet characterized by dominating

import injury.

In contrast to these two classifications, the concepts'

stateC in the third and fourth columns of Table I measure industries

which possess competitive strength vis-A-vis their foreign competition,

and whose ability to compete is strengthening. This growing competitive

strength is shown by'the increase in the balance of trade surplus of

industries which already enjoyed a trade surplus in 1967, or by the

reduction in the size of the trade deficit in the oase of industries

which were in a deficit position in 1967.
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In the latter case (industries which enjoyed a reduction

in the balance of trade deficit), it is reasonable to conclude that

the persistence of a trade deficit indicates that the affected indus-

tries are suffering in some degree from import competition, but that

the pressure of such import competition is lessening or being counter-

balanced to a significant degree by increased exports.

The data in Table I are grouped in numerical order under

the 2-digit major industry descriptions of the Standard Industrial

Classification. The principal emphasis was upon the presentation

of data for industries measured at the 4-digit level of the Standard

Industrial Classification. Wherever complete information was available,

data are also presented for the 5-digit subdivisions of the 4-digit

industries.

In order to achieve a matching of the differently classified

import and export data under Standard Industrial Classification product'

classification concepts, it was necessary frequently to combine two or

more 4-digit industries, and often to combine with one or more 4-digit

industries, one or more 5-digit industries. These combinations are

indicated in the industry description in the table.

The data presented in Table I appear to justify the follow-

ing general conclusions in regard to the competitive position of the

major 2-digit industry groups:
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.1. The industries which comprise the food and kindred products

group (SIC 20) predominantly have experienced a weakening

of their competitive position in world trade, though 24 of

the 64 industries included within that group have improved

their competitive position.

2. The tobacco industries (SIC 21) have strongly Increased their

competitive position.

3. The textile mill products industries (SIC 22) have experienced

a strong downward turn in their competitive position in world

trade, with 21 of the 36 industries which comprise that group

experiencing a decline in their balance of trade position

in 196-9.

4. The apparel industries (SIC 23) experienced a dramatic and

major deterioration in their foreign trade position, with

all but 3 of the 27 industry groups characterized by a balance

of trade deficit in 1969.

5. The lumber and wood products industries (SIC 24) preponderantly

are noncompetitive, with less than a fifth of the individual

industries in a trade surplus position.

6. The furniture and fixtures industry (SIC 25) suffered a major

decline in its competitive position.

7. The paper and allied products industries group (SIC 26) has

experienced a worsening in its competitive position, with

nearly half of the 22 industry subdivisions and the Industry



848

group as a whole persisting in a balance of trade deficit

position.

8. The printing and publishing industry (SIC 27) is not signif-

icantly affected by import competition.

9. The chemicals and al lied products industries group (SIC 28)

has demonstrated increasing strength in its foreign trade

position, though the dyestuff and pigment industries as a

dramatic exception to that strength have suffered-a major

deterioration in their noncompetitive foreign trade position.

10. The petroleum and coat products industries, group (SIC 29) is

preponderantly noncompetitive and sustained a major enlargement

of its trade deficit.

11. The rubber and plastics products industries group (SIC 30)

experienced a dramatic increase in its trade deficit, with

over two-thirdA of the industry subdivisions moving to less

favorable trade positions.

12. The leather and leather products industries group (SIC 31) is

predominantly noncompetitive and suffered a major enlargement

of its trade deficit.

13. The stone, clay, and glass products industries group (SIC 32)

suffered a major shift from a strong trade position to a

strikingly large deficit position., Only 11 out of the 38

industry subdivisions included increased their competitive

strength vis-a-vis foreign imports.
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14. The primary metal indus4tries (SIC 33) increased their

competitive position on an overall basis, though many

sectors of the steel and nonferrous primary industries

are in a growing trade deficit position.

15. The fabricated metal products industries group (SIC 34)

is predominantly characterized by increased vulnerability

to foreign competition, though 10 of the 30 industry

divisions enlarged their trade surplus.

16. The nonelectrical machinery industries group (SIC 35) has

many sectors which experienced a worsening of their trade

deficit position, a greater number of sectors which saw

their trade surplus reduced, but sufficient industry

subdivisions which were able to boost their trade surplus

to characterize the industry group as a whole as moderately

competitive in foreign trade.

1M The electrical machinery group (SiC 36) on an overall basis

experienced a decline in its trade surplus of major propor-

tions, resulting principally from a very great deterioration

in the trade deficit position of the radio, TV, and other

consumer electronic product industries.

18. The transportation equipment industries group (SIC 37)

suffered a major reduction in its trade surplus due to

a strong increase in the trade deficit of motor vehicles,

especially passenger cars, and a reduction of the trade

surplus in other transportation equipment categories.
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19. The instruments and related products industries group

(SIC 38) is strongly competitive, as shown by a substantial

increase in the trade surplus, though a number of sectors

including ophthalmic goods, watches, and clocks sustained

a continued deterioration in their trade deficit position.

20. The miscellaneous manufacturing Industries group (SIC 39)

is predominantly noncompetitive as measured by the number

of industry sectors with a growing trade deficit,-though

the major industry group on an overall basis expe\Kenced

a strong corrective shift in its deficit balance of trade

position.

Fr-om this overview it will be seen that nearly two-thirds

of the Nation's major industry groups are essentially weak in foreign

trade competition, while the other third are essentially strong. Each

group, however, has many industry sectors which have the opposite

experience from the group as a whole.

The lesson of this aedessment is that U. S. manufacturing

industries appear by a preponderant margin to be vulnerable to foreign

competition. Notably, more than half of all U. S. manufacturing

industries are seen to be strongly and adversely affected by foreign

acmnretitiott as measured by enlarging trade deficits and reducing

trade surpluses.

Thus, there is a real basis for concern as to the effect

of the unregulated importation of goods produced by industries in
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foreign nations on employment i.n manufacturing industries in the United

States. With roughly half of U. S. manufacturing industries in a

position of Increasing vulnerability, to import competition, it would

seem evident that policies permitting selective regulation of imports

will be required if the Nation is to maintain the strength of its

manufacturing industries in the domestic market as a source for continued

employment and economic growth in the manufacturing sector.

Notwithstanding the lessening of import pre ssures- -at tn itahle_--

to the recession in the United States and the stimulation of export

demand traceable to the stronger economic conditions abroad, a large

number of U. S. manufacturing industries experienced a strong increase

in imports and the enlargement of the balance of trade deficit in the

products of their industries, market disruption as measured by a sub-

stantial increased penetration of the domestic market by imports, and

the absolute displacement of workers and the underemployment of their

work force as shown by reduced hours of work.

To help you take a closer look at particular industries

which have experienced these adverse developments, I invite your attention

to the data in Table HI. From the 643 industries for which data are

presented in Table I, a selection has been made of 110 U. S. manufacturing

industries which are being significantly and adversely affected by

import competition. These industries and data pertinent to a considera-

tion of their position are shown in Table IH.

The following points regarding these industries are believed

to be significant from the point of view of trade policy consideration:
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1. Nearly 75% of the deficit involves U. S. trade with

developed rather than the less-than-developed countries.

2. The developed countries accounted for 90% or more of the

foreign trade deficit-of 63 of the 110 industries; the

aggregate deficit accounted for by the developed countries

of these 63 industries in 1969 of $7,861.3 million was

equal to 59.0% of the total deficit of the 110-industry

group.

3. There are only 19 of the 110 industries in which less-

developed countries accounted for more than 50% of the

total trade deficit; the aggregate deficit accounted for

by the less-developed countries in the trade of these 19

industries in 1969 of $3,215.0 million was equal to 24.1%

of the total deficit of the 110-industry group.

4. In view of these points, the adjustment of imports to relieve

the excessively injurious pressure on the domestic industries

would affect the less-developed countries in only a minor

way.

This conclusion is emphasized by a consideration of the

relative proportion of the total. exports of less-developed countries

consisting of manufactures. While this proportion has been increasing,

manufactures still account for less than 25% of the total exports of

less-developed countries, whereas nearly 75% of the exports of developed

countries consist of manufactures. This is shown by the following chart.
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Both from the point of view of the actual composition of

U. *S. foreign trade in the products of the 110 industries which are

seriously impacted by excessive imports, and from the point of view

of the composition of the total export trade of other nations, efforts

by the United States Government to adjust the volume of imports in

the products of these 110 industries to relieve the excessive pressure

would primarily affect trade with the developed countries rathe' than

the developing countries.

A study of the data in Table II in relation to employment

--changes in those of the 110 manufacturing industries for which employment

',-sdata are available discloses that an increase of employment of less

--)than 2% or an absolute loss of employment during the period 1967-1969

is associated with either a relatively high ratio of imports to new

,,supply in the year 1967, a strong increase in the trade deficit, 1967-1969,

or both. This is shown by a recapitulation of such industry data In

Table III.

During the period 1967-1969, the aggregate foreign trade deficit

of the 52 industries listed in Table III increased by $2,510.8 million.

At the value of shipments per worker for the average of all manufacturing

industries in 1968, just this increase in the trade deficit of the 52

industries represented the equivalent in output of 81,193 workers. This

is reasonably close to the actual loss of employment sustained by the

52 industries during that period of 119,896 workers.

The loss of employment by the 52 industries for which data

are presented on Table III is not intended as an indication of the total

7 JU U ZV *. ~r
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loss of employment due to foreign trade by import-impacted industries.

It simply represents an indication that for those 52 industries for

which complete data were available to permit analysis, the actual job

loss was roughly equal to the job loss attributable to the deterioration

in the foreign trade position of the industries concerned.

For the entire group of 110 selected U. S. manufacturing

industries shown by the 1967-1969 changes in foreign trade balances to

be especially sensitive to foreign competition, as presented in Table III

the net change in foreign trade was an increase in the aggregate trade

deficit of the group by $5,322.1 million. At the value of shipments

per worker for the average of all manufacturing industries in the year

1968, this increase in the trade deficit of the 110 industries represents

the loss of the equivalent of 172,103 jobs.

Even this calculation is an incomplete indication of the

displacement of employment by the net adverse impact of foreign trade

on U. S. manufacturing industries because the group of 110 industries

only included those for which complete data were available which were

judged to be especially sensitive to foreign competition. Job losses

occurred in other industries as well.

For example, the indication of the job loss in the apparel

industry presented in Table III does not include the related job loss

in the textile mill products industry as a result of the displacement of

fabric sales to U. S. apparel manufacturers represented by the competitive

impact of imported apparel. Similarly, the job loss shown for the radio
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and TV set industry does not include the separate job loss sustained

in the industry producing electronic components of the type used in'

rAdios and TV's, the market for which is reduced as a result of the

/increase in Imports of the finished items which displaced domestically

produced radios and TV'Is..

When the Congress mandates an increase in the minimum wage

through legislation, it is not merely the wage rates at the bottom of

the wage structure which are affected, but, rather, the entire array

of rates applicable to manufacturing jobs. This has both-good and bad

consequences. From the point of view of the workers, the-upward adjust-

ment of the wage rate structure through the mandated increase in the

minimum wage is, of course, a welcome event.

From the point of view of their employers, howeVer, the''

upward adjustment of manufacturing wages has an arbitrary aspect which

is quite disassodciated from any increase in productivity which would

prevent an inflation of manufacturing costs. The manufacturer has three

choices: He can increase the degree of automation practiced in his

manufacturing process in order to reduce wage costs by eliminating labor;

alternatively, he nay attempt to increase prices to cover the increased

labor costs; or, he may do neither but simply absorb the increased costs

in his operating profit.

E Iach of -these choices is subject to severe constraints. It

is obviously not the intention of the sponsors of such legislation to

trigger a new wave of automation which would result in a significant
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net reduction in manufacturing jobs. Nor could it be the intent of

the sponsors to aggravate the conditions which make inflation such

an intractable problem for the Nation's economy.

Finally, the great majority of manufacturing corporations

in 1970 experienced their worst year from the point of view of profits.

Sharply reduced earnings, absolute operating losses, and the collapse

of many businesses have been the legacy of the economic recession on

manufacturing industries in 1970. Everyone hopes for an upturn, and

for many companies the results of the first quarter of 1971 appear

promising. Yet it is too early to predict that manufacturing profits

will strengthen to such a degree in 1971 as to absorb the increased

costs which would result from the enactment of H. R. 7130.

From the point of view of those industries who are especially

import-sensitive, the mandated increase in the minimum wage will serve

primarily to widen the gap between costs and prices which characterize

the unfavorable competitive position of those industries in respect

to imports. Therefore, it is a responsible act for the sponsors of

the legislation and this Comnmittee to consider the enactment of Title III

of H. R. 7130 to provide for a mechanism to protect the workers in

manufacturing industries from injury caused by imports manufactured

abroad under labor conditions which are below the standard prescribed

for domestic producers by the pending :egislation.

To help you understand the extent to which manufacturing

industries in the United States and their workers would be subject to

such injury, I have prepared my final tabulation of industry data taken

BEST COPY AVAILABLE
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from our data bank. In Table IV, I have identified those industries

which experienced a net loss of jobs due to foreign trade, ranked in

accordance with the degree of import penetration in 1988, the latest

year for which the necessary data are available to make such calcula-

tions. As you study this list of industries, I predict you will be

startled by the following aspects of the listing:

1. There are a very large number of industries who have

experienced a net loss of employment due to foreign

trade;

2. There is a strong and direct correlation between the

depth of the import penetration and the extent of the

job loss;

3. Very few of the industries on the list have been the

recipient of Government action to bring the excessive

imports under control. For your convenience, I have

identified in italics those industries which have

received some Government assistance.

The data in Table IV demonstrate why it is necessary for

your Committee to support measures to protect American workers from

the impairment of their standard of living from manufactured goods

made abroad un- er substandard labor conditions, and imported into

the United States comparatively free of restraint under the double

standard of economic morality to which I have referred.



859

Please bear in mind that the calculation of the import

penetration ratios in Table IV is based on the dollar value of the

imports compared with the dollar value of sales in the American market.

The use of dollar value as the basis of the calculation understates

the import penetration to a significant degree in comparison with the

results that would be achieved if each industry's ratio were calculated

in terms of the units of imported articles compared with the units

sold in the domestic market. Data as to the units are simply not

available on a consistent basis in Government statistics; accordingly,

we have no choice but to use the dollar value.

In all, there are a total of 132 industries listed on

Table IV. The total loss of jobs due to foreign trade in the products

of these industries in 1968 was 386,499.

Where the data were available from the statistics of the

Bureau of Labor Statistics, I have indicated on Table IV the change in

employment of the listed industries between 1968 and 1970. You will

find that in most instaiVces the job loss due to foreign trade, measured

in 1968, is generally consistent with the absolute loss of jobs which

has occurred in those industries between 1968 and 1970.

Mr. Chairman, I believe that the study of the Trade Relations

Council which I have presented to you today and the various tabulations

of data taken from the study which I have submitted for your further

enlightenment in regard to the impact of imports on employment in U. S. manu-

facturing industries provide the strongest possible foundation for legis-

lative reform of procedure-.. This concludes my testimony. Thank you

for your attention.
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BROOKLYN, N.Y., May 29, 1971.
Senator ABRAHAM RIBICOFF,
Committee on Finance,
Senate Office Building, Washington, D.C.
(Attention: Subcommittee onl International Trade.)

DEAR SENATOR RIBICOFF: Thank you for your letter of May 24th.
Although I had very much hoped to appear personally 'before the current hear-

Ings on America's International Trade Problems In view of the vast amount of
knowledge (more easily given verbally than in waiting) I had to offer that could
easily resolve the current monetary, and balances of 'trade and payments prob-
lems presently afflicting our beloved land, I would vary much like to have my
letter of February 7, 19,71, addressed to "Letters to the E~dtor of the New York
Times" which accompanied my 'letter to you of May 12th entered and filed as a
formhm1 statement with the Subcommittee.

This letter, as you 'may recall, was a 4-page affair which Included a 2-page
postscript and was primarily a response to Senator George McGovern's foreign
policy proposal, "An Opening to the Far East," which appeared In the form of
a guest editorial In the New York Times of February 5, 1971.

Should you have failed to keep this letter on file or have misplaced It, please
let me know and I shall be happy to send you another copy.

In any event, I should like to be informed of my Wtter's acceptance as a formal
statement to be filed -with the Subcommittee and which I hope will be read and
Studied by all members of said committee.

Should you or any other members of the Subcommittee on International Trade,
as a result of studying this letter, and after having it filed as a formal statement,
desire futether Information and/or clarification on any of 'the matters discussed
therein, then I shall be most happy to hear from either you or they In this regard
as well.

Hoping to hear f rom you soon, I remain,
Sincerely yours,

ABRAHAM I. KARP.

BROOKLYN, N.Y., May 12, 1971.
Senator ABRAHAM A. RiBIcoFF,
Senate Office Building,
Washington, D.C.

DEAR SENATOR RiBICOFF: I have read in 'tihe May 10th Issue of -the New York
News of your Intention to start Senate hearings on world trade Issues com-
mencing May 17th with Secretary of the Treasury John B. Connally as your lead-
off witness.

Since I have been Immersed In the International trade problems of our country
over the past ten years by conceiving of sound and practical trade and tech-
nological concepts that would have easily resolved and even avoided the current
monetary, trade, and balance of payments problems we are currently afflicted
with had they'been accepted by the previous (and even current) administrations
to whom they had been submitted for urgent consideration, evaluation, and adop-
tion, 1 wb~uld like very much to have you personally study the enclosed letter
which gives a'brief outline of my Involvement In these matters.

Should you believe, after studying 'the enclosed, that my contributions to our
government would have been of Immense benefit to the continued growth -and
viability of our economy (thereby enhancing the peaceful and harmonious de-
velopmen't of our political, socinil, and cultural structures as well), then I shall be
most happy to volunteer my services as a witness at your upcoming hearings to
offer the benefit of my knowledge, skill, and experience In these matters.

Hoping tio hear from you soon In this regard, I remain,
Sincerely yours,

ABRAHAM 1. KARP.
ENSURE.
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BROOKLYN, N.Y., February 7, 1971.
LETTERS TO THE EDITOR
The New York Timcsle,
229 W. 43d Street,
New York, N.Y.

DEAlI EarroR.: What Irks me about Senator George McGovern's proposal, "Ani
Opening to the Far East," (advocating the opening of diplomatic relations and
non-military trade relations with Communist China) which appeared onl your
Guest Editorial Page of February 5th, is that it forms a very minute part of a
more ambitious and broadening Marketing and Political Program I had advocated
for our American system of Government inl early 1901 to the so-called "New H-ori-
zons" administration. I even sought to have this new and dynamic trade find
political policy emblazoned as the theme of the then contemplated New York
World's Fair by appealing to numerous government and private parties to change
the then accepted theme, "Peace through Understanding," (a meaningless and
trite euphemism) to "Unrestricted World Trade-the New Frontier to World
Peace," (which conveyed in concrete and easy-to-understand terms the path to
follow in order to attain for our country at dynamic and viable economy through
peaceful relationships with all countries and governments regardless of their
palitical affiliations and beliefs).

The "Irk" comes from the long-remembered fact that the very same type of
political activists and opportunists who advocated the economically and p)olit-
ically ruinous "Closed Door" Policies of non-trade (strategic and otherwise) with
the entire Conununist world in the late postwar 40's and early 50's, are the very
ones who are now emerging to advocate the complete opposite of what they had
originally foisted upon the American Government an(I American people under, the
guise of "protecting us from the Red 'Menace -vhile at the same time debilitating
their energies to spread their doctrine beyond their then present boundaries."

Today, I witness with irony and mixed emotions the resultant downhill trend
of our political, economic, and social system (a direct result of these former
campaigns of fear and restriction which greatly Influenced our foreign and
domestic policies) and the political, economic, and social benefits it has accrued
for a more cunningly, pragmatic, and deceptive alliance of Western European
powers united together under a Treaty of Rome which gave birth to the Euro-
pean Economic Community more commonly known as the European Common
Market.

Organized for the avowed Intentions of broadening and increasing free trade
among the Western World, the European Common Market lost no time in mak-
ing a complete about face by leaping Into the trade void created by America's
fear mongers and political demagogues and Immediately engaging Ii commerce
with the Communist world In strategic and non-straltegic goods and services.

The results of such folly 'on America's part and of such hypocrisy on Western
Europe's part (undoubtedly carried out Nwttlm the collusion of some highly ap-
pointed and/or positioned counsellors, advisors, and career civil servants In
Washington) are self-evident.

Whereas We~tern Europe today, predominantly Italy, West Germany (the
original Axis partners of Wor-ld War 11) and France now hold heavily involved
trade relations WVith Russia and the rest of the Communist World Ii strategic
as well ats non-strategic goods and services which has accrued to them, over the
past Viwo decades, healthy economic positions and hoards of American dollars
(the most valued currency inl foreign exchange) that total Ii excess of the
amount of gold that Washington has onl hand for exchange and for backing uip
Its paper currency (in Fort Knox) America's economy, on the other hand,
has slid from that of being the wealthiest nation In the world Immediately fol-
lowfrg World War Il, to one suffering from chronic reversals In its balance of
1-4..crhiw;ional payments and trade over the same period of time accompanied
by a dwindling gold supplly (nowv less than the amount of dollars outstanding in
foreign banks and which must be redeemed in gold on demand i accordance with
International monetary and trade agreemients9), growing unemployment and
poverty, wasteful depletion of our natural and national resources In bolth men
and material by pursuing worthless foreign military adventures (another direct
result of our repressive foreign policy) and highly exorbitant and non-renumer-
ating showmaniship Spectacles such as our "manl on the moon") project (another
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"New Frontiers"' folly) when our highly sophisticated and refined current
state of technological art can produce highly Innovative and remunerative tech-
niques In marketing and commerce that could easily reverse all these unpleasant
trends we are currently suffering from today.

Yes,.- I aiu not only "Irked," but also "miffed," "piqued," and "revolted" by
these tin horn, dime store "messiahs" emerging from the woodworks expousing
noble sentiments and presumably omniscient pearls of wisdom that would lead
us out of this morass of confusion, frustration, and repression if only we follow
then and place them In the seats of power so that they can cancel out the very
lpolicies they have advocated over the past two decades that will make them the
tin heroes and hollow saviours of America that they truly are.

True, our past leaders of America have been duped by these merchants of
fear and repression (who can ever forget the infamous, diabolical Sen. Joe
McCarthy of the late 40's and early 50's?) in high and influential posts In our
government, but for the electorate to be foolish enough to be duped by them also
will only "compound the felony" and bring further disgrace upon the noble prin-
ciples that this country was founded upon and which appear to be long forgotten.
in practice by those fortunate enough or dishonest enough to have attained the
highest positions In our system of government.

Sincerely yours,
ABRAHAM 1. KARP.

P.S. The writer is a Marketing Consultant and Specialist In Applied Technol-
ogy who has advocated (non-strategic) free trade with all nations in the world
community regardless of their political affiliations and beliefs in the full knowl-
edge that only through Ipeaceful trade and commerce can America "build bridges"
throughout the world thereby bringing with her goods and services to the com-
mon masses and Inhabitants of these lands the Ideals we cherish most and which
enabled us to become as affluent and as generous as we truly are.

The writer does not believe In nor engage In idle slogans or rhetoric, but has
translated his beliefs and convictions Into practical and concrete marketing con-
cepts that would attain these goals peacefully wilth dignity and honour for
America and her citizens, and has submitted them to past and present adminis-
trations as well as numerous government and private agencies for their con-
sideration, evaluation, and hopeful Implementation. They are as follows:

(1) CONTAINERIZATION. Conceived of in December, 1960, to help
resolve the Government of Israel's then twofold problem of demurrage and
the blockade of the Suez Canal to her shipping. Submitted, in February,
1961, to both the Governments of the United States and Israel In the hope
of utilizing this new transportation concept (in actuality, an extension of
the then popular piggy-back form of commercial railway transportation) to
Initiate an "Israel Overland Route" that could effectively compete with the
Suez Canal and open up a new and alternate trade route for the Western
World between the Eastern and Western Hemispheres.

(2) An American "CONVEYOR BELT" System of Transcontinental Con-
tainerized Transportation. Submitted this concept to the United States
Government In April, 1963, proposing that it be linked up to my previously
submitted "Israel Overland Route" Plan thereby providing American Indus-
try and commerce with undisputed supremacy In world trade via a globe-
girdling system of fast, efficient, and eoonomical containerized transportation.

(3) "Pre-Stowed Hovereraft Carriers." Conceived of this latest concept In
intermodal container transportation In Sept., 1967, to prove that America has
the technical capability of prod'wing, If It has the will and desire, the most
revolutionary means of rapid, efficient, and economical mass container trans-
portation In the world that has the ability to convert the natural isthmuses of
the world into natural overland routes thereby eliminating the necessity to
build and maintain costly and burdensome waterway canals such as the cur-
rently contemplated second Panama Canal. This latest concept also makes
obsolescent and out-of-date (before they even get started) the newest con-
cepts of LASH (lighter-aboard-ship) and Seabee barge carriers currently
being developed In the merchant marine industry with the aid of enormous
amounts of taxpayer's monies from the Maritime Administration of the De-
partment of Commerce.

-) Pi



863

SPEECHt OF 0. R. STRACKBEIN, PRESIDENT, THEF NATIONWIDE COM AITTEE ON IMPORT-
ExPORT POLICY, BEFOne, TiiIi M-A IERI0A WORLD TRADE CONFERIE NCE, CHICAGO,
ILL.

THlE CHANGING BASIS FOR "PRo'ECTIONis M"

While the terms, "protectionism" and "free trade" are Increasingly decried ats
ob)solete forms of semantics, the evolution of this obsolescence has not been suffi-
cIlntly uncovered.

The princilples of free trade, as elaborated by Adain Smith circa 1775, assume a1
minimum of governmental Interference with tihe market forces both within a
country and with Its external trade. The term laf8sCz-fairC (leave alone) has beet)
applied to the economic phiilosophy of Adami Smith. It underlay the so-called free
enterprise system of our own country until the severe deipression of the early
'thirties. Essentially It mnennt minimum interference by Government with business
andl commerce.

Protectionism, onl the other hand, which dloes represent Such interference, wvas
recogn~izedl early in our history, particularly after tll(' WVar of 1812, at; neces-
sary. If we were to build1( til Industrial nation. Other~wise w(' faced a. future of
(,eonioic s.tbor(linattioll to Britain is it supplier of raw~ materials anmd anl importer
of mlanulfactured( goods. Thle artistst avowved protectonist tariff was tihe Tariff of
1816.

Tmeremiftem' tile, tariff becae it political football, kicked back and forth
until 1934. Gecnerallyv, until then, the( Southern States were( Identified with free
tradIe or at "tariff for revenue only", while the Northern industrials States pre-
ferred a p~rotective tariff.

iFront 19)34 to 1907 we enmgaged( in at series of tariff -cut ting international con-
ferences andl reduced our tariff anl average of approximately 80/!, . Today our
tariff onl (dutiable items Is about 10%Y c*ompiaredl witi a little over 50%; in tile early
'thirties4. If the( collected (duties are averaged over all our Implorts, includiing those
free of (duty (solue 381c Of the total) our average (duty Is betwvit (% and 7%/,.
The final reduction of the( Kennedy Rtounld will he made Jlanuary 1, 1972.

THE GREAT DEPARTURES ACCEPTANCE OF NATIONAL PLAN NING, EXIT IAISSEZ-FAIRP"

The decade (;f 1933I-42 marked at sharp ecooionil-p)olitical dep'larture tin tis
country frontI mnuch that had gone before. Ili88Csz-faiY? economists we're driven
from respectability Into tile, cemetery of fallen and (discredited heroes. National
planniing of Ind~ustrial andl cominerelal activity wais enlthroned ats tile new god
of economic thought. 'rie free enterllritie systela was dc-spurred amid tamied. The
fanle of thle Britisih economist, John11 MAaymlard Keynes, w~ho Ilad exlloit Ideas
onl governmental managemenIt of tile econ1om1y, rose like at shinin11g star over tile
horizon.

Where hais8cz-f airv p~roscribed or frowned forbidd ingly onl state Intervention
fin wages, hours of work, working cond~itionls, collective bargaining amnd similar
ecouoicl Comnsiderations; amld was 110 less applalledl over price support of agri-
culltu re, reduction of cropl 'acreage an d11(i rect payment for nonl-prodluctioll, tile
"New D~eal" turned these projudices upide down, amd Io not stop) there. It
insisted, tin addition, oi1 regulating banlks, the stock exchange, railroads, and
counlterinlg the harshness of the marketplace fin disp)lacing workers from tileir
jobs. Unemployment insurance, 01(1 age pen~sion,,; aid( sililar social welfare
operations wer('nacelpted ats legitilnate concerns of tlle Government. Later, pub-
lie education amnd medical care became adlditionial (linamts for governmental
attention. No longer wvas time mlarketp~lace to lie tile arbiter. Laissc-fairc ecomlolnics
Itself wvas pickled In formaldehyde and transferred til a bottle to tile museum of
historical mon stroslties.

There was o11 exception. Thlat was free trade ! Thiis theory ilad so beguiled ill
who( blieleld It and aill wvho were exposed to I it till lInnocenee tin our universities.
thmat it was divorced by 1mai force from the otherwise blanket con deniatonl of
la.188Cz-fadire economics where It belonged. Free or freer trade was Caressed,
adored, smiled upon, cherished, fought for at!,,, baptizedl as a part of tile naltionlla-
planning dognan. "Pale-miouthed pirophniets" endlorsedl it and nothing raised the(
hackles of academic economists more surely than suggestions that a philosophy
that Ilad accompanied tile development and growthl of our economy to tile p~oinlt
of world Industrial leadership (i.e., p~rotectionismn) could Ilot be all bad. Even
11ow 5,000 economists,, fair and trule, jump to tile ramparts wvhen tiley detect a
movement fi tile dlark, which, according to them, Is the natural habitat of protec-

tionists. Tiley fire Into tile forbidding dark at w~ill, which mnis Instanltaneously,
hloping to Inflict mortal wounds on thle renimlants of tile D~ark Ages. Recently over
5,000 of thenm tilted, predictably, against the Mills Trade bill.
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FREE TRADE AT ODDS WITH NATIONAL PLANNING

How free trade could survive the tidal wave that swept all other fragments of
10188ez-fa irv like straw before it, has never been Intelligibly or even humorously
explained. This phenomenon must stand as a high monument to the cultural lag
of the brightest stars in the Milky Way.

Unfortunately for national planning, national planning can be no better than
its enforcement. Good plans are discredited and collapse If they are not carried
out. Putting them Into effect means warding off countervailing forces and turning
aside Intrusions from the outside that would subvert them.

In tis respect the basic barriers to International free trade are today more
formidable by far than was the Hawley-Smnoot Tariff Act of 1930-that "mon-
.strosity" fathered by selfioh interests, a veritable denigration of the Adam Smith
iiS8ez-falcur economic philosophy. Thuis style of denigration must be left strictly
to the selection of the national planners who can (distinguish between good and
evil laissez-faire. (Protectionism is, of course, anti-iui88Cz-fairc, and should have
been (dear to the national planners, but it is of the ivrong kind.) It Is necessary
to be% endowed with a special or even mystical Insight to detect the distinction.
(rowernniental Interference, we~ must suppose, Is of the highest good, so long as it
l)rocecNls f romi the planning centers. Protectontim, although Itself an Interference,
Is evidIently bad because It comes from the wrong source.

Governmental control of the banks Is good. Governmental control of the stock
market Is good; so also Is control of the utilities, establishment of minimiun
wa'ges; and also control of monopolies, Intervention in agriculture, in education,
iii social welfare.

Times change in aill fields and the change, it Is held, justifies a modified attitude.
A complicated society, it may 1)0 agreed, can no longer trust market forces.
Selfish Interests have Insufficient regard for the public good. Therefore they
must 'be regulated: That is to say, all but import trade. Apparently Imp~ort trade
Is automatically good 1111( unselfish, and therefore in the public interest.

THlE PLANNERS' DILEMMA

Yet, with the advent and far-extension of economic planning, the economic
flanks must be controlled If p~lanning is to suceem-l. If we provide price support
for cotton, whleat, dairy products and other farm output the purPpose would fall if
we (lid not protect the program on the seaward flank. At one time our Govern-
mnent purchased millions upon millions of pounds of domestic cheese in order to
reduce the pressure on prices, only to see It mount in higher and higher tiers In
our warehouses, 'because Imported cheese could be bought cheaper. Had this
flank not then been protected lby Import restrictions, the planned rescue of our
(dairy industry would have collapsed. Therefore these particular restrictions
could be justified, particularly by the planners.

Seemingly It was a good Interference with the marketplace to help our dairy
farms to survive, and this objective justified the bad Interference embodied in
the restriction of Imports. Thus, while protectionism was abominable, it was
not the worst thing in the world.

The same observation maybe made of our Import quotas on raw cotton and on
wheat and wheat flour. If the rescue of the farmers was justified, was It an evil
act to restrict imports to prevent their upsetting thie plan of rescuing agricul-
ture? World cotton and wheat acreage was sufficient to swamp our market with
cotton and wheat and depress prices to levels from which we sought strenuously
to rescue our growers. Was the one governmental Interference good, and the
other evil?

In 1940 Congress enacted what has been called the Full Eimployment Act. It
set a goal, a national plan, making'the state of employment a national concern.

It follows that If as at nation we adopt a goal of full employment we cannot at the
same time ibe Indifferent to forces that If left alone would defeat the plan, whether
these be of foreign or domestic origin. To carry out the purpose of the Act the
Government has over a period of time utilized the power of taxation, control of
mioney-volume, Interest rates and the shaping of the budget as instruments of
the policy.

Unfortunately for the success of these various controls, the United States Is
not an economic island free -from foreign Influences.

We compete Internationally 4n some Sectors sufficiently to be affected Internally
by the competitive factors of trade. If Import competition is not taken Into ac-
count hand-in-hand with other Items in our balance of payments, efforts at tin-
lng the national economy to desired ends may encounter severe turbulence and
even overt disruption.
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The common disturbing factor from this external source wvill be found to lie
the (llscrepancy Ii unit cost of production here and abroad.

Our- high wage levels are underwritten by escalating minimum wage laws
and obligatory collective bargaining. These assurances of at high consumer pur-
chaw.ing power were proposed lby our national planners and were adopted Ii the
Congress by heavy majorities iby the representatives of the electorate over the
pakat; thirty-five years, h1and-in-hand with fa rm price supports, reduced hou rs of
work, and minimum wages, accompanied by high defensee expenditures, and,
lately, high outlays in the public sectors of social security, education and mnedi-
cinte, we have Inevitably increased costs of p~rodlucing goods Ii this country ait a
pace beyond the capacity of our technology to counteract by way of rising ipro-
dluctivity. The result was higher p~rices.

Meanwhile other industrial countries adopted our system of mass production.
Their productivity grew rapildly. However, mass production Is only half of the
Americani system. Long ago Henry Ford discoveredl that mass Iproductionl faced
defeat if it were not balanced lby mass consumption. Higher wages becam"v
Insep~aralhy associated with mass production.

The other countries have seemingly miot. yet learned this lesson. They produce
ait it volume that is beyond the capacity of the mass purchasing power ait home to
absorb. This surplus production creates a dependence onl foreign markets, as
Karl Marx foresaw, The United States Is the largest single market In the world
and therefore looms ats anl object of cultivation. Because of the cost discrep~ancy
in at wide range of goods tin favor of foreign Industry we offer an attractive tar-
get for surplus disposal. This Is esp~ecially true of many varieties of mianufac-
ture(I goods. The foreign cost advantage Is magnified Ii these goods, the more so
ats the application of labor Is; extensive. Ini raw materials, the advantage is4 of
lesser degree because less of the lower-wage labor is4 applied. This fact explains
the trend of the lpost-war ix of our Imnport.,. These have gravitated heavily to
finished and semi-finishied goods ats list anguished from raw material.

With very fewv exceptions our foreign trade in manufactured goods is4 conducted
with a growing and appalling deficitt. Our principal export advantage lies In
machinery and transport equipment; and even Ii that sector It Is shrinking.

If we were to revert to a near laisscz-failrc economy, we must first dismantle
not only what Is left of our tariff butt also our minimum wage laws, farmi price
supports, hank dleposit guaranties, social security, stock-exchange control, obligal-
tory collect ye ba rgain in g, control of Inter'est rates, restrictions on Im migration,
medicare, regulation of utilities, subsidies of all kinds, including those onl air-
craft, merchant shipping, shipbuilding and other forms of transportation ; but
that Is not all: other countries must (10 the same. Not only we hut they too must
relinquish national economic planning and the network of Industrial and comn-
mercial controls that support the planning. Not only we but they too must elinil-
nate Import quotas, exchange controls, import licensing-and they must
renounce currency devaluations, which represent a fertile source of hidden protec-
tion, f requently utilized by our overseas competitors.

Of course, even to suggest such a course of action Is to underline Its absurdity.
The trend Is toward more controls and regulation, not at relaxation. The inter-
dependence of controls Is too well established In experience to sustain any notion
of a p~iecemneal reversion -to la188cz-falre. As anl example, full employment depends
on the Institution of a whole array of other controls.

Industries burdened with rigid costs, as American Industry Is burdened today,
are left with the most limited margin for independent action. If they are exposed
to a flanking competition that Is not similarly burdened, they are fin overt
danger of being driven f rom their home market by Imports.

CQST OF GR(EATER EFFICIENCY

If such exposure is widespread any notion of full employment may as well be
discarded. The very base of employment is eroded by the need to become more
efficient tin order to remain competitive. Ini realistic terms greater efficiency
can be achieved only by reducing the work force per unit of production. Em~-
lployee compensation represents some 80%l' of production cost, up and down tMe
line (in the absence of windfalls or bonanzas) and therefore greater competitive
efficiency can only be achieved at the expense of employment; and th48 is not
thc road to full employment when competitors on the outer flank rob the domestic
cost reducer of the greater &a~le8 he might eampect if the extrnal competition
were niot there, or were nte4utralized.
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Insistence on freer access of imports bearing prices distinctly below our own
to our market Is, to repeat, at odds with the full-employment objective. Other
countries know this and act accordingly, through higher tariffs or currency
devaluation or other devices to defend their national economies under similar
ci rcunmstanuces.

A supreme example of the meaning of the greater efficiency that io constantly
urged on our Industries as a means of remaining competitive or regaining a
competitive p)ositionl, Is found in the experience of the coal Industry. From 1950,
when the industry was beset by lethal competition from oil and natural gas, to
1965 tho coal industry displaced over two of every three coal miners 'in a
desperate effort to become competitive, thus effectively cutting the cost per ton.
The industry succeeded at the human cost of 334,000 jobs of coal miners of a
total of 482,000.

Should the steel Industry, the textile Industry, the footwear Industry and
many others, such as glass, electronics, beef, typewvrite", bicycles, small hard-
ware, toys, athletic goods, fruits and vegetables, petroleum, musical Instruments
handbags, etc.: should all these and others follow suit In desperate efforts to
become competitive with Imports, we would be swamped with unemployment.
The goal of full employment would fade beyond hope of resurrection.

Let us examine the likely results in the steel Industry alone. This industry
was accused of a technological lag in the early nineteen-sixties. It began spend-
luig at it high rate and averaged $2 billion per year in the second half of the
decade on capital expenditures. In 1070 nearly half of the steel output was
produced by the oxygen process, a more efficient process than the old open-hearth
method.

Nevertheless the advance did not succeed in achieving competitiveness, even
though in 1969 seven thousand fewer steel workers produced 54.2% more steel
per year than in 1965.

To become competitive with imports the steel Industry must come much
closer to the achievement of the coal industry In point of worker-displace-
nient, as a means of reducing costs. 044,000 was the full employment of the
so-called steel Industry in 1909. This number, however, produced only 44%
of the total value of shipments (if 1967 was a fair sample, the last year of our
census of manu factures). This meant that about 56%1 of the final value had
already been lproduced in the iron and coal mines, transportation services, pro-
ductiomi of supplies, banking and Insurance Institutions, etc.

In other words, an additional 720,000 workers derived their employment from
contribution to steel-making, of a total of about 1,340,000.

A cost reduction of 20% would displace 260,000 workers. This falls short
of the sacrifice in the coal Industry, In which, as we have said, -some 334,000
miners lost their jobs to higher efficiency.

This calculation provides some Idea of the mathematics of rising efficiency
in terms of employment. It could be said that these displaced workers will find
employment elsewhere. But where 18 el8Cwheref If many other industries are
equally beset by imports, how Is employment to be found for the combined
victims of greater efficiency?

Since we still lead the world In productivity per man-hour, It Is clearly not
superior foreign efficiency that plagues our Industries, but their lower wages.
Our lead In productivity Is indeed narrowing rapidly and we are no longer
far enough ahead to offset the lower foreign wages.

Were we In a laissez-faire economy, we would let "nature" take its course. We
would put no restrictions on Imports but neither would we make federal out-
lays for the unemployed since to do so would Interfere with the free play of
market forces. The displaced workers would be forced onto their own resources.
Imports would reduce prices to consumers. In a far roundabout way a variety
of jobs would open up, some of which the displaced workers might fill. Wages in
this country would be allowed to fall as the supply of workers exceeded the
demand. Consumers would get the further benefit of lower prices. In a few years
of adjustment we would have full employment again-that 18, if we aiao took
down all the other control8 that interfere with the free interplay of the market
foree8.

The politics of this course of action would, of course, be disastrous to any
public leader proposing such a course; and this fact would be known; and
the idea would die aborning.
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THE REALISM OF PRAGMATIC ECONOMICS AND POLITICS

It Is boatless to spin out thle theory of free trade because It Is a nonexistent
entity and lies beyond even the remotest hope of realization. Therefore It Is
necessary to adjust trade policy to the political rehaities. These have been en-
throned by a generation of legislative effort that turned its back Irrevocably
on the free market concept in favor of a planned economy.

Some of tihe realities may be mentioned. TMIS country's Ahare of world ex-
ports has shrunk In recent years. From 1960-69 our Imports of manufactured
goods have risen twice as rapidly as our exports.

With few exceptions (machinery, Including aircraft and computers; and
chemicals) nearly all other manufactured goods are In a deficit position, and
the surplus in machinery Is shrinking. The "others" Include steel, textiles, foot-
wear, motor vehicles, petroleum, toys, meat, fish, bicycles, pottery, glass, ath-
letic goods, radio and TV sets, nuts and bolts, plywoodl, tomatoes, mushrooms,
strawberries, flowers, crabmneat, copper, etc.

These are the realities we must look in the face as we reshape our trade
policy.

As long as we Insist on proceeding economically as If two split-levels of dis-
p~arate competitive forces, one high, one low, can co-exist and trade freely be-
tweenl them, without barriers and controls, we will discredit both tile planning
and tile future hopes of free trade.

QUOTAS AND PRICES-A SECOND LOOK

(By 0. R. Strackbein, President, Tile Nation-Wide Committee on Import-
Exlport Policy)

Because of some questions raised about tile coverage of products timat were
not Included Ill a previous -review of tile subject IMPORT QUOTAS AND
PRICES-A REOVIEW, dated July 6, 1970, Issued by this office, a second look
Is desirable to dispel any doubts about the validity of the conclusions reached
in that review.

The United States-Jaixin Trade Council, specifically, challenged tile REVIWV
ill a 13-pagp REPLY. In tile REPLY the Council mentions Meat, Steel and
Peanuts as Important products that were not JIm our REOVIEW. Tile allega-
tion. Is correct. They were not included.

However, meat Is not tile subject of anl Imlport quota, It Is under a ceiling,
established in 1964, that would trigger a quota if Imports should breach the
ceiling. Tile only time when such a breach was linlllment, which was very re-
cently, the ceiling, wvas lifted slightly to permit more Imports.

It may, of course, be argued with some validity that tile ceiling hlas operated
as an import quota without invoking tihe actual administrative burden of anl
outright quota.

An answer on meat prices Is therefore In order.

MEAT PRICES-wIHOLESALE

It is true that meat prices have moved upwards since 1964, tile year in which
the ceiling legislation was passed. Tile U.S. Department of Agriculture, Statisti-
cal Reporting Service, keeps anl account of prices onl cattle meat, hogs and
sheep.

The 1964 average price of beef wvas $18 per 100 lbs. In June 1970 tile price
was $28, representing an Increase of 550/%. The table below shows the price
trend from 1M6:
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Record of beef prices compared with that of hogs (porkc)

Hog pice8Dollar8 per
Year: 100 Wb.

1964 ---------------------------------------------------- 14.80
1965------------------------------------------------------- 20.60
1966------------------------------------------------------- 22. 80
1967------------------------------------------------------- 18.90
1968------------------------------------------------------- 18.60
1969------------------------------------------------------- 22. 20
1970:

January --------------------------------------------- 26. 30
February--------------------------------------------- 27. 40
March----------------------------------------------- 25.60
April ------------------------------------------------ 23. 80
may ------------------------------------------------ 22.90
June ------------------------------------------------ 23.20

Beef prices Dollars per
Year: 100I.

1964------------------------------------------------------- 18. 00
1965------------------------------------------------------- 19. 90
1966------------------------------------------------------- 22. 20
1967 ------------------------------------------------------- 22.30
1968------------------------------------------------------- 23.40
1969 ------------------------------------------------------- 26.20
1970:

January ---------------------------------------------- 26. 20
February--------------------------------------------- 27.2,0
March----------------------------------------------- 28. 80
Ap)r il------------------------------------------------- 28. 60
M ay ------------------------------------------------ 27.90
June------------------------------------------------- 28. 00

NOTE.--This record of beef prices may be compared with that of hogs (pork).

From these tables, to repeat, we find that beef prices rose from $18 per 100
lbs. in 1964 to $28 In June 1970, an Increase of $10 or 55%. We find also that
pork prices rose from $14.80 per 100 lbs. in 1964 to $23.20 In June 1970, after
having reached a peak of $27.40 In February 1970. The rise from 1964 to June 1970
was $8.40 per 100 lbs., which Is to say, 50.7%, or a shade more than the price of
beef.

However, at the peak, which was $28.80 for beef In March 1970, and $27.40
for pork in February, beef had risen 60% since 1964 while pork had risen 85%
compared with 1964.

Which of the two meat products, beef or pork, It might be asked, was under
an import restriction? According to the Inflationary theory of Import quotas
It must have been pork, since the price rose higher than did the price of beef.
Yet, It was beef and not pork that was and Is under such a restriction.

Thus, while beef prices did rise more than the general wholesale price level
and more than other farm products In general, the rise was not as great as that
on Its companion product, pork, which had no Import restriction.

STEEL PRICES

In the case of steel an International arrangement was concluded toward the
end of 1968 under which the principal foreign suppliers of this country agreed
to limit their exports to the United States. The arrangement took effect at the
beginning of 1969.

The item was not Included In our REVIEW because the time elapsed since
January 1969 Is too brief to draw final conclusions.

Nevertheless since the United States-Japan Trade Council raised the question
a response Is In order.
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According to the SURVEY OF CURRENT BUSINESS of July 1970, the whole
sale Iron and steel price Index, where 1957-59 equals 100, stood ait 105.6 In 1968,
or the year before the export restriction by other countries took effect. Ini June
1970, the Index had moved to 120.2. ThIs was a rise of 14.61 points or 13.9%.

The Index for all commoditie had risen during the 1957-50 period to 117.
Thus the wholesale prices of Iron and steel exceeded the rise since 1057-59 by 3
percentage points or 2V2%. This Is not a serious rush ahead of the general price
level, especially when compared with the rise In nonferrous metal prices which
Jumped front a base of 125.1 in 1968 to 155.0 In June 1970. Aniong the metals
that made up these rising prices were nickel, copper, aluminum, lead, The comn-
posite Increase was 25%.

Also, the wholesale price of coal far outstripped the price of steel, rising
fromt at base of 107.1 Ii 1968 to 152.8 fin 1970. Coal, its It happens, Is a n ipor-
tant raw material used Ii the production of steel.

Yet neither nonferrous metals nor coal have import restrictions hli effect.
Theli pice of Ironi and steel may be double-checked by the- price of finished

('arbon qteel. The average price for 1968 wats 8.730 per lb. By May 1970, tlbe price
had risen to 9.740 per lb. This was anl Increase of 11.57%, compared with the
rise of 13.9%,/ Ini the composite price of Iron and steel, quoted above. (See Survey
of Current Business, U3.S. Department of Commerce, July 1970, p. 8-32, bottom
of p~age.)

There Is nothing Ii the p~rice trend of Iron andl steel since 1968 that would
support the Inflationary charge e leveled against Import quotas, especially when
other metal prices which were not under it quota rose appreciably more sharply,
and also coal.

It Is reliably reported that prices of Iron and steel also rose more sharply Inl
WVest Germany, .Japan, Britain and France than Ii this country. According to
a public statement madle b~y the Chatirman of the Americanl Iron and Steel
Institute, Mr. George A. Stinson, market prices of steel Ii West Germany have
risen 19%/1 sincethe Inception of the "Voluntary Limitation Programn" went Into
effect; 18% Ii the United Kingdom, 13%/ Ii France and from 15%7/ to 50%l Ii
.Japawn, defending onl the p~roduct. These Increases aill outranl the price Increase
of steel Ii this country,

PEA NUT PRICES

Another p~rodluct that wats not mentioned Ii the REVIEW above referred to was
p~eanuts. The reason for the oinilssioln was that the Item is not Inl the iteml
listing provided by the SURVEY OF CURRENT BUSINESS which was the
source of most of the other price (data tabulated nor upI to (late Ii the STATIS-
TICAL ABSTRAcT.

However, the Department of Agriculture does report the season averageplrices
of peanuts annually ; and( these aire available through 196D, but not for 1970.

Peanuts are tinder price support and anl Import quota l1imitation. This quota
was established Ii 1953 under Section 22 of the Agricultural Adjustmlenit Act.

The 19.53 "season average price" wvas 11.10 per lb. By 1969 this average price
had risen to 12.20 per lb., or almost exactly 10%. Yet by the 1957-59 price Index
base currently Ii use, the wholesale price of aill commodities had risen 17%/, by
June 1970. The wholesale price of farm products Ii general onl the 1957-59 base
was 111.3 Ili June 1970.

Since 1953 antedates the 1957-450 prIce base by several years It is clear that
the price of peanuts ran behind the general price level by a very considerable
margin, and also behind farin prices Ii general.

It cannot be properly asserted therefore that the omission of peanuts from
the previous REVIEW answered Iby the United States-Japani Trade Council
changed the conclusion from what It would have been had this farmn product
been included. The experience with peanuts as wvithi the -price trend onl all the
other products that are under Import quotas covered under the original REVIEWV
except dairy products, as noted In that REVIEW Itself, supports the conclusion
that import quotas cannot be saddled with the objection that they are Inflationary.

FURTHER CONCLUSION

What might Indeed be said Is that one of tile prime purposes of our Import
_uota or similar limitation on Imports Is to prevent a drop In prices to at level
so low that It would be disastrous to domestic producers, but that might still
.etumn a profit to foreign exporters to this country because of their lower costs.

To say that it Is the purpose of quotas to raise prices would be to say that
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to date nearly all our quotas have failed of their purpose because most of them
have not succeeded in keeping up with the general price level, as demonstrated
in our previous REiVIEW. They could then apparently be discarded with safety;
but that is not the essential purpose of the quota.

However, that the floor under prices might give way because of Imports If the
quotas were removed, and thus produce an untenable price level for domestic
producers, be their product textiles, sugar, petroleum, wheat, peanuts, meat or
steel, represents the motivation for such quotas as a preventive measure, rather
than a windfall or the possibility of gouging the consumer.

The need for such quotas does not rise in this country but In the foreign coun-
tries that enjoy a competitive advantage over us, provided by their lower wages.
They need foreign markets because they do not pay their workers enough to
buy the increaisedl output of their farms and Industries attributable to highly
Improved technology ; and look to us to p~rovidle the purchasing power that results
from our higher wages.

IMPORT QUOTAS ANI) PRICES-A REVIEW
(By 0. R. Strackbein, President, the Nation-Wide Conmnittee on Imiport-Export

Policy)

A constant patter of comment tells us that Import quotas will raise domestic
prices of the products that are the subject of such quotas.

It should be possible to test the soundness of this unsubstantiated theory. To
do so we should trace the wholesale price trends of products that are "protected"
by import quotas compared with the price trend in general and the price onl
particular products that mqre\ not so "protected."

COTTON TEXTILES

One of the products that Is the subject of an Import quota or Its equivalent
is cotton textiles. Ani arrangement was made with Japan alone, effective Janum-
ary 1, 1957, whereby that country restricted Its cotton textile exports to this
country. This arrangement was superseded October 1, 1901, with the so-called
Long-Termi Arranigemlent negotiated under GATT1. This arrangement covered
some 30 countries and about 90% of our total cotton textile Imports.

The wholesale price of cotton products (1957-59 equaling 100) was 105.2 In
1968. In 1969 It remained at 105.2 and In October 1970 at 106.7. (Reference:
Survey of Current Business, November 1970, p. 5-9.)

Once more we encounter a very moderate price rise compared with the gen-
eral commodity wholesale price-level, which, as we saw, had risen to 117.8 In
October 1970. (Reference: same, p. 8-9.)

Wool products, which are not under quota restrictions, had an Index level
of 103.7 In 1968, compared with 105.2 for cotton products or only 1.5 below
cotton products. The Index rose to 104.6 In 1969 but fell to 100.9 by October
1970. Thus there was little to choose between the wholesale price movement In
cotton and woolen products. Both remained well below the general wholesale
price level. Yet the one was under an Import quota or its equivalent while the
other was not.

In the case of man-made fiber textile products there was a decline in whole-
sale prices since 1957-59, accounted for by Increased productivity. The Index
stood at 90.8 In 1968 and moved lower to 85.7 In October 1970.

The downward trend of man-made fiber textile products has been of long-
standing. Measured on the 1947-49 base, as compared with the 1957-59 base
as used here, the wholesale price In 1959 had already declined to 81.1. This
was before Imports reached a significant volume. Thus the further price decline
onl the 1957-59 base to 85.7 In 1970 merely represented a continuation of the
cost reduction process that had already dropped prices In the decade of 1949-
59 by nearly 20%1. (Survey of Current Business, October 1961, p. S-8.)

There Is nothing In this record to show that the price of cotton textiles rose
as a result of the Import limitation. In any event the price Increase through
October 1970 was comparatively modest, lagging distinctly behind the general
commodity wholesale price Index.

In a pamphlet recently issued by the United States-Japan Trade Council it Is
asserted (p. 10) that "Textile Quotas Would Have Slight Benefit but Very High
Cost."
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"In sum," It says, "proposed textile quotas would be enormously costly to the
United States.

"Quotas would accelerate inflation, raising clothing prices to consumers.
"They would boomerang against U.S. export sales and harm the economies of

port cities," etc.
Against this cry of alarm, the wholesale price trends of cotton textiles of the

Ipast ten years while these products have been under Import limitation, stands
as a complete rebuttal.

PETROLEUM

A favorite whipping boy of those who say that Import quotas raise prices Is
oil, or lpetroleum. An Imp~ort quota was established in 1958, first on at voluntary
basis, followed by at mandatory quota, effective March 1959.

The wholesale price of refined petroleum products expressed In an Index
form, where 1957-59 equals 100 had risen to only 100.3 in 1968 and 101.8 In 1969.
A very recent rise carried the level to 103.8 in Otober 1970.

This compared with an Index for all com nmoi ties, where I157-59 again is4
100, of 108.8 tin 1968, 113.0 fin 1909 and 117.8 for October 1970.

"All ood ilIties," of course, Include those on which we have Implort quotas.
Therefore It will lbe desirable to compare the refined petroleum price level
with that of other products that are not subject to an import quota. If we select
another fuel, znmely, coal, which has no import quota andl should therefore
not be free to move upwardl ti price because It Is not "JprotctA'(]," we find( at
sharp contrast. The wholesale price idex had reached 107.1 tin 1968, rose to
116.2 fin 1969 and zoomed to 181.0 in1 October 1970.

Surely If there were an Import quota on coal, the quota would be blamed
for this runaway price. Obviously other factors were ait work.

We find, tin other words, that the wholesale price of refined petroleum increased
(distinctly less than wholesale Iprices of all commodlitie's andl very much less
than the price of its competing energy fuel, namely, coal. (For confirmation,
see Survey of Current Business, U.S. Department of Commerce, November
1970, p. S-8.)

SUGAR

Yet another product that is under Import quota control is sugar. This quota
has been fin effect antedating World War 11.

In 1955 the retail price of sugar was 10.40 per l1). Ten years yater (1965)
the price was 11.80. In 1968 the price was 12.20. In 1969 It wvas 12.40 and it]
September 1970 It was 13.60. In 15 years the retail price Increased only 30.7%
(Statistical Abstract of the U.S. 1970, Table 530, p). 349; and Survey of Current
Business, November 1970, p. S-29.) Compare this 15-year Increase InI retail
sugar prices since 1955 with the all-consumer price Increase of 36.6%11 on the
1957-59 base, a 12-year period during which all food prices rose 33.3%-also
a period during which public transportation cost rose 73.3%, inedelal care
07.6%. Keeping In mind that 1955, the base of our retail sugar price, antedlatedl
the Index base of 1957-59 by several years, it Is clear that the consumer paid
distinctly less for sugar in terms of price Increase than he paid for consumer
goods In general, or for food tin general, andl much less than for transportation
and medical care which were not pinched In point of supply by an Import
quota.

It t0llOW8 that the 8tqjar quota. also cannot be #sed to dewtfofltrate that import
qtiotasq raise pries unreasonably, or even as muoh as the rise in other prices.

WHEAT

Wheat Is under a severe Import restriction that permits less than 1% of
domestic production to lbe Imported, in pursuance of a limitation Imposed under
Sec. 22 of the Agricultural Adjustment Act In 1941.

The price of wheat (hard winter, No. 2, Kansas City) has fallen quite sharply
tin recent years. The price per bushel was $2.22 in 1950. In 1955 the price was
$2.25. By 1960 the price 'had dropped to $2.00. In1 1968 It had sunk to $1.46 per
bushel, and In May 1970 It was $1.53.

Corn is not the subject of an Import quota. The 1950 price, (yellow, No. 2,
Chicago) was $1.50 per bushel. In 1955 the price was down to $1.41. The decline,
as fin the case of wheat, continued. In 1960 It stood at $1.15; tin 1968 it was $1.14
and In May 1970 it was $1.30 (yellow, No. 3, Chicago. The difference from No. 2
is very slight, as note, that In 1968 the price of No., 2 In Chicago was $1.14 while
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that of No. 3 was $1.11). (See Statistical Abstract of the U.S., 1969, Table 504,
p. 343; and Survey of Current Business, Junie 1970, p. S-27.)

Comparing tile price trend in wheat with that tin corn we find that from 1950
to May 1970 the price of wheat dropped 31%1 while that of corn dropped only
13%/,. Yet it wvas wheat and 'not cornt that zva8 "protected" by an import quota.
The wheat price dropped over twice as much in the 20 years as the price of
corn.

Since 1960 the price of wvheat dropped front $2.00 per bushel to $1.53 fin May
1970, -a decline of 23%. The price of corn, by contrast, rosc fromt $1.15 per bushel
tin 1960 to $1.30 tin May 1970. This was an Increase of 13%. Tihus while the price of
the protectede" wheat droppedl 23%/c, that of corn which was not under Imp~ort
quota, rose 13%1.

Iii (omplson with other con oIIRIdtie's the p~rice of bo0th wheat and corn has
dlroppled while the other prices rose rather sharply, especially tin recent years.

RAW WX1IVON

The price of raw cotton has also declined. The decline was greater than that
of wheat and1( corn, dropping from sonme 30 per lb. to soine 220, or by more than
38%). Yet raw cotton Imports -tre llnlitedl under Sec. 2'2 of the Agricultural
Adjustment Act to at quantity less than 5%/7 of domesticc production. (Statistical
Abstract of the .S,1969, Tatble 505, p. '344.) (There Is somne difficulty tin recon-
ciling the .-statistical Abs4tract prices with those tin the Survey of Current Busi-
ness, but the (discrepancy is not su Iilcient to destroy the value of the comparisons.)

DAIRY PROI)UOTS

With a base of 19)57-59 equaling 100, the wholesale price Index of (dairy p~rod-
ucts stood at 94.0 In 1955, at 105.0 tin 1960. In recent years the price rose to 118.5
tin 1906, to 127.7 fin 1968 and] on to 136.5 tin October 1970. This was an increase of
30% since 1960, andl compares with an Increase since 1060 of 24.9%' fin wholesale
price of "Fa rm Products, Processed Foods andl Lc'eeds," which, of course, Includes
grains, onl which tile price, as we have seen, dropped considerably and pulled
down the average.

Dairy products enjoy an Import limitation tinder Sec. 22 of the Agricultural
Adjustment Act, and the price increase has outpaced that of other farm products,
as mentioned, but did not outpace wholesale Iprices of many other products. Dairy-
Ing has declined quite sharply per capita. Milk produced on farms was less than
1%1 higher In 1968 than fin 1950, (despite tile considerable Increase in ppulation.
The number of cows and lielfers kept for milk declined by more than 40%1.
Unque;,tlionably these factors have Influenced the price of dairy product's much
more than the Import quota.

Theo wholesale price of agricultural machinery and equipment oin anl Index
base of 100 for 1957-59 rose to 139.5 by October 1970. There Is no Import quota onl
this machinery and equipment. Moreover, agricultural limplemients are duty free!
If Imports exert such a salutary effect on prices the effect must have failed in
this Instance.

CONCLUSION

The foregoing recitation canl leave little doubt that Import quotas have not
led to higher prices; indeed, quite the opposite. With the exception of dairy
products, with respect to which other powerful factors, such as the public
acceptance of oleomargarine, played a, large part, causing extensive reduction
tin dairy hierds and In milk output, the prices onl products that are "protected"
by Import quotas have lagged distinctly 'behind average prices and far behind
ipries onl some other products that were under no Import quota limitation.

The cry that the Imposition of import quotas would be costly to consumers Is
unfounded, and those wvho continue to raise the cry are guilty of misleading the
p~ublic.

IMPORT QUOTAS AND TARIFFS-A COMPARISON

(By 0. RI. Strackbein, President, the Nation-Wide Committee on Import-Export
Policy)

Import quotas are often compared with tariffs as means of regulating imports.
Until recent years this country relied almost wholly on the tariff as a protective
device. Other countries, particularly since 1930, have used nontariff barriers
rather extensively for tils purpose, and Import quotas have been prominent
among these nontariff barriers.
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With the exception of Import quotas on a few agricultural products, such as
wheat, wheat flour, sugar, dairy products, raw cotton and peanuts, we have had
virtually no quotas. Thof~e that we do have on farm products were Imposed during
the past thirty or thirty-five years, p~rincipally to sustain governmental price suim
port jprogralnti. It was not until the last ten or twelve years that we established a
few quotas on nonagricultural products, such as petroleum products, lead and
zince (renioved tin 1M15)), and c'ottonl textiles.

The latter is in the formn of international agreements under which other coun-
tiles agree to restrict their cottonl textiles exl)or.' to this country. In 1004 we
placed at statutory ceiling on the sports of bovine meats but no actual quota. In
19)08 an Iinternational arratigenient was made with the principal Iron and steel
exporters to limit their exports of those products to this cotintry. The effect.- aire
somewhat the samne as Ilimtitin of Imports by quotas.

As our hi riffs were ic(reasigly (lisilait led (9omle, 80%/' sice 1934 onl the
average), iiport quotas began to dIraw more atteiffoii from our industries. Whmen
the tariff wats no longer available while the problems to which Ft was. addressed
agali loomied large istea(I of dlisapp~earing, at substitute for time tariff was
sought.

Those of thie freer-trade persuasion now condeain quotas ats less desirable than
tariffs; Indeedl brand themi ats miore restrictive a11n( flexible than the tariff.
Now that the tariff is4 dead, i other words, It fids Itself suddenly vested with
previously visible virtues, while the quota (draws heavy fire.
Thie Iniport Quota

Perhaps one of the principal (!hara(cteristics of the limnlort quota Is precisely
its flexibility and nmalleability. It could be absolute, restrictive and inflexible.
On1 the other hand, It could be liberal, only lightly restrictive and1 flexible.

Short of an eiambargo an ilort quota could ideed place a severe lituit on lim-
ports. For example, iii place of at petroleum quota that permits about 12%ll of
(loinestic ('oflstlmltion to be imported, it might, beflcl% or even less, ats in some other
imistammees. Such at quota. might, moreover, be inmade Inflexible. In that event It
might, admittedly be timore dleadlly than even at high tariff.

On the other hand, ant Import quota miight be set ait a level that would permit
at liberal Inflow of linports4. It could also be dlevisedl that In succeeding years
Wiports eight ibe permit ted to expand, either in the same p~rop~ortions as domestic
consumptionon of the product In quest ion, or more or less rapidly, ats might be
deemed (desirable.

The quota. would then bear no reseiblance to at straitjacket. To~ describe It as
such would represent an effort to discredlit It without justification.
Thme Tariff

The tariff represents at tax on Imports either on the basis of vale (ad vailoreni)
or by physical speci flcation (so much per 1b)., sq. ft., ton, or the like and Is then
called "slpecific".)

Our tariff is4 the same toward all niations with the exception of time Communist-
controlled countries. This uniformity of the tariff results from the Most-Favored-
Nations Clause In our treaties with other countries.

It Is oddly enough this very unifority that represents one of the tariff's prin-
cipal weaknesses. Competitive levels vary rather widely throughout the world
andl as a result at uniform tariff Is an awkward Instrument for regulating the
Inward flow of trade.
Explanation

Recently TIME magazine carried an article on the international contest for
low-cost labor.

While this country hats the highest wages fin the world there are tiers of lower
levels over the whole globe, from the highest to the, lowest. Canada, although
about 20%l below our level, Is the nearest to us In point of wages per hour.
E43urope. although not uniform, is generally higher than Japan while Japan in
turn Is higher thani Taiwan, Singapore, Hong Kong or South Korea. Even In
Europe significant differentials prevail. The TIME article says that the Finnish
workers have a wage only about half that of the Swedish. Germian wages are well
above those paid In Yugoslavia. To compete with Japan, on the other hand, a
German manufacturer Is reported to be Investing In production facilities In
Sigapore. Even Japan i8 seeking low-wage havens In India, Taiwan, Etc. Italy
supplies many items to the German, French and Dutch markets where higher

624796) 0-71-pt. -2-20
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wages prevail. 11n these nmany Instances it Is not the degree of relative efficiency
or natural advantage of the soil, climate or the like that principally determines
the competitive advantage but simply lower wages.

An equal tariff rate Such as~ we have, applicable to goods coming from all
these countries. is 110 more sensible than having only one size of shboes for all
feet. If a tariff were designed against goods from the higher-cost countries, at a
level of, say, 15%/, the lower-cost areas would enjoy a competitive windfall
because such a rate would fall far short of bridging their cost gal). A tariff rate
high enough, however, to have at braking effect on the goods coming from the
low-cost countries, possibly as high its 100%l' or 200%1, might exclude the higher-
cost countries f rout our market al together.

Quota Alternative
The Import quota avoids this competitive dliscouragement of the higher-wage-

paying countries. The quota prevents the use of the wage-advantage of low-wage
couuitries ats at highly effective International trade weapon. It cani act a's at
preventive against the downward pull on wages exerted by the lowest-wage
countries against their higher wage competitors.

Quotas can prevent the competitive advantage -attributable to low wages from
becoming a drag on all efforts to raise wage levels In the low-wage areas.
Quota v and PriMe

The notion that Import quotas are designed to raise prices Is not supported
by the trend of prices on products that are subject to import quotas in this
country. If anything, there is at negative correlation. In most Instances the prices
on fhse p~rodlucts have lagged behind the general price level. (See Import
Quotas and 1'rices-A Review, by 0. IR. Strackbein.)

This result Is traceable to the simple fact that quotas are seldom used, If at all,
to raise prices, but to prevent their falling to such ruinously low levels that they
would bankrupt our industries while fin many Instances still returning at profit
to low-cost foreign exporters to this country. It Is then a (defensive rather than
ani offensive Instrument.

This, to repeat, Is not to say that the quota could not be used for raising prices.
It is to say that It has not demonstrably been so used In this country. The effect
of quotas on prices depends omi the ground rules under which the quotas are
established anud the degree of restriction Imposed by them. A liberal quota that
permits Imnports to grow in proportion to the (domestic market while cutting back
current levels of imports little or none at all, will have very little if any effect
on prices.

To maintain that quotas raise consumer prices, as a generalization, represents
at falsification -of historical facts, and Is not a service to public understanding
of the f unction of Imp~ort quotas.

The fact is that import quotas offer the best basis for liberal trode legislation,
hand in hand with nondiscrimination, which is a cardinal principle of the General
Agreement on Tariffs and Trade.

ECLIPSE OF U.S. WORLD PRODUCTIVE AND COMPETITIVE LEADERSHIP

(By 0. R. Strackbein, President, the Nation-Wide Committee on
Iniport-Export Policy)

This will be an attempt In a very abridged form to trace the recent make-
over of the American Economy in terms of its competitive capacity In relation
to the rest of the world.

In order to find an anchor-point It will be necessary to go back a generation
or two. No specific date can be fixed but It Is desirable to go back far enough
to trace the divergence of our economy from its previous state and particularly
from that of other countries, or to about 1900.

The old Idea governing wage Income was based p~artially on the Iron theory
of wages of Ricardo and others. The principal thrust was to get as munch
labor for as little pay as possible. Wage reductions were imposed as a remedy
when business went sour In depressions. In other words, wages were, an evil
burden on production. Labor could be and was sweated on "sound" economic
principle. Legislation and judicial decisions underwrote the practice by keeping
unionization under wraps.
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New, Coneept Takes Shape in the United State8
After the concept of mass-production took hold as a result of mechanical

inventiveness inI this country, a ray of light of a dlifferent wave length broke
through. Perhaps the first concrete progeny of this beam of light was the anti-
trust laws, tin the sense 'that they reflected the economic meaning of competi-
tion versus monopoly power, At the bottom of this distinction Ilay the Interest
of the consumer or the p~eople. Competition would bring prices down. Monopoly
wats bad because It p~lacedl pricing tin the hands of the mnonopolists whoever these
might be and made of It tin Instrument of enrichment at the expense of the
people.

With this concept the seedbed wvas ready for another new ideit. If mechanical
genius wats sufficient to slpced the( wheels of prodluetion 1111( swell the mtreani
of goods, the process left to itself wits doomed to choke Itself onl a vast accumnula-
tion of Ilrroducts that had nowhere to go.

Example of the A uto-mobile
Folklore has It that Henry Ford was the genius who broke the (Illemmaii. Ills

reasoning seems simple enough ; but it was revolutionary If seen ats at radical
departure from the 01(1 wage theory. Ile saw the need of consumer purchasing
power and wages ats the life-saver of mass-production, Ile institutedl the $5 per
day wage, unheard of ait the time. 111.s vision, however, had a yet (leeper
percep~tionl.

Consumer Income wvas not then, as It is4 not now, till of the same level. How
many consumers enjoyed Incomes of $25,000 or iiore ?-a tidy sumn in Ford's
early (lays. Not very many. If the cost of anl automobile was such that only the
wealthy could buy it, there was no point tin mu king at great many automobiles.
They would only pi)le up ats Inventory. The cost per unit would remain high
because of low volume of production.

It was obvious, however, that the cost of the automobile could be reduced
substantially-how far down no one knew-if overhead were spread over
thousands of cars rather than hundreds and as production methods were Ini-
p~roved. More yet could be done, If hundreds of thosuands of cars could be built;
but would people buy them?

If the wealthier elements were buying cars because they liked them, would
not the next lower layer of Income level also buy them if the cost could be brought
within their range? Obviously, the question of chicken or egg sequence faced
Mr. Ford. He was allergic to bankers but made the plunge onl the Strength of
Is faith In this vision, Ile sensed that the demand for automobiles was elastic.

The farther down he could bring the cost the larger the demand he would en-
counter. The more cars lie p~roducedi, the lower would be the cost of each. He
could now visualize the bonanza that awaited him If hie kept the faith. If there
were a hundred who could buy a car at a price of $5,000 and a thousand who
could pay $4,000, and a hundred thousund who would pay $3,000, there might be
a million who could buy a car at $500.

Mr. Ford operated on this principle andl met with p~henomnenal success. Ills
wvas the epic of the marriage of mass-production and mass-consumiption. He, to-
gether with others who saw the same vision, gave to the world the uniquely
American system of production and distribution.

The system was not fully understood, ats It may not yet be fully understood,
but it was viable, ifibeit there was danger that It might be run Into the ground.
Indeed a historic crash did occur In 1929. It was only In the next decade that the
birthpa ngs of the twvin equation of mass-l)roduction-miass-conisumptioni, with
much travail, achieved a parturition or actual delivery.

The old Idea of wages as a monstrous If necessary evil was nevertheless not
easily fended off. It was ready to strangle the new-born Idea; but yet the off-
spring lived and before long was a lusty challenger of the old concept; and III
time won the day-some would say, In spades.

The American productive system as epitomized by the automobile brought
industrial leadership of the world to the United States. After World War 11 the
other Industrial countries were convinced of the virtues of the system as a pro-
ducer of goods and they fell in line In full cry.

With the help of the Marshall Plan, the infusion of copious capital, and the
exposure of thousands of foreign productivity teams to our plants and factories,
followed by billions of dollars of private Investments abroad by our Industries,
the other industrial countries moved apace in modern technology and manage-
rial skills. Their productivity, formerly far below that of our Industries, was
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soon hard o-A our heels, In a few Instances perhaps forging ahead. In some
notable Instances foreign Industries such as steel and textiles In Japan, in-
stalled modern machinery and equipment virtually from the ground up Industry-
wide, while our Industries were saturated with machinery ranging fromt the
obsolete, the obsolescent to the modern. This represented a competitive handicap
for us.

Other Itzdu8tr'iC8
The example of the automobile did not long remain unique If It ever had that

distinction. The p~rinciple of cost and price reduction as at means of reaching a
mass market succeeded handsomely Ii other Industries that made products for
which the demand was elastic. Ani inelastic demand such as we encounter i
nmany essentials, such as salt and sugar, where conisumnptioni Is limited by the num-
ber of stomachls to be fed, does not lend Itself to the type~ of growvthliand pro-
lifernmtion. tha t supports great Industrial expansion.

lDemand for the nonessentials, onl the other hand, answers to the o1(1 concept
of the "Indefinite expansibility of human wants." It Is In this field that American
productions haus found Its widest expansion andl Intensificationi. Examples: several
c-ar Ii at family, multiple radio andl TV sets, twenty pairs of shoes fin ilady's
closet.

The "exp)ansibility" of human wants dlependedl for Its realization on rising i-
comne, suchl ats we have witnessed Ii this country its It made its way to afluency.
PotentialI consumers could become actual consumers, a ad t lie proliferation of non
e4ssentiail goods became characteristic of out- economy of abundance, also one of
waste and obsolescence. Such anl economy becomes distinctly more sensitive than
one that caters only to essentials and little more.

The American economy today Is still ahead of other nations Ii consumer goods.
Per cap~ita p~roduction an(I consump~tion had been phenomena] In comparison
with the rest of the world, other tlnmn Canada, bitt thc gap is narrou'-ing. The
techinologicail de(velopmen~lt of other countries aml ad~op~tionl of our1 nia1ss-lrodlic-
tion system lpo,.5 at threat to uts that is yet to be fully perceived or appreciated.

Cha(1ngeCd Com petitive World
The other countries have Indeed adopted our imass-production system, but while

their wages have risen-in many Instamnt"s more than ouirs Ii percentage terms,
though not In dollars and cents--they continue to lag far behind us ( Canada
exceptedd. Their consumers are unable to buy aill their miass-produced goods.
Therefore they need foreign markets, far beyond our needs, to dispose of their
surplus. This country offers the most attractive market, and Ii 19)70 we took $40
billion Ii goods from other countries. An Increase Ii wages abroad would lessemi
present dlepend~ency onl exports. Our econoi(i relations with other countries as
relirewnlted by trade have (!hanged Ii a basic sense because of the wage dis-
crep)ancy. There was a time when the wage dliscrep~ancy wvas less crucial. Our
higher productivity acte1 as at considerable offset. Today that offset Is Ahrik-
Ing and Ii some Instances has been lost ; andl there Is another challenge, as we
shall see.

The transformation of our competitive standing ils a Vi8 the Industrially
advanced nations call best be applreciated If we place H-enry Ford and Is vision
amid endeavors Ii Is (lay ili the present world milieu.

This tour of Imagination requires that other Imndustrial countries had been
abreast of 'Mr. Ford Ii point of automotive techinology-iLe., they could Ii a short
time have produced as good anl automobile as Mr. Fordi. We' assume further that
his competitors had pe'rceived the mepaning of ('ost-reduction ats a meann% of ta p-
ping a broader market, ats dlescribedl herein. At the samne time their wages were
at half or less of those paid by him. The (Ility onl automobiles, let uts say, was 5%/,
If they were Imported into this country.

Now, ats Mr. Ford, struggled to bring Is cost down, so that hie could offer Is
automobile to the public at $1,000, thus hoping to open a wider market, his comn-
p~etitors could have offered this product att, say, $750 or $800! They could also
have beaten him to the $500 level.

The envisioned bonanza that becamet Is when lie had the market to himself
w~ouild have evaporated. le could perhaps Ii those days have reduced Is wages
sufficiently to contest Is foreign competitors' conquest of his market but this
step would have violated and sub~verted llhs very vision of increasing consumer
purchasing power.
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Had lie been confronted fifty-odd years ago with very low-cost Imports hie
might have opened branch plants abroad to reach Into the pools of low-wage labor
and exported his product to this country and to other markets from abroad. Hle
might also have licensed foreign producers to produce his car; but whatever
recourse he might have had Detroit would not have become the automobile
capital of the world. The vast employment offered by the automobile Industry over
the years iii this country would have been much smaller. The swelling payrolls
of the manufacturers of automobiles, of raw materials and parts arid Coniponents
would not have fertilized the economy, as they did, with gold dust. Our economy
would have moved ahead at a distinctly niore pedestrian pace.

Add to the automobile Industry numerous other rich examples of Industries
that prospered and proliferated under the American productive system, and the
results would have been very different. Had these many other industries also
.sought to make their way, riot under time conditions that actually prevailed at that
time but under conditions such as they would have been had the piresent-day com-
petitive situation, Including the advanced state of foreign technology and the
lower wages accompanying it, been substituted for the actual one, aill would have
been dIifferent. T'he American system would not have become so sharply differ-
entiated during the decades of 19 10-1950 frn-o its counterparts in other parts of
the world.

International costs of production would have refined on a much niore uni-
form level. In other words, the differences in cost levels throughout the Industrial
world would have been comparable to the differences within time confines of this
country or as they are within the borders of Europe itself. These differences
would have been bridgeable, and free trade would have been a much more feasible
undertaking, even as it has recently been found to be within the European Eco-
nomic community and Iii the European Free Trade Association.
Untenable Analogies

However, to seek to equate the discrepamicy between Amiericari costs and for-
eign costs with the cost differences within this country and thus to minimize
the disruption caused by virtually unimpeded Imiports Inito this country today, Is
to overlook the function of conmparative dimensions. We have free trade in this
country arid shifts have taken place In industrial locations (indeed not without
some distress, as with the emigration South of the textile Industry) ; and Europe
is able to come together in areas of free trade, but that is riot the same as ex-
posing the high production-cost levels of this country to those of other countries
that are armed with our technology, but not with our high wages. Nothing is
gained by confusing the two; much is obscured. Had we started on the samne level
with other countries, and had the American systemt been accepted abroad and
thrived there, including the concept of high consumer purchasing power as a
function of high wages, or had we not adopted our sYstem at all, we would have
been close enough together in competitive levels to embar-k on free trade along
with the EEC and EFTA.

We arc, however, farther fromt that condition today than formerly. With
productivity no longer so far apart, and narrowing, but with chasms dividing our
wage levels from those of our foreign competitors it Is unrealistic to equate our
internal competitive diversity with that existing between us and our foreign
competitors.

The competitive discrepancy between this country arid the rest of the world
in a vast array of products has produced precisely the troublous problems that
confront us today. We do ourselves no good by minimizing the problem. But for
this gaping discrepancy we would not for example, have ivitne&%ed the virtual
loss of the consumer electronic Industry to other countries. We would not now
lbe witnessing the rising threat from synthetic textile imp~orts. We would not see
the helplessness of our automobile Industry In Its efforts to compete against Ger-
man and Japanese "mini cars", produced at costs we cannot match despite our
technology. We would not have witnessed the virtual vanishing of the American-
flag merchant marine-down to carrying only 5%1 of our total Imports and exports.
As for radio we did Indeed for some years enjoy the same fruits of cost-reduc-
tion as we did earlier with the automobile. The product was one for which the
potential demand was very high, -as well as elastic. We needed only to bring the
cost and the price down sufficiently to tap the niass market. This was done with-
out benefit of Import competition, as it was also done earlier with the automobile.
Our technology and business acumen In both Instances succeeded in tapping the
mass market. We did not need Imports as a monitor. Again, much employment
was added to the economy by the radio Industry.
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Then came television, first black and white and then the color version. Before
our technology had gone all the way, even with the black and white, foreign sets
challenged our progress toward saturation of the market. We were headed off
at the pass, so to speak. Sets could be made more cheaply abroad. Our companies
then inve.,ted abroad and, of course, hired foreign workers rather than American.
They licensed foreign manufacturers for a fee, and our economy lost the usual
value of patents as generatom of Jobs In this country. Even the manufacture of
radio sets rushed overseas. It was possible'to produce sets more cheaply abroad
and thus to tap yet lower levels of consumer Income in this country and to exploit
the market for multiple sets. Once more the Increasing employment that formierly
would have been ours was lost
Distinction Between Domestic and Foreign Competition

There exist in superabundance those who Insist that domestic and foreign
competition exert the same benign Influences that bring down costs to consumers.
As already noted, we needed no Import competition to 'bring down the cost of
automobiles or radios; nor for that matter, 'to bring down the cost of telephone
use. This is not to slay that import competition has no effect on p~lces. If, however,
It enjoys too sharp an -advantage, the effect on domestic production and employ-
ment can be not only erosive 'but lethal. We have but to reflect on what
has happened, not only to consumer radio and tRdevision pro-ducts, but turn our
gaze on the sewing machine, watches, typewriters, binoculars, athletic goods,
glassware, pottery, tile, footwear, specialty steel, fish and fishery products, some
fruits and vegetables, if we wish to behold cripples and wrecks of what were
once flourishing industries in this country and healthy employers of labor. There
are others; and yet others are waiting In line.

To equate domestic Inventions and Innovations as disrupters, and displacers
of labor with the effects of imports is to be hopelessly hobbled by college-
Implanted mental rigidities over which reality has little hope of prevailing.
Workers displaced by technology within this country have always had the
hope that the ensuing lower prices would stimulate consumption (assuming an
elastic demand) sufficiently -to lead In time to higher employment. Not so when
Imports produce the displacement. The higher employment occurs In other
countries, not here. Indeed, Investment in our own Industries is discouraged.

Moreover, when promising new industries in this country might be expected,
as earlier in this century, to open new fields of plentiful employment, face the
present-day situation, including instant licensing of foreign production, they
would not prosper, but would make a halting beginning and then wither on the
vine. They would see their potential market opened to Imports to reap the rich
harvest that previously was their own. There Is then no hope that "in time"
new jobs wvill proliferate over the American landscape.
New Dimensions of the Import Problem

The deterioration of our trade balance in the last decade reflects the results
of the developments that have been described. From 1958 through 1970 our
share of world exports of manufactured goods has shrunk from 27.7% to
21.3% or by 30%. While we still enjoy an export surplus in a few Items (such
as machinery and chemicals) this surplus has been narrowing ominously. The
high-volume of our machinery exports has, however, virtually destroyed our
hope of reaping the benefits of new or "sophisticated" product development. The
lead we have In computers, and other "high-technology" products, for example,
must be regarded as temporary. In nearly all other product lines we are in a
deficit position. Employment in these extensive deficit lires exceeds that of the
handful of industries in which We still enjoy a surplus, vy over 2 million. These
deficits did not result from a sudden onset of Inefficiency In this country, as Is so
frequently Implied, but from the transformation herein described.

There 'are those who take great but unjustifiable comfort from the sizeable
excess of our returns on foreign investments over current annual capital out-
flows. This should be no cause for elation since It only measures the competitive
advantage available to our capital In the lower wage refuges abroad. The
dividends received cannot begin to offset the employment and wage outlays
that our economy did not enjoy because of the changed conditions. They merely
help to conceal the 'true competitive disaster we face-through no fault, it may
be said, of the Industries concerned.

If we can no >,nger, as it i8, coant on the growth that follows cost-reduction
through higher technology because imports can beat us in efforts to tap mass
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consumer income, We Must seek means of restoring the conditions that will
assure uts the fruits of technological progress.
Conclusion

The cost-chasm that separates us from our competitors is deep-seated and
structural In nature and will not yield to diplomatic negotiations. The stubborn
persistence of the differences is rooted In national economic policies, imposed on
Industry in the form of controls that are quite Inflexible. As a result interna-
tional competitive forces that might be expeCcted to narrow the cost-gaps are
quite thoroughly frustrated, with no end in sight.

The only effective remedy lies In setting ceilings over Imports. By holding
impjorts to a reasonable share of our market while permitting their growth as
our market grows. nothing Is disrupted. New industries and old could then once
more look forward to enjoyment of the fruits of their cost-reduction accomplish-
mnents. Otherwise our domestic investment climate will not attract, as It did In
the past, the Infusion of capital needecd for growth and higher employment.

We cannot hope under present conditions to achieve full employment except
Possibly under soMe unforeseen abnormal conditions. Our market is one of the
most open In the world. The few Import quotas we have on non-farm products
are noted chiefly for the liberty. This liberality allows the Imports of those
few products that are under quota restrictions to loomi larger than they would
be if the quotas were really restrictive. By being liberal we are made to look
illiberal.

The American competitive position in the world has changed basically and
radically, but not Irreversibly. We must adapt or pay the price In loss of employ-
ment and real national income. We must not allow ourselves to become as
dependent as was colonial Great Britain, on dividends earned abroad.

TRADE RELATIONS COUNCIL OF THE UNITED STATES, INC.,
Washington, D.C., June 15, 1971.

Hon. ABRAHAM RiICOFF,
Chairman, Subcommittee on International Trade,
Senate Finance Committee, Washington, D.C.

DEAR SENATOR RiBIcoFF: At the outset permit me as General Counsel of the
Trade Relations Council of the United States, Inc., to tell you how pleased we
are with the establishment of your Subcommittee on International Trade and
with your designation as Its Chairman.

Under your capable direction and with the formidable knowledge and capabil-
ities represented In the Individual and collective talents of Senators Long, Tal-
mnadge, Nelson, Fannin, Hansen, and Bennett, we feel reassured -that the press-
ing problems confronting us as a nation In the field of international trade, and
crying for solutions, wvill receive the careful attention they so rightly deserve
and require by the Congress of the United States.

This fact already seems self-evident from the contents of your March 4, 1971,
report to the Senate Finance Committee, the documents developed by the Sub-
committee's staff, and the facts elicited from the hearings conducted during the
week of May 17, 1971. We followed these hearings with great Interest and are
conversant with the testimony presented. Certainly, these Initial hearings have
been very worthwhile and have served the valuable purposes of Identifying,
exploring, and relating to our deteriorating trade and payment balances some
of -the political and economic changes which have been taking place In the world
economy. Likewise, they have pointed to the deleterious consequences the lack
of an adequate foreign economic policy, If indeed one exists at all, can have on
American business, labor, and on the local communities of our nation.

The Trade Relations Council, composed of companies and trade associations
which represent a cross section of U.S. manufacturing Industry, believes It can
make a constructive and substantial contribution to the Subcommittee. As an
initial effort, we wish to avail ourselves of the opportunity presented In your
announcement of May 10, 1971, and we herewith submit for the Subcommittee's
record five copies of a statement, in the prescribed format, for consideration of
the members of the Subcommittee.* We consider the statement most germane to
your inquiry and It is based on the Council's recently completed third edition,
two volume study on Employment, Output, and Foreign Trade of U.S. Mann-
facturing Industries, 1958-68/69. As is indicated In the statement, this report
and accompanying tables analyze and vividly portray the foreign trade position

* See page 837.
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of a majority of American manufacturing industries and Shows that there was
a loss of 408,208 jobs resulting from the net foreign trade deficit in imp~ort-
sensitive industriess' We believe the detailed Information in the report and
accompanying tables, much of which is not elsewhere available, will assist the
Subcommittee by p~rovidling a needed factual (lata base ats It proceeds with the
more detailed phlases of its inquiry.

Your May 10, 1971, announcement indicates that further hearings are con-
tenmplated and that persons Interestedl in particular trade problems will be given
the opportunity to lpartlclpate in the review at such hearings. Such being the
case, the Council would appreciate being given the privilege of appearing before
the Subcommnittee at one of these subsequent hearings, in the interest of ex-
pounding on the attached study and Its accompanying statement and to present
the views of the Council on additional issues integral to your Inquiry.

Again, we comimllent the Subcommittee on the comprehensive and penetrating
review it is giving to this important matter.

Rtesp~ectfully submitted.
EUGENE L. STEWART,

General Counsel.

EIMERGENCY COMMITTEE FOR AMERICAN TRADE,
W~ashington, D.C., June 9, 1.971.

2Mr. ThioMAs VAIL,
Chief Counsel, Senate Committee on Finance,
Washington, D.C.

DEAR MR. VAIL: I am pleased to submit the enclosed written testimony on
behalf of the Emergency Committee for American Trade for consideration by
the SubcommIttee on International Trade of tile Senate Finance Committee.

Along with our testimony, there are a number of appendices, Including a cur-
rent list of the members of ECAT, a compilation of authorities available to the
Executive for dealing with unfair treatment of American trade, and a report,
"Profile of International Operations of ECAT Members.""2

The last Item was prepared in 1970 to meet a request by a member of the
Congress who had received misleading information about ECAT members. Along,
with other members of Congress, he had received material alleging that ECAT
members were enlarging their operations abroad at the expense of domestic pro-
duction and were depriving American workers of employment while worsening
the balance of trade by shipping products to the United States from abroad that
could be made here. The enclosed report shows that exactly the opposite Is the
case. It reveals thait the domestic production and employment of most ECAT
members ho-.e risen much faster than national norms and that the companies
(ollectivel mvakc an enormous contribution to the U.S. fin trade and p~aymnents.

Furtler work Is 10l9ng done on this report as part of a. special research project
being conducted by KDAT omi the role of American companies with international
operations. We would, nevertheless, like It Included in your record now because
.statements have been made before your Subcommittee by witnesses reviving the
inaccurate views just mentioned, and ECAT has been singled out In these charges.
Even the newspaper advertisement by EiCAT members calling for restraint !in
passage of Import quota legislation has been reproduced In the testimony. We
believe that the BCAT report provides the facts needed to demonstrate that
these charges are baseless.

Since our statement is quite brief, we have not Included a. suimary. I trust
this letter will serve as a summary of the appendices and request that It be made
part of the Subcommittee's record.

Sincerely yours,
DONALD M. KENDALL, Chairman.

WRITTEN STATEMENT PREPARED FOR THE SUBCOMITTwEE ON INTERNATIONAL TRADE
OF THE SEINATEu COMMITTEE ON FINANCE BY THE EMERGENCY COMMITTEE FOR
AMERICAN TRADE

The Emergency Committee for American Trade (ECAP) was formed In late
1967 to forcefully express Its members' view that International trade and Invest-
nment are Important matters that require national attention. We are pleased that

The report and tables referred to were made a part of the official files of the Committee.
2The list of members and the report referred to were made a part of the official files of

the Committee.



881

this view is so well shared by your Subcommittee and welcome the opportunity
to submit this testimony.

For your convenience a brochure listing our members and explaining the pur-
pose of BOAT Is attached to our statement.

When BOAT was created, there was a danger, as you will recall, that American
trade policy would be radically changed were the many Import quota bills than
before the Congress enacted. Fortunately, this did not happen.

We continue to espouse care and caution In dealing with trade and investment
for there is much ill-informed opinion circulating about In these matters. In
your deliberations you will undoubtedly be confronted with diverse and urgent
recommendations for totally new policies. These will include the traditional sug-
gestion that imports can be restricted without damage to our exports. You will
also be subjected to proposals for placing restrictions on American enterprise
abroad that would be considered totalitarian If enacted at home. These and other
recommendations will come In forms that sometimes appear to be reasonable.
They will also come wrapped In rhetoric about impending disaster should they
fail of limmediate adoption.

We are convinced that most of these approaches are based on inaccurate
economic data, or poor interpretations of the Intentions of our trading partners
or unwarranted pessimism about the capacity of the United States to thrive in
a world of expanding trade and Investment.

We do not call your attention to the dangers of precipitate and reckless action
in trade and investment policy out of an Innocent belief that the present state
of affairs Is either perfect or impervious to improvement.

In fact, ECAT, from Its inception, has called for action by the United States
and other leading trading nations to begin work on major changes In interna-
tional economic relations.

Our goals are plain. We want to see more -trade, more American exports, and
a larger surplus In our balance of trade. We want to see American Investments
abroad continue to enhance our economic strength while they benefit others.
These investments help support the value of our currency by returning profits
and by the fact that they are a tangible American asset worth more than all
the gold that was ever accumulated In American vaults.

In our opinion, the testimony that has been presented at the hearings of your
Subcommittee has clearly established the fact 'that thoughtful Americans are
Worried about our ability to compete in world markets and to obtain equitable
treatment from our trading partners.

We believe that the question of the American ability to compete In the world
cannot be determined on a narrow basis. Wage rates In America have tradi-
tionally been higher than In 'the rest of the world. Disparities In wages among
Industrialized countries have been declining quite dramatically In the postwar
era on a percentage basis. This trend can be expected to continue, but American
exports will have to carry the traditional burden of higher wages for some time.
This burden has been -an Incentive to Americans In the past, directing our ener-
gies toward innovation and efficiency, which helps account for our high standard
of living as well as our export surpluses.

BOAT has supported measures to restrain domestic Inflation, and we consider
this effort fundamental to a successful trade policy. We have also expressed
confidence in America's ability to profit internationally from Innovation and
efficiency, and we consider government efforts on this matter also fundamental
to success.

The recent moves by the Administration to consider fundamental changes in
policy to make American Industry more competitive Internationally are long
overdue.

ECAT will exert Its efforts to support the "new look" of the Executive In Its
efforts to enhance U.S. competitiveness and to help provide business backing for
those measures that can do the most good.

Equally important, we would urge efforts to obtain, fairer treatment of Amerl-
can exports. In this regard, BOAT has a program of specific recommendations.

The first of these Is that unilateral trade restrictions are worse than Ineffec-
tive in achieving a fairer system. They would, In fact, lead to even more dis-
crimination against American trade and Investment and make It more difficult
than ever to Improve matters.

We are concerned about the difficulties and even disasters that have struck
some American firms and workers as the result of their Inability to compete
with goods produced abroad, usually at low labor costs. We believe In the concept
of adjustment assistance and are convinced that the present program requires
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the legislative Improvements recommended to the Congress by both Presidents
Johnson and Nixon. Newv and more sophisticated and more generous arrange-
ments are needed and should be enacted irrespective of what action is taken on
overall trade legislation.

Continuing on the Import side of the ledger, we recognize that some foreign
competition is sharpened by unfair trade practices. We are, of course, not with-
out remedy in dealing with dumping and subsidies and other shoddy practices.
ECAT has prepared a summary of actions that can be taken under existing
authorities to deal with these matters. That summary Is attached as Appendix A.

In many cases, however, the recourse is a punitive one that may eventually
cause another government to abandon an unfair practice, but which does not help
the affected American producer. A current case of this nature Involves Ameri-
can citrus exports that have been curtailed as the result of questionable prefer-
ences given to Mediterranean producers by the European Communities. ECAT
has agreed that the IT.S. should be prepared to take punitive action against the
EC if efforts at a solution fail, even though such action may not directly help
American citrus growers.

A more just and less belligerent means of dealing with such problems would
be the negotiation of a series of agreements adding up to a "fair competition
policy." The goal would be the establishment of reasonably equal competitive
conditions for all traders on matters like subsidies and bidding on government
purchases. Action along these lines is made even more imperative In our opinion
by the need to prevent safety and environmental factors from creating new
acrimony and distortions In trade.

ECAT would also like to see more attention given to the so-called "voluntary
restraints" on world trade. The United States is, of course, a party to a number
of these agreements that exist somewhere between the spirit of GATT and the
spirit of Smoot-Hawley. Other nations, we know, are using such agreements to
our detriment. The obvious example involves limitations by certain nations on
Japanese imports which result In greater pressures on the American market. An
international examination of such arrangements could benefit all Interests
concerned and could Include procedures for review and repeal.

ECAT clearly believes that International solutions are the desirable ones for
problems of international trade and investment. We are concerned and troubled
about the apparent Impasse In the search for such solutions. With the revival
of the European unification movement, we find American trade Interests in
Jeopardy with no action seemingly being taken to protect them.

Consequently, we would like to see plans for a new series of negotiations that
could begin to deal with the matters mentioned in this paper and with the shape
of world trade and Investment that will emerge after the new accessions to the
Common Market.

The United States President would, of course, need Congressional grants of
authority to proceed very far In such negotiations. ECAT has recommended that
such authorities be accorded and, like Improvements in adjustment assistance,
it should be possible to move on this front even while either policy reviews are
proceeding.

We believe that there was a time In the postwar period when it was quite
proper for the United States to subordinate our foreign economic interests to
larger considerations of foreign policy. But this time is long past. Foreign eco-
nomic policy should be framed to meet pressing domestic needs.

With regard to Japanese trade and investment restrictions, we must follow
a consistent policy of upholding our International rights under the GATT and
the OECD. This would mean pressing now for elimination of unjustified Import
and capital restrictions. Should the Japanese decline such action, then the Presi-
dent should Invoke our rights to retaliate In kind-an action that would be
clearly understood by the Japanese.

In summary, ECAT is convinced the United States can continue to enjoy the
benefits that flow from world trade and Investment, that It can hold Its own
competitively, and that It should vigorously seek and obtain fairer treatment for
Its exports. These things can be accomplished by positive and confident action
and not by a negative reaction to fear.

We have refrained from a discussion In this paper of International production
by American and other companies since, as our letter of transmittal explains,
ECAT Is now engaged In a study of that subject prompted by Congressional In.
terest. The results of an earlier survey on our members' International activities
accompany that letter.
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SUMMARY OF PRESIDENT'S POWERS TO RESTRICT IMPORTS

Problems

When a foreign country-1. Imposes unjustifiable (illegal) or
unreasonable restrictions on
U.S. exports.

11. Imposes discriminatory restrnc-
lions or charges on U.S. exports.

Ill. Dumps Imports on the U.S.
market at prices below those
prevailing In the country's own
market, Injuring the U.S
producer of a competitive
product.

IV. Subsidizes its exports to the
United States.

V. Interferes with U.S. agricultural
price support programs by
shipping excessive exports to
the United States.

VI. Engages in unfair competition.

VII1. Threatens to impair the national
security of the United States
by excessive exports to the
United States.

VII I, Seriously Injures or threatens to
seriously Injure U.S. Industries

b exessie exortsto the

IX. Seriously injures U.S. workers or
firms by excessive exports to
the United States.

Remedies

The President can-
1. Withdraw trade concessions

granted the country (raise
U.S. duties to their 1930
levels) and for agricultural
products also impose quotas.

11. Impose retaliatory higher tariffs
(u p to 50 percent ad valorem)
on foreign Imports equivalent
to the level of foreign
discrimination.

111. Impose special dumping duty lo
addition to normal customs
duty.

.IV. Imposb countervailing duty equal
to subiyi addition to nor-
mal csosduty.

V. Imposes fees or quotas In addi-
tion to basic duty.

VI. Exclude articles from entry
into the United States.
to control level of imports.

ViI. Increase tarriffs or Impose
quotas.

ViII. Raise tariffsI impose q uotas,
negotiate internatio nal agree-
ments, or provide trade
adjust ment assistance to
individual firms and groups
of workers.

IX. Provide trade adjustment
assistance.

Authorities

Under-
I. Sec. 252, Trade Expansion

Act of 1962, see p. 105.t

11. Sec. 338, Ta ri ff Act of 1930,
see p. 162.'

Ill. Antidumping Act, 1921, see
p. 121 .I

IV. Sec. 303, Tariff Act of 1930,
see p. 147.'

V. Sec. 22, Agricultuial Adjust-
ment Act of 1933, see p.
65.1

VI. Sec. 337, Tariff Act of 1930,
see p. 149.'

VII1. Sec. 232, Trade Expansion
Act of 1962, see p. 102.'

ViII. Sec. 302, 351 and 352, Trade
Expansion Act of 1962, see
pp. 14, 28-30.'

IX, Sec. 302, Trade Expansion
Act of 1962 see p~. 14.'

I "Selected Provisions of the Tariff and Trade Laws of the United States and Related Materials," Committee on Ways
and Means, U.S. House of Representatives, Committee print, June 3, 1970.
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A SURVEY OF CURRENT ISSUES IN THE FIELD OF
FOREIGN TRADE

There are a number of important and often interrelated issues that
have arisen in the field of 'U.S. foreign trade policy. These issues are
not academic; they affect the welfare and security of millions of
Americans and the wvell-being of peoples in other nations which the
United States' aid-and-trade programs have nurtured and assisted
throughout the post-World War 11 era. This memorandum identifies
the issues and the questions which appear to be crucial for an under-
standing of U.S. foreign economic policy.

STRUCTURAL CHANGES IN THE WORLD ECONOMY-
1950-1970

The international economic problems facing the United States in
the seventies are significantly different than the issues of the fifties
and sixties. In these prior decades, the United States maintained a
pre-eminent, though somewhat declining, position in international
trade and finance. The economic programs of aid, trade, and foreign
investment incentives pursued by this nation during that period were
aimed at providing for the transfer of real resources, first to war-torn
countries of Europe and Japan,. and then to "developing countries"
of Asia, Africa, and Latin America.

During this twenty year period, however, the United States sus-
tained balance of payments deficits in every year but two, and its
international financial position deteriorated substantially. At the
same time, economic power blocs developed in Europe and elsewhere,
Japan became the third most powerful industrialized economy, and the
United States share of world trade declined.

In the last quarter of this century, Europe is. likely to consolidate
into a large economic bloc of nations , encompassing over half a billion
people and with a gross national product as great, if not greater than
that of the United States. If Japan maintains its traditional growth
rate, it will become the foremost industrial power in the world
particularly in basic industries such as steel, heavy machinery and
electronics. In a word, the United States will be facing a severe test
of maintaining competitiveness in manufactured goods.

Decline in World Trade Position

Though the United States is still by far the World's largest trading
nation with exports and imports aggregating over $80 billion, its
position vis-a-vis major trading nations and blocs of nations has
declined, as has its share of world trade. The U.S. share of world
exports declined from an average of 23 percent in the 1950-1957

(1)
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period to 20 percent in 1958-1964, 19 percent in 1964-1968, and
16 percent in 1969-1970.

It was natural and expected that our share of world trade would have
declined during the fifties with the economic recovery and rapid growth
in Europe and Japan. However, the continued deterioration in the
U.S. trade position during the sixties is not a natural consequence of
postwar recovery, but a appears to be a reflection of fundamental struc-
tural changes in the U.S. and the world economies.

Our trade balance, another customary means of measuring com-
petitiveness declined from an average surplus of $5.4 billion from
1960-1965 to an average of $2.5 billion from 1966-1970. Actually,
if measured to exclude foreign aid-financed exports and to include
the cost of insurance and freight in our imports our trade position
would show an average deficit of about $4 billion in every year
since 1968.* The c.i.f. basis of measuring imports, used by over 120
nations, is a better indicator of the effects of imports on the domestic
economy-production and jobs-than the f.o.b. system used by the
United States and a dozen other countries. Not only are the U.S.
import figures misleading but the statistics on U.S. foreign trade
cannot be compared with existing production and consumption data
because of noncomparable statistical classifications.

The United States economy has become service and defense ori-
ented; consumer goods production of watches, radios, televisions,
clothing, and shoes is shifting to low-wage countries abroad. In some
respects the "consumer" benefits from cheaper products. Imports not
only serve to provide the consumer with a wider variety of goods to
choose from in terms of price, quality and service, but also serve to
assuage price inflation in domestically produced products. But, in-
tensive import competition and the emigration of 1).S. firms to foreign
lands does cause displacement of U.S. production and jobs.

The consumer must also consider the effect of a gr\6wing dependence
of imports on p rice and servicing. Once imports capture a substantial
share of the U.S. market, foreign producers can easily increase prices
aid the consumer advantage tends to diminish. Also, owners of foreign
products-automobiles for example-often have difficulties in getting
spare p arts and adequate servicing.

While large firms, with mobility of capital and management can
of ten adjust to import competition, by going abroad for example, the
inability of small business and of the US. labor force to adjust to these
changes is a major problem.

This is where the theory of "comparative advantage" breaks down.
The theory assumes complete mobility of labor, capital and manage-
ment across international boundaries; it also assumes no government
interference with free market forces and flexibility of exchange rates.
In reality, labor is not mobile internationally, markets are not free
from government interference and exchange rates are relatively fixed.
Without the underlying assumptions being correct, the theory cannot
and does not serve as a useful guide to the policy makers in any coun-
try. Its real acceptance appears limited to academic circles.

*See table 2 in appendix.
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Structural Changes

The rapid internationalization of production fostered by multi-
national firms; the transfer of technology; the consolidation of common
tariff and other policies in economic power blocs; the sharp increase in
agricultural product ion abroad stimulated by high support prices and
repressive import policies; and the dramatic economic growth in
Japan, and that country's drive to expand its world market share while
protecting its home market-are all important structural changes in
the world economy which have played a large role in the deterioration
of the international economic position of the United States in the
sixties and are likely to continue to do so in the seventies and eighties.
Some of the more philosophical questions which these structural
changes raise are:

(1) What are the economic and human costs and benefits of these
structural changes in the world economy?

As a nation we have run continual deficits in our balance
of payments since 1950. As a result, our short-term liabilities
to foreigners have risen from $7.6 billion in December 1949
to $43.7 billion as of January 1971. Liabilities to official insti-
tutions directly convertible into U.S. gold now total $20.5
billion. Our gold stock, meanwhile, has fallen from $25 billion
in 1950 to $10.7 billion in 1971.

The unemployment rate in the United States is now over
6 percent of the labor force. Imports are a con tributing factor
and particularly hit the semi-skilled, immobile worker in labor
intensive industries.

(2) What policies should the United States adopt to meet the needs of
the last quarter of the twentieth century?

In the light of all that has taken place in the world economy
it is somewhat surprising that few new ideas or initiatives
have been proposed which can reverse the decline in the U.S.
international competitive position. For example, no concrete
negotiating plans 7ave been presented to the Congress since
the end of the Kennedy Round. It would appear that the
policies of the fifties and sixties on aid, trade and investment
require an overall reexamination together with a reordering
of priorities, to meet the needs of the seventies.

(3) Does the persistent U.S. balance of payments signify that the U.S.
dollar is overvalued vis-a-vis other currencies such as the yen and the mark?

Japan's international balance of payments is strong. It
has a large balance of trade surplus with the U.S. (averaging
between $1-$1 billion since 1968) and also earns consider-
able foreign exchange from offshore U.S. military expenses.
The parity of the yen (of 360 yen to the dollar) was estab-
lished on April 25, 1949, and certainly Japan's economic
condition has changed dramatically since then. An upward
revaluation of the yen would improve the U.S. competitive
position vis-a-vis Japan.

The current monetary crisis in Europe reflects, in part, a
fundamental disequilibrium in the exchange rate structure.
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The German mark, twice revalued since 1958, still appears
to be undervalued in relation to the dollar. The basic choice
is between a revaluation of the mark (and other currencies,
such as the yen) or a devaluation of the dollar. Since the
dollar is still the world's key currency to finance trade and
other transactions, and since all other currencies are effec-
tively "pegged" to the dollar, a dollar devaluation could be
disastrous to the world economy.

Finally, it is not sound economics to separate into distinct
categories "monetary" problems from "trade" problems -the
tendency of all nations to "compartmentalize" their problems
is a mistake.

(4) 18 the significant decline in the U.S. competitive position in many
industries due to short-term or long-term causes?

This is a broad question but the answer is important. If
the decline in the U.S. position, say since 1965, is due to
the inflationary pressures in the economy stimulated in part
by the Vietnam war, then one could reasonably expect with
the cessation of hostilities a restoration of the heal thy trade
surpluses we had between 1960-1964. If, on the other hand,
the causes are long-term and structural, the U.S. will need to
take strong action on import and export fronts to restore a
healthy trade surplus.

(6) Should the activities of multinational corporations be guided by
national economic goals?

Multinational corporations have the ability to shift capital
from country to country to take advantage of interest rate
incentives, or prospective changes in exchange rates. The
can also encourage countries to provide tax and other ad-
vantages for plant locations which could encourage disloca-
tions in other countries.

The recent monetary crisis is due, in large measure, to mas-
sive shifts of short-term capital-mainly Euro dollars under
control of multinational corporations and commercial banks
abroad-into Germany. The press has reported that nearly
$2 billion flowed into Germany in the period of a few days.
The multinational corporations can shift large sunms fo~r
interest rate gain, or in anticipation of currency revaluations.
Such massive shifts can actually force currency revaluations,
and are dangerous to international financial stability.

(6) Wh&at steps would be needed to reverse the decline in the U.S. trade
position relative to those of our major trading partners?

A number of steps appear to be necessary. Some must be
taken in concert with other nations. These include: (a) equit-
able international rules on subsidies and border tax adjust-
ments, (b) flexible exchange rates, and (c) adoption of an
"open door" policy by countries in balance of payments sur-
plus such as a an. Others can be taken by the United States
unilaterally. Tese include: (a) provisions for temporary
tariff or quota relief to injured industries and firms, (b) an
overhaul of adjustment programs to retrain workers and
place them in higher paying jobs, and (c) a much tougher
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negotiating posture using all the leverage that the U.S. has
with respect to Europe and Japan.

(7) Are these steps compatible with existing international obligations
and the U.S. position in the world economy?

Most of these steps outlined above are, but there is also a
need to restructure existing rules and institutions to fit the
changed economic conditions in the world economy.

Increased Import Competition

U.S. imports have grown from $5.1 billion in 1946 to $13.0 billion
in 1958 to over $40 billion in 1970.1 #

During the sixties alone, imports more than doubled and, in many
industries, have accounted for a growing share of domestic consump-
tion. Industry and labor spokesmen have expressed concern over; this
trend and fear that it is irreversible.

The Executive branch and other free trade advocates contend that
the people employed in such "inefficient" industries should "adjust."
But adjust to what? Can an unemployed steel, textile, shoe, or
electronics worker be retrained to manufacture computers for air-
craft? Or, does adjusting mean he (or she) should move abroad with
U.S. corporations to work for 8 cents an hour in Korea, or 12 cents in
Taiwan, as the "comparative advantage" theory would suggest.
What industries are there in the U.S. which, on their own-without
government sup port-will be viable entities in the seventies capable
of employing large numbers of semi-skilled or even skilled labor?
These are a few of the key questions on import problems; others appear
to be:

(1) What should the government do, if anything, to help industries,
firms, and workers besieged by severe import competition?

Article XIX of the GATT permits a country to impose
import restrictions on products of industries seriously injured
by increased imports, while Article XII of GATT permits the
use of quotas to protect a country's balance of payments
position. Thus there is sufficient flexibiity on these scores for
the U.S. to take action against'excessive import competition.

But the U.S. "escape clause" law on providing relief to
injured industries, firms, and workers is admittedly sii
tat few have qualified, except for "adjustment assistance"

which many feel is a glorified name for "funeral expenses".
(2) Should government aids to industries, firms, and workers injured

by imports be any diijerent from such aids to any injured industry, firm,
or worker irrespective of thecause?

This is a philosophical question. An unemployed steel
worker hit by automation is just as unemployed as a steel
worker laid off because of imports. Why should the Federal
Government discriminate in the treatment of two equally-
disadvantaged citizens? Furthermore, as a practical matter,

I U.S. imports are generally measured on an f.o.b. (freight on board) basis.
Most other countries measure their imports on a c.i.f. (cost, including insurance
and freight) basis which adds about 10% on the average to the f.o.b. figures.
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it is difficult to segregate causes of injury in a highly com-
petitive and fast moving economy.

(3) What kind of education, retraining and "adjustment assistance"
would be necessary to shift employment displaced by imports to more
lucrative and competitive areas?

We do not know, for example, what the employment char-
acteristics are of those laid off because of imports, including
age, location, education and earning power. Answers to these
questions are necessary if intelligent policy is to be set. The
Depart ment of Labor should undertake studies to provide
these answers.

()What are the human and economic costs Of such a program?
The AFL-CIO estimates that 700,000 jobs have been lost

to imports since 1967 while 400,000 have been gained by
exports. What jobs? How do we reverse this trend?

These questions have not yet been answered by those who suggest
U.S. labor should "adjust" to import competition.

Obstacles to U.S. Exports

U.S. exporters have also raised a hue and cry over foreign tariff and
nontariff barriers. Since 1934, the United States has entered into
numerous negotiations to reduce tariff barriers with other countries.'
By and large we have succeeded in reducing the tariff to a secondary
position as a trade barrier although for many countries, and even for
some U.S. industries, the tariff still affords important protection.
There also are large tariff disparities in many products. For example,
the U.S. tariff on automobiles, .after the Kennedy Round cuts, will
be three percent ad valorem, while the Common Market and Japan
will have tariffs of 11 and 17.5 percent ad valorem, respectively. The
Canadian duty on automobiles is also 17.5 percent, in spite of the U.S.-
Canadian Auto Ageement, which was billed as a "free trade" agree-
ment in automobiles f or the North-American market.

Nontariff Barriers

"Nontariff barriers," a term which covers a multitude of protective
practices and procedures, have replaced the tariff as the principal pro-
tective device for many countries. These so-called "NTB's" vary from
outright embargoes to the purposeful or inadvertent results of health,
safety, and more recently antipollution requirements. "NTB's" are
often exceedingly difficult to identify, and no one has ever attempted a
major multilateral negotiation to swap off "nontariff barriers"~ in a
tit-for-tat fashion. Yet their effects have been to hamper the growth
of U.S. exports, while U.S. imports predictably rise in the face of a
general lowering of tariffs.

2 The Kennedy Round, the sixth multilateral tariff and trade negotiation,
resulted in an average U.S. tariff cut of 35 percent, or 4.2 percentage points, from
a level of 12 percent to a level of 7.8 percent.
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(1) In the light of the importance of foreign nontariff barriers to U.S.
trade, how should the Congress and the Executive proceed to deal with
them?

(2) What kind of negotiating authority is needed by the E xecutive to
negotiate in this difficult area?

Because of the Constitutional system of checks and
balances, the Congress cannot negotiate with foreign nations
and the Executive cannot change U.S. law by entering
into a treaty or international agreement. ManyN TB's are
written into the statute books, so that a U.S. trade ne-
gotiator cannot "commit" the United States Government to
a change in laws. However, these limitations indicate the
necessity for the two branches to cooperate in the develop-
ment of comprehensive rules of free and fair competition for
international trade. When such potential rules are formu-
lated, it would then he possible for the Congress to grant
limited, but meaningful, authority to the Executive for
negotiating these barriers.

(3) In this regard, should a general statement of Congressional intent,
such as the one sought by the Executive in the Trade Act of 1970, be the
legal basis for negotiating NTB's?

Probably not. A general statement of intent is an insuffi-
cient gide to any negotiation and the Congress is more likely
to balk at the results than if a clear, specific authority were
sought by the Executive.

(4) Which NTB's are negotiable and which are considered non-
negotiable?

This question should be studied by the Executive and the
results made clear to the Congress before authority to
negotiate is sought.

(6) Can one deal with nontariff barriers better through multilateral
negotiations or through bilateral negotiations?

It would be extremely, difficult to swap NTB's with all
GATT members in one bg multinational negotiation.
SPerhaps individual country negotiations are more promis-

ing and the benefits could be extended to third countries
only on a quid pro quo basis.

(6) Do nontarifJ barriers lend themselves to "sector negotiations" such
as an NTB steel, textile, or aluminum sector negotiations?

Some NTB's will lend themselves to sector negotiations;
others should be negotiated on their merit since thyaffect
many industries and products.

(7) How does one identify the trade distorting effects of various non-
tariff barriers?

For example, what effects does the common agriculture
policy of the Common Market, or the import licensing of
Japan have on U.S. trade?
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These are but a few of the difficult' questions which must be re-
solved before the Congress and the Executive can tackle the difficult
NTB problem. To date, however, answers are still lacking.

Balance of Payments Strategy

Foreign trade has not yet been affected directly by U.S. balance
of payments strategy, at least so far as private tranatosaecn
cerned. (Foreign aid has been tied to U.S. exports, but the govern-
ment is moving away from the tied-aid policy.) But, time may be
running out to preserve trade in such a sacrosanct position. Already,
the United States has imposed a rather comprehensive system of
capital controls through the Interest Equalization Tax, the mandatory
direct investment program, and the "voluntary" bank-lending pro-
gram. Although these devices have been in efect for several years,
they have not been sufficient to eliminate balance of payments deficits
which reached an all-time high of $10 billion in 1970, and has been
reported to be running at twice that amount during the first quarter of
1971. If free trade is supposed to give rise to the most "optimum level
of efficiency" in the utilization of resources, does not the frce movement
of capital, particularly equity capital, tend toward the same end? The
answer would seem to be yes, but for various reasons, this nation has
chosen to control investments abroad rather than imports.

Investment abroad, particularly eqluit;y capital or "direct" invest-
ment ultimately earns considerable foreign exchange for the United
States in the form of repatriated earnings, royalties, and management
fees and related or induced exports. If the balance of payments
problem of the United States were truly a short-term problem then
"temporary" capital controls makes sense. But a problem that has

been with us in 19 out of the past 21 years can hardly be deemed
"short term" and, to that extent capital controls are self defeating
in that they cut off future earning power. *

In contrast to investment, current consumption of imports is an
out-of-pocket expense which brings no future rewards from a balance-
of-payments standpoint. Thus, the question is raised: "Are we being
consistent or rational in espousing the virtues of 'freer trade' while
clamping down or attempting to clamp down, on the free Movement
of capital across national frontiers"?

Foreign nations, particularly in the European Common Market,
have been lecturing the United States to eliminate our balance of
payments deficits for years. However, judging by their vocal response
to U.S. attempts to reduce our military expenditures in Europe, or to
moderate the influx of imports from Europe,. or to tax American
tourists going to Europe, it would appear that they want us to solve
our balance of payments problem in a manner calculated to serve their
best interest rather than our own. Their favorite remedies are to
persuade us to raise interest rates to the point of depressing our
domestic economy and causing difficult unemployment problems or
to control our investments in their market.

Is the proper U.S. response to this schizophrenic attitude of our
European friends to our balance of payments problem, the one recently
suggested by Secretary Connally-"To pull out our sixth fleet from
the Mediterranean and let the Europeans arrange for their own
defense"? (Quoted in the Washington Post, April 26).

*See table 10 in appendix for balance of payments deficits.
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CHANGING POWER BLOC RELATIONSHIPS

U.S. Trade Relations With the European Economic Community

The European Common Market-a full-fledged customs union with
a common external tariff, no internal tariff, and an attempt at "har-
monizing," fiscal, monetary, antitrust, agricultural, and other poli-
cies-poses a major challenge to U.S. foreign trade policy. The com-
mon agricultural policy of the European Economic Community has
become highly protectionist and has adversely affected U.S. trade in
one of the few areas where we have a comparative advantage. U.S.
exports of agricultural products subject to the European variable
levy system declined by 47 percent between 1966 and 1969, resulting
in a loss of hundreds of millions of dollars worth of U.S. sales to that
market. There was some improvement in 1970, but mainly in goods
that are not subject to the variable levy.*

Also, the European system of taxation, with border tax adjustments
and export rebates, constitutes a formidable obstacle to our exports
and an unwarranted inducement to exports from the EEC. It is ex-
pected that the Europeans will establish a common 15 percent border
tax (in addition to tariffs and other barriers) on imports from non-
member countries, and the same amount of tax rebate on exports to
nonmember countries. This will provide an effectively higher level of
protection for many European industries than the level existing before
the Kennedy Round. There are also European government procure-
ment restrictions and hidden administrative barriers which U.S.
industry has complained about bitterly.

Foreseeing that the European Economic Community could evolve
into a highly protectionist bloc and wishing to build a "partnership"
between the United States and Europe by increasing their economic
interdependence, the Trade Expansion Act of 1962 was proposed to
break down Atlantic tariff barriers and to encourage British entry in
the hope of making the Community more "outward looking".'

Having concluded the Kennedy Round, acclaiming it as a grand
success, even our negotiators may have been shocked to discover that
the U.S.-EEC economic problems after the Kennedy Round were
greater than before. Industry complained that the Europeans increased
their nontariff barriers as they reduced their tariffs and agricultural
interests complained that the Kennedy Round did nothing to even
soften the highly protectionist EEC common agricultural policy.
Europeans, in turn, began to view direct investment by foreigners
(mainly the United states) in basic industries with a jaundiced eye.

Our policy a pears to ignore EEC protectionism while cooperating
with them by iscouraging U.S. investments in Europe on balance of
payments grounds. In the meantime, the U.S. maintains and supports
over 300,000 American troops and twice that number of dependents in
Europe to protect the Europeans (and ourselves) against Soviet bloc
encroachments. In 1970, defense expenditure accounted for 8.9
percent of our GNP; in France the figure was 4.7 percent, in Germany

8 Section 211 of the Trade Expansion Act, gave the President authority to cut
U.S. tariffs to zero on those commodities in which the United States and the EEC
together accounted for 80 percent or more of world trade. Without British entry
this provision became worthless.

*See table 6 in appendix for U.S.-EEC agricultural trade from 1965-70.
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3.9 percent, Italy 2.9 percent, and in Japan 0.8 percent.* The West
Europeans are doing a flourishing business of trading with the countries
which we are spending billions to protect them against. The U.S. trade
with Eastern Europe totaled, in both directions, $444 million in 1969;
the rest of the "free world's" trade with Eastern Europe in that year
totaled $16.6 billion."* There is something nonsensical in all this.

Since the Kennedy Round, threats and countertlireats have rever-
berated across the Atlantic on trade matters. Thus, ironic as it may
seem, the Kennedy Round which sought the elimination of trade
barriers, may only have served to sharpen the trend toward protec-
tionism in both Europe and the United States.

Negotiating With the EEC

How to deal with the EEC as a negotiating entity remains a p~rob-
1em, of major proportions. The Community must get the approval of
all six nations before acting. The countries still have disparate inter-
ests and this has often hampered the ability of Community spokesmen
to present a realistic proposal for the bargaining table. This was very
much evident in the Kennedy Round, when the Europeans kept U.S.
negotiators waiting for almost three years while they worked out a
common agricultural policy which was highly restrictionist.

British Entry

If the British enter into the European Common Market, followed by
other Europecan countries such as Austria, Denmark, Sweden, Swit-
zerland, Ireland, Norway, and Finland, the resulting bloc will create an
entirely new situation for U.S. policy makers. The enlarged European
Common Market, with as many as fifteen full members and spreading
its tentacles of special commercial arrangements with Mediterranean
countries, former Commonwealth countries, and others could radically
alter the economic balance of power. Those who speculate that British
entry will somehow make the EEC an "outward looking" bloc may
well be engaged in wishful thinking, and the history of the EEC
suggests that such speculation would be risky. If six countries can't
easily agree on a realistic bargaining position, how can we expect
upwards of 15 countries to do so?

How do we cope with the bargaining strength of an enlarged eco-
nomic power bloc the size of all of Western Europe, which has the
power to convert their dollars into gold every time we act to defend
ourselves against excessive competition in labor intensive industries?
These dollars are "earned" by the Europeans, in part, by U.S. military
expenditures in Europe and elsewhere.

U.S. Economic Relations With Japan

Japan has shown the fastest and most sustained economic growth
rate of any major country during the postwar period. This has been an
economic miracle which merits the acclaim and the wonder of Western
man, and is a testimony to the skills and drive of the Japanese p~eople.,

I The Japanese economic growth rate has averaged more than 10% a year for
the last ten years and its exports have grown at a rate faster than that of any other
industrialized country.

*See tables 8 and 9 for defense expenditures by country.
**See table 4 for Free World trade with Eastern Europe.



At the same time, however, the Japanese economy, internally and
externally, is highly controlled. Few American corporations have been
allowed to set up wholly-owned subsidiaries in Japan and imports are
rigidly controlled by quota and licensing arrangements as well as by
bureaucratic red-tape. Thus, while Japanese exports of textiles, con-
sumer electronic products, cameras, steel, motorcycles, and auto-
mobiles have flooded the U.S. market, American producers have been
denied access to the rapidly growing Japanese market. Japan has set
up wvholy-owned subsidiaries and trading houses to handle their
exports. Japan has been able to concentrate its efforts in the expansion
of commercial markets because only 7.2 percent of its budget is spent
on defense (compared to 37 percent in the U.S.) and only 0.8 percent
of its GNP is defense as compared to 8.9 percent in the U.S. *

The United States for years has souht to persuade Japan to
liberalize its controls over investment and imports, and the Japanese
have reduced the number of import quotas but they still retain quotas
on many important products and a comprehensive system of import
licensing. Japan is out of character in seeking to preach the virtues
of free trade to other nations.

The United States has asked Japan to restrain voluntarily its ex-
ports of woolens and man-made fiber textile and apparel products to
this market. Through bilateral agreements with many European
countries and Canada, Japan has restrained her exports to those mar-
kets. Because of the closing of these markets to Japanese textiles, the
United States now absorbs over 50 percent of Japan's textile and
apparel exports while Europe absorbs about 5 percent. The U.S. tex-
tile industry seeks relief from discriminatory arrangements, the results
of which have been to channel Japanese textiles into this country-
the last major market still open to them. While to some, this may
appear to be an unjustified request and an aberration from our "free
trade" philosophy, the fact is that we are the only importing country
of any size which does not have restraints on imports of wool and
man-made fiber products through bilateral agreements or through
import quotas. The Europeans talk about the dangers of U.S. pro-
tectionism but they are already protected and are quite content to
have the U.S. absorb the bulk of Japan's exports of textiles. The
textile issue must be resolved before any meaningful negotiations on
other issues or legislative initiatives can take place.

Since Japan is our second largest trading partner, and is obviouslythe most advanced country in Asia, there is an economic interdepen -
ence between the U.S. and Japan. The United States must depend
heavily on Japan to pick up some of the economic development
burdens in Southeast Asia. There may come a day when Japan will
take a more active part in the mutual security arrangements in that
troubled area of the world, and thus relieve the U.S. of a substantial
burden. But this is far from certain.

A real economic partnership can develop between the U.S. and
Japan. No longer, however, should the United States forego con-
crete economic opportunities for vague political goals. We must
gain the same access to foreign markets as foreign countries have to
ours. As one observer put it: "Unfortunately, liberalization moves
have taken place at a very slow pace and have not been significant. I'
think we have reached the point where the alternatives are clear:

*See tables 8 and 9.
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Japan needs to liberalize trade and investment or Japan will increas-
ingly encounter such restrictions in foreign markets as Japan has
erected to insulate its own market."

(1) Can the United States ajiord to keep its markets open to Japanese
goods, when the conditions of trade are so imbalanced?

The U.S. trade deficit with Japan grew from $388 million
in 1965 to $1.240 billion in 1970. During this period U.S.
military expenditures in Japan grew from $346 i'ion to $669
million.

(2) Would it be possible for the United States Government to work
closely with its business and banking community in the same kind of
partnership that has developed in Japan?

There would have to be a major change in our antitrust
laws and philosophy before such "cooperation" could occur.

(3) Is investment by American firms in the Japanese market a means
of ameliorating the present economic difficulties between the two countries?

Joint ventures may create "entangling alliances" between
U.S. corporations and Japanese corporations. But from the
point of view of U.S. labor, this could compound their
present difficulties.

(4) What has been the experience of the American firms who have
investments in Japan?

(6) Will the apparent dissati~faction of Japanese citizens with their
export-oriented economy rerve to redirect priorities in that nation toward
higher living standards, and thereby relieve Japanese pressure on world
markets?

GLOBAL CHANGES IN WORLD AGRICULTURE

During the past 15 years the production of most farm products in
industrial countries has increased more rapidly than consumption or
use in those countries. This has led to increased "self-sufficiency" even
though achieved by of ten high p rice supports and rigid import controls.

Orville Freeman, former Secretary of Agriculture, said on December
2 1969, "The only country in the world that has tried to do anything
about o'verproduction is the United States." Other countries, par-ticularly in the European Common Market have increased their Food
and feed grain production dramatically as a result of high p rice sup-
ports and have dumped their surplus production on the world's market
at depressed prices, while insulating their own market by the variable
imp ort levy

United States agriculture is a growth industry; it is highly com-
petitive in world markets and exports are a large fraction of the total
volume of our output.

There seems to be a need for a careful and systematic study of the
degree of protection of agriculture in all industrialized countries and
the Output and trade effects Of existing domestic farm programs. This
study could very well show that there is a better way of coordinating
trade and production policies in agriculture than the present non-
system.

As already mentioned, the European agricultural system is highly
protectionist. The European farmers have great political power and
France has insisted on the adoption of a common agricultural policy
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aimed at self-sufficiency as a price for European unification on indus-
trial products. The level of price supports after "integration" is higher
than the average level before "integration".

The problem of how to deal with the European agricultural policy
is key to U.S. future trade policy. If, as in the past, the United
States takes the position that agriculture and industrial negotiations
must proceed separately-which really means we don't do very much
about agriculture-then one wonders whether an NTB negotiation
would be successful.

Given the ecoIpolitics of agriculture, it is impossible to visualize in
the near future a world of unfettered agricultural production and
trade. However, it mnay be possible to find some agreements on levels
of support, import policies and production controls. If these could be
achieved, U.S. agriculture wvould stand to benefit since we are still the
most efficient producer of agricultural commodities in the world.

On the subject of the "green revolution"-the improved produc-
tivity in agriculture in developing countries-there will be less reli-
ance on developed countries for "food aid." Developed countries will
have to rely more heavily on commercial and industrial transactions,
hopefully in a better international trading world.

Many farm organization spokesmen have a bifurcated view of
f oreign trade; they tend to be "free traders" for everybody else, but
((protectionists" for a riculture. They speak against quotas for
textiles, shoes, and oil but ardently support quotas on wheat, meat,
and dairy products.

The actual competitive position of U.S. agriculture, though signifi-
cant, is somewhat distorted by the inclusion of concessional Public
Law 480 "sales" as a part of 'U.S. exports. These "sales" averaged
between $14$1.5 billion during the fifties and sixties and, for the
most part, were for nonconvertile foreign currencies. It was originally

p art of a surplus disposal program but gradually became one of the
Department of State's foreign policy instruments. Without Public

Law 480, U.S. agricultural trade would be in near balance, with* a
small surplus for most years. Given the productivity of American
agriculture this does not speak well for the world agricultural market
structure.

One of the more immediate problems facing agricultural exports is
the prospective adoption by Britain and others of the European
variable levy system. Britain is a large agricultural importer (over $1
billion a year from the U.S.) and its adoption of the European system
is bottnd to adversely affect U.S. sales to that market.

(1) Is the European common agricultural policy consistent with the
GA TT Agreement?

The variable levy system of the Common Market is more
protective than a quota system, and is more restrictive than
the individual country protection was before the formation
of the Common Market's agricultural policy. This result was
made possible because the United States, during the "Dillon
Round", allowed the Europeans to suspend concessions on
some of their agricultural products.

(2)1Is the Common Market's agricultural policy negotiable?
(8) Precisely what effect would the adoption of the variable levy system

by Britain have on U.S. exports?
*See table 5 in the appendix.
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(4) What potential is there for exporting agricultural products to
Eastern Europe and Communist China? What impediments are there to
this trade?

(5) Should food aid be coordinated in a multinational institution rather
than be part of the foreign policy instruments of the individual member
nations?

NATIONAL TRADE POLICIES AND INTERNATIONAL
RULES AND INSTITUTIONS

National trade policies and international rules and institutions
should be under continued review to insure that they don't become
outmoded.

The committee has published a. study outlining how the GATT is
outmoded as an instrument for insuring fairness and reciprocity in
international trade.' Much additional work needs to be done in this
area, particularly with respect to domestic unfair trade practice
statutes.

Adequacy of U.S. Laws Dealing With Unfair Trade Practices and
"Excessive" Import Competition

Any comprehensive review of U.S. trade policies must examine
whether U. S. laws are adequate to deal with what may be termed
"unfair trade practices." Is there any laxity in their administration,
and are they adequate for the needs of the 70's and 80's?

There are considerable number of "unfair trade statutes" which
rela te t o foreign commerce. The An tid umping, Act of 192 1, the coun ter-
vailing duty statute (section 303 of the Tariff Act of 1930), sections
337 and 338 of the Tariff Act, section 252 of the Trade Expansion
Act of 1962 are the more specific and prominent of these statutes,
but there are others. Many of these statutes are more than 40 years
old; some were established to meet particular problems which may no
longer exist; the penalties in some may be so strong that administra-
tors may feel constrained not to apply them even if the language of
the statute is mandatory. Sections 337 and 338, for example, which
deal with unfair methods of competition and foreign discrimination,
respectively, have been used very sparingly. In fact, section 338 has
never been invoked at all, The countervailing du law was written
to offset the subsidy effect of such devices as the European rebate of
indirect taxes on exports. Yet, the law has not been applied in this area
even though couched in mandatory terms. A case has been pending on
this issue for over two years before the Treasury Departmen t, which
appears unwilling to make a decision. If the laws are not adequate or
too harsh they should be changed, rather than left as "dead letters"
on the statute books.

Administration of U.S. Trade Policy

Under Article I, section 8, of the Constitution, the Congress has
the exclusive power to "lay and collect duties" . . . and to "regulate
commerce with foreign nations." While preserving- its plenary power

a "Staff Analysis of Certain Issues Raised By The General Agreement on
Tariffs and Trade", Committee on Finance, December 19, 1970.
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in this field, the Congress has from time o time delegated limited
authority to the .President to carry out a trade agreements program
established by Congress. But, who actually is charged with adminis-
tering the program?

The Departments of State, Commerce, Agriculture, Interior, and
Treasury, the President's Special Trade Representative, the National
Security Council, and now the President's International Economic
Council all have an interest in, and responsibility for, overlapping
aspects of foreign trade policy. Importer and exporter interests are
often separately represented and te result may be administrative
inconsistency, delay, "buck passing" and at times interagency warfare
within the Executive branch. Often, one does not knowv precisely who
is responsible for a trade policy problem. For example, the Congress
established the Office of Special Trade Representative in the Trade
Expansion Act of 1962 because it wanted an "independent" negotiator
not so closely associated with the concerns and needs of foreign govern -
merits as would be the desk officers in the State De apartment. However,
when it came to "(negotiating" on the textile problem, the Secretary
of Commerce, a White House aide, and subsequently a roving
Amibassador-at-large were consecutively put in charge.

While the Congress itself is not vested with authority to do the
actual negotiating for this government, it does have plenary authority
to "regulate commerce with foreign nations." The Executive has
tended to go to Congress only to implement something which they
have already done. This a pears to be a shortsighted approach, and
there is a need for at much closer working relationship between the
two branches of government before the p)olicy is established.

Congressional Prerogatives and Executive Agreements

What is the binding power of an Executive agreement never ap-
proved by the Congress? The GATT is such an agreement. The Execu -
tive branch tends to view GATT as a legal obligation of the Unite d

,States, while the Congress tends to view it as a mere executive agree-
ment without the force of law. How and to what extent should such an
agreement bind any nation in its dealings with foreign governments?
Moreover, what about the status of an executive agreement negotiated
without advance authority from Congress which tends to affect the
administration, if not the whole meaning, of domestic law? The
International Antidumping Code is such an agreement; its negotiation
compelled the Congress to enact legislation, making it clear that
the Executive branch lacked the power to change the meaning of
the domestic statutes through executive agreements.'

There have been at least three agreements reached in recent years
which have incurred the wrath of a number of Senators and Congress-
men. The International Antidumpin g Code was the most obvious case
of usurpation of congressional auth ority since its purpose was to
dilute the force of U.S. unfair trade laws. Moreover, it was never even
submitted to the Congress for its approval. The Canadian Auto-

6 The Congress enacted Title II of Public Law 90-634 (approved on October 24,
1968) which provided, in effect, that the Code's provisions may be applied only to
the extent that they (1) do not conflict with domestic law and (2) do not limit tile
discretion of the Tariff Commission in its injury-determination function under the
Antidumping Art of 1921.
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mobile Agreement and the American Selling Price Agreement were
other examples.'

The Executive has "committed" the United States to a "generalized
tariff preference" scheme aimed at helping underdeveloped countries.'
Even though the Executive has recognized that tariff preferences
require legislation, it is questionable logic to "commit" the United
States to a particular plan without prior congressional review and
authorization. The Executive has built up the hops and expectations
of many developing nations while the Congress has been left out of the
process. What will happen to U.S. relations with these countries if
the Congress rejects the tariff preference plan or substantially alters
it to the detriment of low wage imports? How can the President
"commit" the United States to a program never even studied by the
Congress? Why did the U.S. negotiators agree to one system of
generalized tariff preferences, while Western Europe and Japan agreed
to a potentially far more restrictive tariff-quota p reference system.

This kind of problem usually arises because thle Executive branch
finds itself with the Hobsonian choice of entering into such an execu-
tive agreement or being threatened with dire consequences by foreign
governments who do not understand, or appreciate the division of
power-the checks and balances-in our system of government. On
the other hand the Congressional feeling that such "fait accomplis"
are without authority and should never have been agreed toby our
negotiators creates a major dilemma in the trade policy area.

SUMMARY

The world's economy has undergone rapid structural changes since
1950. The development of economic power blocs, particularly in
Europe, the resurgence of Japan as the second most powerful industrial
country in the free world, the movement of American corporations
abroad, the persistent balance of payments deficits experienced by
the United States and the consequent deterioration in its international
monetary position-these are all important factors which have affected
and will continue to affect U.S. foreign trade position. It would appear
that these structural changes in the world economy will continue at
an even faster p ace in the 1970's and 1980's, and tht domestic U.S.
industries and labor will be challenged as never before to meet this
competition.

Large.American industries can generally. adjust to this competition
by moving abroad if necessary. The main adjustment problem is
felt by American labor and those firms who cannot easily move abroad.

7 The United States-Canadian automobile agreement was negotiated after the
Canadians subsidized exports of Canadian autos and parts to the United States
through a duty remission scheme. The agreement, while providing free access
to the U.S. market for Canadian autos and parts, does not provide free access to
the Canadian market for U.S. autos and parts. There is an absolute embargo on
U.S. used car imports into Canada and a 17.5 percent duty imposed on new car
imports. The American Selling Price agreement was negotiated in the face of
S. Con. Res. 100 which passed the full Senate and specifically warned the negotia-
tors not to enter into such an agreement without advance authority.

8eIn the Message from the President of the United States on "United States
Foreign Policy for the 1970's, a New Strategy for Peace", it is stated on page 47,
"To help other Western Hemisphere nations to increase their export earnings and
thus contribute to balanced development and economic growth, I have committed
the United States to a program which would help these countries improve their
access to the expanding markets of the industrialized world. (Emphasis supplied.)
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Labor is not mobile internationally-one of the pre-conditions for the
free trade theory of comparative advantage. It is even highly question-
able that labor is mobile domestically to the extent necessary to avoid
severe adjustment problems.

If competitive import problems were restricted to only one or two
industries, which might be classified as "inefficient", this could be
thought of as a natural consequence of corn etition and hope that
the labor contingent in these industries could shift to other more
efficient industries. But it appears that the competitive problems
affect most American industries to one degree or another, including
industries which have employed the latest technological advances
known in their fields. This presents an altogether different dimension
to the problem of adjustment.

The Department of Labor has yet to do the difficult studies and
analysis necessary to assess the degree to which imports and exports
have affected American jobs on an industry and a regional basis. We
do not know enough about the j ob qualifications of the worker dis-
placed by imports to understand whether alternative employment is
available. This should be a major concern before a concession is
granted. Unfortunately, it rarely is.

Obstacles to U.S. exports appear to have grown since the KennedyRound. This is in part the result of the fact that the level of tariffs
has been reduced to the point where nontariff barriers play a more
prominent role in distorting international trade flows. It is also
related to certain actions by the Europeans to increase agricultural
protectionism through the variable levy system, and to Japan's
slowness in opening its market to imports and investment. The need
to cope with nontariff barriers, including agriculture and investment
barriers, is pressing. However, no one has taken the lead in showing
the Congress specifically what can be gained (or lost) through such
a negotiation on NTB's. Indeed, we have no idea what is negoptiable.
Apparently, the Europeans have taken the position that unless the
Congress approves the elimination of the American Selling Price
system of valuation negotiated during the Kennedy Round, there is
no future in an NTB negotiation.

Dealing with the European Economic Community as a bloc of six
nations is a difficult problem. The problem of dealing with an enlarged
Community with England, the Scandinavian and Mediterranean
countries as full or "associated" members will be even greater. The
common agricultural policy of the Community and the use of the
border tax-export rebate system of the Community present particu-
larly difficult obstacles for U.S. exports. From statements made in
the President's foreign policy message it would appear that the State
Department puts a much higher priority on "Euro pean unity" than
on the commercial interests of the United States in Europe.9

The U.S. relations with Japan have become somewhat strained
because of the heavy volume of the Japanese imports into this country,
particularly of textiles and other consumer goods, and the complete

9 The President's message on "United States Foreign Policy for the 1970's, A
New Strategy for Peace" contains the following statement: "Our support for the
strengthening and broadening of the European Community has not diminished.
We recognize that our interests will necessarily be affected by Europe's evolu-
tion, and we may have to make sacrifices in the common interest. We consider
that the possible economic )rice of a truly unified Europe is outweighed by the gain
in the political vitality of the West as a whole." [Emphasis supplied-]

62-790 0 - 71 - pt. 2 - 22
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lack of reciprocity which U.S. exporters face when trying to do busi-
ness with the Japanese. The relationship between currency values
and trade flows is also an important factor in Japanese competitive-
ness, as is the close working partnership between the Government,
the banking system and Japan's industries. The Japanese yen appears
to be completely out of line with the growth and productivity of the
Japanese economy and unless a reali:i'ement takes place the alternative
may be import restrictions by the United States.

In the world's agricultural economy, there has been a terrific growth
in productivity here and abroad to the point where the production of
agricultural goods in industrial countries exceeds consumption. Pro-
duction throughout the world is stimulated by price support programs.
The United States supports its agricultural community through price
supports and certain import restrictions. However, the U.S. is the only
country in the world which has effective production controls on agri-
culture. The European Community market subsidizes its producers to
a much greater extent than does the United States and does not control
production. This production is dumped on world markets. In addition,
the EEC's variable levy system has sharply cut back U.S. exports to
that area which are subject to the levy. The competitive position of
U.S. agriculture is somewhat less than the trade figures would indicate
since between $1 billion and $1.6 billion U.S. farm exports are given
under foreign aid programs mainly for local currencies.

There appears to be a real need to update and revise U.S. unfair
trade practice statutes. T~he unfair trade practice statutes were written
more than 40 years ago when .composition and magnitude of foreign
trade was radically different.

There is also the question of relationships between the Executive
and the Legislative branches of Government with respect to foreign
trade matters. Clearly, there is a need for a more effective working
partnership in this regard.

The Executive branch appears to be divided within its own house on
many issues. To date it has lacked a unified, single voice on foreign
trade. Nor is it clear that its policy is consistent when it comes to
favoring protection for some industry while singing the praises of free
trade as a general policy. In addition, the tendency of entering into
agreements with foreign nations and submitting them to the Congress
asjait accomplis continues even though the Executive branch has been
turned down on at least two of its negotiated agreements. It would
appear wvise for the policies to be agreed to by Congress before a
negotiation commits the U.S. to a particular program.

These appear to be the major issues facing the United States in the
formulation of a foreign trade policy adequate to the needs of the
seventies. The answers are not simple. But there is a crying need for
an overall review of the world economic structure, how it has changed,
and what policies and programs the Legislative and Executive branches
of this Government should take to meet the new challenges of the
seventies.
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APPENDIX

TABLE I.-U.S. BALANCE OF TRADE, BY REGION, 1965-70

U.S. EXPORTS

(In millions of dollars

Western Latin
TotallI Europe Canada Japan America Other 2

1965 ---------- 26,447 8,896 5,460 2,051 4,234 5,603
1966. _-- ------ 29, 389 9, 577 6,766 2, 340 4,720 5, 986
1967 ----- - 30, 681 9, 670 7,302 2, 672 4, 669 6,368
1968 --- ----- 33, 588 10, 539 8, 141 2,959 5,274 6,675
1969- ------ 36,473 11,638 9,179 3, 503 5,532 6,621
1970 --- ---- 42, 041 14, 205 9, 057 4, 654 6, 495 7, 630

U.S. IMPORTS

1965 ---- ----- -21,496 -6,212 -4, 818 -2, 439 -4,356 -3,573
1966 ... -------- -25, 463 -7,663 -5,965 -2,974 -4,682 -4, 039
1967--. _---- -26, 821 -8,089 -6, 854 -3, 017 -4,651 -4, 048
1968 ------ ---- -32,964 -10,203 -8,592 -4,069 -5,137 -4,911
1969 ... ------- -35,835 -10,214 -9,994 -4,893 -5,217 -5,517
1970.. ---- --- -39,856 - 11, 276 -10,702 -5,894 -5,919 -6,065

U.S. TRADE BALANCE

1965 --- -, - 4,951 2,684 642 -388 -122 2, 030
1966 --------- 3,926 1,914 801 -634 38 1,947
1967 ------ __ 3,860 1,581 448 -345 18 2,320
1968 -------- --- 624 336 -451 -1,110 137 1,764
1969 ---------- 638 1,424 -815 -1,390 315 1,104
1970------- -------- 2,185 2,929 -1,645 -1,240 576 1,565

IAlso includes transactions with international organizations and unallocated.
2 Eastern Europe, Oceania, Africa, and other Asia.

Source: Department of Commerce, Survey of Current Business, various issues.

TABLE 2.-BALANCE OF TRADE (c i.f. adjusted) 1960-70

[In billions of dollarsi __________________

Less
Government- Total Estimated

Total financed Commercial imports imports Overall Commercial
exports exports exports f.o.b. cif. balance balance

(1) (2) (3)=(1)-(2) (4) 1 (5) (6)=(1)-(4) (7)=(3)-(5)

1970. ---- 42.7 1.9 40.8 40.0 44.0 +2.7 -3.2
1969--.- 37.4 2.2 35.2 36.0 39.6 +1.4 -4.4
196--.- 33.0 2.9 30.1 32.0 35.2 +1.0 -5.1
1967 --- 39.9 2.8 28.1 26.8 29.5 +4.1 -1.4
1966. 29.4 2.7 26.7 25.6 28.2. +3.8 -1.5
1965---. 26.7 2.6 24.1 21.4 23.5 +5.3 6
1964...-- 25.7 2.8 22,9 18.7 20.6 +7.0 ±2.3
1963___ 22.4 2.6 19.8 17.1 18.6 +5.3 +1. Z
1962--.. 21.0 2.1 18.9 16.4 18.0 ±4.6 +. 9
1961., 20.2 1.7 18.5 14.5 16.0 ±5.7 +2.5
1960.__ 19.6 1.6 18.0 14.7 16.2 +4.9 +1.8

3Imports including the cost of insurance and freight.

(19)



TABLE 3.-U.S. MILITARY EXPENDITURES ABROAD

11In millions of dultarsi

European Other Other Australia Other
United Economic Western Western Latin Western New Zealand Asia and

Totat Kingdom Community Europe Europe Canada America hemisphere Japan Alt other Sooth Africa Africa

1946 ... .. 493
1947. .. . 455
1948 . .. .. 799
1949 ... .. 621
1950 ...-- 576

1951- 1,270
1952- - 2,054
1953- .. 2,615
1954 ... .. 2,642
1955 ... .. 2,901

2,949
3,216
3,435
3, 107
3,087

2,998
3, 105
2,961
2,880
2,952

3, 764
4,378
4,535
4,858
4,837

21...........--
15...........--
59............
42 ............
31...........--

67. - -. --. -----
136 ............
232 ............
329 ...........
370...........--

430 . . . . . . .
488...........--
360............
289...........-
287 .....--.---..

-6 - - -- - - -
149 - - - - - - -
237...........--
260 ............
133 ...........

244.....-.....-
633.. .........
962 ...........--

1, 127.. .........
1,317..........---

1,229 ...........--
1,336...........-
1,485............
1,'362.. ..........
1,366..........

1,305......
1,437...........-

-- - 1,333 . . . .
- .. 1,318. --........
- -- - 1,314

1,138 -- - - - - 251
1,119 ...... .......... 287
1,087 - -- -- 277
1,172 - - - . . . - 247
1,287.......-- ....... 258

31 10............ ........---
8 8...........----..........

22 34........................
20 16--......................
26 7........................

38 34 ......................
158 30........................
204 53-.......................
194 45 ......... ..............
218 43.....................----

432............ .........
258...-- .... ..............
436-......................
266-............. .........
373............ .........

883............ .........
1,092 ........ ....... 1.......
1,148 ......... ..............
928......................
937......................

443 63------....... ........... 1,063..................----
431 48............................. 957 .................... 4387..................148 412 ..-..... 75 41

357...........--
326 ...........
296...........--
258 ...........--
177 ..........

205 . . . . . . .
232..........---
285...........--
295...........--
256...........---

392 ............
382...........
368 . . . . . . .
321......
345......

484 - - - - - - -
538...........--
580...........--
651...........-
669...-........

463
496
502
525
733

1,323
1, 779
1,913
2,058
1,924

19568 .----
1957 ...
1958 .----
1959 ...
1960 .----

196. --
1962 .----
1963 .---
1964 .----
1
965 . 

--

1966 .----
1967 .----
1968 ...
1969 .----
1970 .---

Source: U.S. Department of Commerce, Survey of Current Bosiness, June 1968, June 1970; Balance of Payments Statistical Supplement, revised edition, 1963.
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TABLE 4.-MAJOR FREE WORLD TRADERS WITH EASTERN EUROPE
[in millions of dollars

Exports Imports

1959 1964 1969 1959 1964 1969

Free world total--------------- 2,990 5, 402 1 8,300 3,038 5,270 1 8,300

Germany, Federal Republic------------ 571 839 1,681 535 744 1,328
Italy ---------------------------- 120 276 667 155 370 706
France --------------------------- 158 235 558 160 259 452
United Kingdom -------------------- 203 291 554 326 541 797
Yugoslavia ------------------------ 147 308 451 170 378 507
India---------------------------- 92 270 351 66 281 418
UAR (Egypt) ----------------------- 194 216 2354 160 149 2 178
Finland-------------------------- 180 220 347 203 314 328
Japan---------------------------- 29 218 342 44 256 575
Austria-------------------------- 129 215 327 129 198 273
Sweden --------------------------- 99 168 271 105 160 276
United States----------------------- 89 340 249 81 98 195
All other countries ------------------ 979 1,806 2,148 904 1,522 2,267

1 Preliminary estimate.
3Estimated on the basis of eleven-months data.

TABLE 5.-U.S. AGRICULTURAL TRADE, 1965-70, IN MILLIONS OF DOLLARS
Exports

Specified
Government Imports

Year programs I Commercial Total total

1965------------------------------------------ 1,536 4,693 6,229 3,986
1966------------------------------------------ 1,564 5,315 6,879 4454
1967------------------------------------------ 1,269 5,111 6,380 4,453
1968 ----------------------------------------- 1,182 5,046 6,228 4,656
1969------------------------------------------ 1,018 4,918 5,936 4,957
19702----------------------------------------- 957 6,217 7, 174 5,667

I Includes Pu~.~c Law 480 sales programs, donations through voluntary agencies, barter for strategic materials and
mutual security aid.

2 Preliminary.

TABLE 6.-U.S. AGRICULTURAL TRADE WITH THE EEC, 1965-1970, IN MILLIONS OF DOLLARS
Exports

Variable Nonvarlable I mpo rts.
Year levy'I levy Total total1

1965 ------------------------------------------ 626 850 1476 270
1966 ------------------------------------------ 642 922 1,564 306
1967 ------------------------------------------ 529 931 1,460 331
1968 ------------------------------------------ 475 892 1,367 362
1969 ------------------------------------------ 340 929 1,269 363
19702 ----------------------------------------- 454 1,105 1,559 419

' Includes feedgrains, wheat and flour, rice, beef and veal, pork, poultry and eggs, dairy products and edible lard.
3 Preliminary.

Country



TA BLE 7

U.S. Trade With Selected Countries, 1960-70

(Millions of' dollars)

1960 1961 196,2 1963 1964 1965 1966 1967 1968 1969 1970

U.S. total

Exports... ............... 20,608 21,036 21,713 23,387 26,650 27,521 30,430 31,622 34,636 38,006 43,226
Agricultural ............ 4,902 5,084 5,101 5,651 6,439 6,306 6,954 6,448 6,300 6,004 7,226
Nonagricultural ... 15,706 15,952 16,612 17,736 20,211 21,215 23,476 25,174 28,336 32,002 36,000

Imports .................. 15,073 14,761 16,464 17,207 13,749 21,427 25,618 26,889 33,226 36,o43 39,963
Agricultural ............ 3,824 3,691 3,868 4,020 4,143 4,080 4,530 4,472 5,054 14,954 5,665
Nonagricultural ... 11,249 11,070 12,596 13,187 14,606 17,347 21,088 22,417 28,172 31,039 34,298

Balance .................. +5,535 46,275 +5,249 46,180 +7,901 4.6,094 +4,83-2 44,733 +1,410 +1,963 +3,263

U.S./Canada

Exports ................... 3,812 3,837 4,052 4,261 4,921 5,657 6,679 7,172 8,072 9,137 9,084
Agricultural ..... 432 491 513 597 615 620 626 556 595 710 810
Nonagricultural ... 3,380 3,346 3,539 3,664 4,306 5,C37 6,053 6,616 7,477 8,427 8,274

Imports ................... 3,173 3,292 3,684 3,851 4,265 4,858 6,152 7,140 9,005 10,384 11,091
Agricultural ..... 168 194 188 174 176 234 240 201 226 244 308
Nonagricultural ... 3,005 3,098 3,496 3,677 4,089 4,624 5,912 6,939 8,779 10,140 10,783

Balance.................. 4639 +545 +368 4410 4+656 +799 +527 +32 -933 -1,247' -2,007

U.S./E.E.C.

Exports ................. 3,992 4,169 4,576 4,921 5,309 5,256 5,529 5,667 6,127 7,005 8,423
Agricultural ........... 1,102 1,160 1,151 1,173 1,417 1,477 1,559 1,460 1,367 1,269 1,559
Nonagricultural... 2,890 3,009 3,425 3,748 3,892 3,779 3,970 4,207 4,760 5,736 6,86

Imports ................. 2,263 2,226 2,450 2,517 2,829 3,322 4,125 4,454 5,885 5,798 6,612
Agricultural ..... 221 227 232 238 258 270 306 330 368 363 424
Nonagricultural, .. 2,042 1,999 2,218 2,279 2,571 3,052 3,819 4,124 5,517 5,435 6,188

Balance .................. +1,729 +1,943 +2,126 +2,404 +2,480 +1,934 +1,404 +1,213 +242 +1,207 +1,831



U.S./Japan

Exports .............
Agricultural...
Nonagricultural ..

Imports ...............
Agricultural...
Nonagricultural ..

Balance ...............

U.S./Communist Areas

Exports ...............
Agricultural...
Nonagricultural ..

Imports ...............
Agricultural...
Nonagricultural..

Balance ...............

U.S. /LDC '5

Exports ...............
Agricultural...
Nonagricultural ..

Imports ...............
Agricultural...
Nonagricultural ..

Balance .............

1,452 1,841 1,574 1,846 2,018 2,084 2,370 2,699 2,954 3,490 4,652
485 554 481 651 720 876 943 865 933 934 1,241
967 1,287 1,093 1,195 1,298 1,208 1,427 1,834 2,021 2,556 3,411

1,149 1,055 1,358 1,498 1,768 2,414 2,963 2,999 4,054 4,888 5,875
43 45 47 46 4o 37 37 32 37 37 37

1,106 1,010 1,311 1,452 1,728 2,377 2,926 2,967 4,017 4,851 5,838

+303 +786 4216 +348 +250 -330 -593 -300 -1,100 -1,398 -1,223

+110 +49 +43 +82 +238 -2 +16 +15 +14 +51 +127

7,133 7,303 7,591 8,057 8,967 9,015 10,112 9,960 10,821
1,638 1,635 l(t20 1,930 2,196 2,050 2,296 2,332 2,277
5,495 5,668 5,871 6,127 6,773. 6,965 7,816 7,628 8,544

5,997 5,739 6,071 6,283 6,711 7,173 7,797 7,709 8,886
2,872 2,64o0 2,682 2,770 2,891 2,808 2,975 2,933 3,381
3,125 3,099 3,389 3,513 3,820 4,365 4,822 4,776 5,505

+1,136 +1,564 +1,520 +1,774 +2,256 +1,842 +2,315 +2,251 +1,935

1-1,277
2,000
9,277

9,373
3,231
6,142

+1,904

12,989
2,372

10,617

10,450
3,723
6,727

+2,539

General note: Agricultural and nonagricultural reexports are not readily available by country. Since 85 percent of the total
is nonagricultural commodities, reexports by country are included above with the values of nonagricultural exports,

Cosmsunist areas are Albania, Bulgaria, Czechoslovakia, Eaet Germany, Hungary, Poland, Romania, U.S.S.R., and Outer Mongolia.
IDC's are the countries In Western Hemisphere, except Canada; Asia, except Communist areas; and Africa, except the Republic of
South Africa. 'Following the Automotive Products Trade Act of 1965, the balance on automotive trade alone accounted for the
following in millions of dollars in 1965-70: 4+613, 4422, +239, -160, -681, and -1,042; and as measured by transaction values for
imports of cars and trucks, instead of customs values, 4633, +500, 440o6, +154, -308, and -694.

Prepared in the International Trade Analysis Division, Bureau of International Commerce, U.S. Department of Commerce, May 1971.
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TABLE 8.-DEFENSE EXPENDITURES

Percent of GNP Percent of budget

1969 19701I 1969 1970 1

United States------------------------------------------ 9.4 8.9 39.9 36.8

Portugal ------------------------------------------- . 6.7 6.5 38.2 36.0
Greece--------------- ----------------------------------- 9 5.7 21.7 20.1
Turkey ---------------------------------------------- 5.5 5.5 22.8 22.1
United Kingdom --------------------------------------- 5.8 5.5 18.0 17.2
France--------------------------------------- ----- 5.1 4.7 21.1 20.5
Germany --------------------------------------------- 4.1 3.9 26.0 24.5
Norway-------------------------------- --------------- 4.0C 3.9 16.8 15.3
Netherlands------------------------------------------- 4. U 3.8 14.1 13.0
Belgium------------------------- -------------------- 3.3 3.2 10.2 10.5
Italy------------------------------------------------- 3.1 2.9 10.1 11.3
Canada ---------------------------------------------- 3.0 2.9 16.8 15.4
Denmark --------------------------------------------- 3.0 2.9 10.6 8.4
Luxembourg------------------------------------------- 1.0 1.0 3.5 3.5
Japan ----------------------------------------------- .8 .8-------------- 7.2

1 Estimates prepared by DOD in September 1970.
Note: Fiscal years where calendar year date not available. Defense expenditures are NATO definition, except Japan.

GNP is factor cost. "Economic Report of the President, February 1971," shows U.S. defense expenditures as 8.3 percent
of GNP and 44.2 percent of Federal Government expenditures (excluding net interest and subsidies) in calendar year 1969.

TABLE 9.-NATO GOVERNMENT DEFENSE EXPENDITURES AS PERCENT OF GNP

1965 1966 1967 1968 1969 19701

United States------------------------------- 8. 1 9. 1 10.2 10.0 9.4 8.9
Portugal ---------------------------------- 6.7 6.8 8.0 8.2 6.7 6.5
Greece ----------------------------------- 4.1 4.2 5.1 5.7 5.9 5.7
Turkey ------------------------ --------- 5.8 5.2 5.4 5.5 5.5 5.5
United Kingdom----------------------------- 6.7 6.5 6.5 6.3 5.8 5.5
France ---------------------- ------------- 6.1 5.9 5.9 5.6 5.1 4.7
Germany ---------------------------------- 5.0 4.7 5.0 4.1 4.1 3.9
Norway---------------------- ------------- 4.2 4.0 3.9 4.0 4.0 3.9
Netherlands-------------------------------- 4.3 4. 1 4.3 4.0 4.0 3.8
Belgium ---------------------------------- 3.3 3.3 3.3 3.3 3.3 3.2
Italy--------------------------------------- 3.7 3.8 3.5 3.4 3.1 2.9
Canada ----------------------------------- 3.7 3.5 3.7 3.3 3.0 2.9
Denmark----------------- ----------------- 3.2 3.1 3.1- 3 3.0 2.9
Luxembourg-------------------------------- 1.5 1.5 1.3 11 1.0 1.0

IEstimates prepared by DOD In September 1970.
N ote: Fiscal years where calendar year data not available. Defense expenditures are NATO definition. GNP i3 factor

cost.*
##Economic Report of the President, February 1971," shows U.S. defense expenditures as 8.3 percent of GNP.
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TABLE 10.-U.S. BALANCE OF PAYMENTS: BALANCE ON A LIQUIDITY BASIS AND ON AN OFFICIAL RESERVE
TRANSACTIONS BASIS, AND CHANGES IN U.S. GOLD STOCK FOR THE PERIOD 1950-70

(in millions of dollars

Balance

Official
Liquidity reserve Change in

basis transactions gold stock
Year (deficit -) basis (decrease -)

1950 ------------------------------- --------------------- -3,489 1 -1,743
1951 ------------------------------------------------------ -8 1 53
1952 --------------------------------------------- ------- -1,206 I 379
1953 --- ------------------------------------------------- -2,184 I -1,161
1954----------------------------------------------------- -1541 1 -298
1955 ---------------------------------------------------- -1242 1 -41
1956------------------------------- ----------------------- -973 306
1957----------------------------- ------------------------- 578 798
1958 --------------------------------------------------- -3,365 I -2,275
1959 ----------------------------------------------------- 380) -107
1960 -------------------------------------------- ------- -3,901 -3,41 -, 703
1961----------------------------------------------------- -2,371 -1,347 -857
1962----------------------------------------------------- -2,204 -2,702 -890
1963------------------------------- --------------------- -2670 -2,011 -461
1964 ---------------- ---------------------------------- -2800 -1,564 -125
1965 ----------------------- ------------------------------ 11335 -1,289 -1,665
1966 --------------------------- ------------------------- -1357 266 -571
1967 --------------------------------------- ---------- -- 3,544 -31 -1,170
1968----------------------- ------------------------------- 171 1,641 -,7
1969 ------------------------------- -------------------- -7,012 2,700 967
1970---------------------- ---------- ------- ----------- 2 -3, 848 2 -9,819 --787

Total, 1950 to 1970 ---------------------------------- . -48,171--------------- -13,492

INo officials published figures on this basis available for years prior to 1960.
2 Including $87,000,000 alIlocation of special drawing rights.
Source: U.S. Treasury Department and the Federal Reserve Bulletin.
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The General Agreement on Tariffs and Trade (GATT)

INTRODUCTION

The Committee on Finance directed its staff to prepare a memo-
randumn on certain provisions of the General Agreement on Tariffs
and Trade which appear to discriminate against U.S. commerce, or
which appear to be inadequate guides for the establishment of fair
and reciprocal principles for governing the expansion of world trade.
This memorandum is not an exhaustive treatment of all the GATT
p~rincilples. Rather, it attempts to highlight some of the issues raised
by the GATT which the staff feels are important.

GATT AND THE INTERNATIONAL TRADE ORGANIZATION

The collapse of international trade in the 1930's and the resulting
political an(1 economic effects led some world leaders to conclude that
new international economic institutions were essential for inter-
national cooperation in international trade and payments matters.
The ultimate goals envisaged for such institutions were, the prevention
of war and the establishment of a just system of economic relations.

During World War 11 preparations were underway for the establish-
ment of these institutions. The Bretton Woods Conference in 1944
resulted in the emergence of the International Monetary Fund (IMF)
and the International Bank for Reconstruction and Development
(IBRD). But it was recognized that an international organization to
regulate trade was a necessary complement to the IMF and the
IBRD.1 During the war years, the U.S. State Department had pre-
pared a draft charter of an International Trade Organization.2

At the first session of the United Nations, the Economic and Social
Council resolved that a conference to draft a charter for an ITO
should be called. Four conferences were held. The last of these con-
ferences wvas held in Havana from November 21, 1947 to March 24,
1948.

The ITO never came into being. Many of its provisions were con-
sidered too extreme. They would have amounted to a virtual delega-
tion of congressional tariff setting and trade regulating powers under
the Constitution to the Executive.

To fill the gap caused by the death of the ITO, many of the clauses
in the drafts of the ITO charter were taken and put into a document
called the General Agreement on Tariffs and Trade (GATT).

1 The Bretton Woods Conference resolved: "Complete attainment of***
purposes and objectives [of the IMF] * * * cannot be achieved through the
instrutmentality of the Fund alone; * * *" and recommended that the government
seek agreement "to reduce obstacles to international trade and in other ways
promote mutually advantageous international commercial relations *

2 U.S. State Department Document 2411, December 1945.

(1)

62-790 0 - 71 - pt, 2 - 23
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The basic GATT agreement was completed in 1947 but it has never
been submitted to the Congress for its study and approval. It is beCing
observed by the United States through a "protocol of provisional
application."

The "protocol of provisional application" stated that the eight
governments who signed it would undertake "not later than Novem-
ber 15, 1947, to apply provisionally on and after January 1, 1948:

(a) Parts I and III of the General Agreement on Tariffs
and Trade, and

(b) Part 11 of that Agreement to the fullest extent not incon-
sistent with existing legislation." I

This protocol is still in effect, although the GATT has been amended
a number of times and affected by other protocols, including somne
that are not in force themselves. Thus, the basic treaty is a complex
set of instruments, applying with different rigor to different countries.4

In spite of the fact that the GATT has~ never been specifically
approved by the U.S. Congress as a treaty or otherwise, the executive
branch trade spokesmen tend to view GATT as "the law." Whenever
the Congress contemplates taking any action to protect a domestic
interest, the Executive pointedly reminds it of the "international
commitments" of the United States.' It is not clear however, that
the executive branch demands the same respect for adhering to
"international commitments" from other signatories of the Agreement
as it demands of itself.

For example, Japan has import quotas on 98 commodities without
any finding of serious injury; Britain imposed a "surtax" on imp:)rts

3 The eight signatures, some with reservations, were Australia, Belgium,
Canada, France, Luxembourg, The Netherlands3, United Kingdom, and the
United States.

4 For example, the GATT provisions regarding subsidies apply to somec coun-
tries, but not to others. Even the fundamental principle of GATT-nondis-
crimination-has been compromised by numerous exceptions in recent years.
The GATT provisions have not prevented the widespread use of nontariff barriers
in recent years as substitutes for tariff protection.

5 The prospect of "retaliation" against U.S. exports if the United States ap-
plied "unilateral" restrictions to foreign imports, was discussed by Secretary of
State Dean Rusk before the Committee on Finance in these terms:

"Retaliation would simply be what is permitted by the rules of the game as
that game is now practiced by some seventy countries accounting for about 85
percent of world trade. I refer, of course, to the General Agreement on Tariffs
and Trade-the GATT.

"The GATT is essentially a code of conduct for fairplay in international trade.
The United States played a major role in its negotiation in 1947. Like many of
the great initiatives of the early post-World War 11 days, it reflected a conviction
that there must surely be a better way to organize man's affairs than had been
the case in the preceding decades of self-centered nationalism. In the area of
international trade policy, the GATT represents an attempt to prevent a repeti-
tion of some of the economic blunders of the 1930's.

"The GATT does this by establishing a legal framework for the stability of
trade concessions negotiated in good faith among sovereign countries. We accord
others access to our market in return for the right of our exporters to sell in their
markets. If we impair the access we have agreed to give others, two courses of
action are available under the GATT. We ourselves ean offer reductions of our
import barriers on other products equivalent in trade value to the impaired con-
cession or the foreign country can withdraw concessions affecting an equmvalurit
trade value for American exports in the foreign market. This may sound a bit
complicated-the legal language of the GATT is much more complicated-but
the idea is clear. It is retaliation-by agreement among all parties in advance
that restrictive action by one party entitles the aggrieved party, as a matter of
legal right, to compensatory action." [Emphasis supplied.]
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and an "import deposit scheme," in violation of GATT; the Conti-
nental Europeans have entered into "special commercial arrange-
ments" on citrus fruits and other products in violation of GATT
MFN principles, and its common agricultural policy is significantly
more protectionist than the previous individual country restrictions
on agricultural imports, another violation of GATT principles. Outside
of complaining, the United States has done nothing to demand com-
lpensation or to retaliate against these violations of GATT piciples.

The GATT was born more than 20 years ago at a tune when
Europe and Japan were in ruins and the United States completely
dominated world trade as well as other matters. In the year in which
GATT was negotiated, 1947, the United States had a $10 billion
trade surplus. The attitude of many U.S. officials at that time was
one of redistributing the wealth. 'We embarked on an ambitious
Marshall plan aid program and later on a technical assistance program.
U.S. officials were worried about the so-called "dollar gap" meaning
that foreign countries did not have enough dollars to purchase needed
imports. It is somewhat understandable that under these circum-
stances, the GATT would contain certain provisions designed to favor
European countries and Japan.

Conditions in 1970 are vastly different from those in 1947. At this
point, the GATT should be redrawn to take out the inequitable provi-
sions which effectually discriminate against certain countries, mainly
the United States, and to put in new provisions to cope with new
conditions in the world economy.

MosT-FAvORED-NATION TREATMENT

Nondiscrimination is intended to be the cardinal principle of GATT.
It is embodied in article I. What you give to one you give to all. This
p~rincip~le is aimedl at making anathema discriminatory bilateral trade
agreements, preferences, and special commercial relationships.

%owever, the GATT sanctions the departuree from unconditional
MFN treatment in the case of customs unions and free trade areas
(article XXIV), certain exceptions in article XIV, and the existence
of certain preferences in article I, paragraph 2. These "exceptions"~
effectively allow European countries to depart from MFN treatment
when it suits their commercial interests.

The United States generally observes the unconditional MFN
principle although in recent years the United States has compromised
on its rigid adherence to this GATT principle.8 This is particularly

6 For 140 years, until 1923, the United States adhered to a "conditional" most-
favored-nation principle, under which we would extend tariff and other trade
benefits negotiated with one party to ano ther, only if the latter offered reciprocal
benefits. Under "conditional'" MFN, no country would get a "free ride." The
major considerations in the U.S. decision to change to an "un conditional" MFN
principle were:

A. By 1923 international commercial relations were dominated by tariff
rates and regulations, whereas previously tariffs were of relatively minor
importance as compared with the right to trade at all. Bilateral negotiations
with such trading partners were cumbersome and time-consuming.

B. The United States had become a major manufacturing nation and
sought immunity from discrimination by other countries in order to compete
abroo9d for markets.

C. Under the tariff Act of 1922, the President was authorized to impose
additional dutties on the whole or on any part of the commerce uf any country
which discriminated against American commerce. Consistency, therefore,
required that we not initiate discriminatory rates.



924

4

evident in the U.S. request for a GATT waiver on the United States-
Canadian automobile pact and the Presidential announcements in
favor of a system of special "generalized tariff preferences" for less
developed countries.

One of the provisions of article XXIV in defining customs unions
was that such formations were required to "facilitate trade between
the parties" by eliminating regulations of commerce on "substantially
aill trade between constituent territories of the union." In fact, howv-
ever, this was violated in. 1952 when the six European nations set ua )
the European Coal and Stcel Community to 1)001 resources of coal,
steel, iron ore, and scrap in a single market without internal frontier
barriers. The GATT considered this project, as limited to one sector
of the economy and therefore not covered by the provisions relating to
cuistomns unions. Nevertheless, iii light of the fact that the ENCSC
wvouldl have been agreed to by the six with or without GATT approval,
the GATT granted a, waiver.

France, West Germny, Italy, Belgium, Luxembourg, andl The
Netherlands signed in 1958 the Treaty of Rome, establishing the
European Economic Community, a common market agreement. The
legal question of whether the Rome Treaty is consistent with article
XXIV of the GATT has never been settled but is obviously academic.
Since the common market of Europe was established in 1958, other

important trade blocs have also developed. The outer countries of
Europe established the European Free Trade Association in 1959. The
countries of South America signed the Montevideo Treaty in 1960,
creating the Latin American Free Trade Area (LAFTA), a free trade
association among the South American countries. A common market
among the Central American countries is in existence and now at
Punte del Este agreement has been reached to integrate the Central
American Common Market and the Latin American Free, Trade Area
into a Latin American common market. Japan is currently considering
the establishment of a free trade area or common market with
Australia and New Zealand (which already have a free trade area
between themselves) hoping that it will later include Canada and the
United States.

There are also tariff preferences, "reverse preferences" and special
commercial arrangements sprouting up all over the world.

In Asia, Australia has unilaterally violated MFN by granting pref-
erences to less developed countries. There is growing sentiment of a
Pacific Free Trade Area among Japan, Australia, and New Zealand.
The British Commonwealth preference system violates the MFN
principle. In short, there are very few countries if any, who observe
unconditional MFN treatment, without exceptions.

But, the problem is that the exceptions are growing and threaten to
make the MFN principle a mockery. Tphe EEC has special preferences
for its 19 former African colonies which in turn give "reverse prefer-
ences" to EEC goods. The EEC has concluded or is in the process of
n egotiating discriminatory commercial arrangements with Greece,
Turkey, Israel, Spain, Tunisia, and Morocco. Applications for member-

ship with the community are being considered for Austria, Spain,
Ireland, Great Britain, and others. All this involves a massive move-
ment away from MFN.
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Tariff preferences are by nature discriminatory, and yet the whole
developed world seems to have accepted this as a necessary concession
to the demands of the less developed countries. In short, the principle
of nondiscrimination is being observed more and more in the breach.

It concerns us to see deCveloping in the world a situation in which
more and more trading partners of the United States are being incor-
porated in regional trade blocs which do not adhere to the uncondi-
tional most-favored-nation clause. The United States has eschewed
joining a free trade area with North Atlantic countries mainly because
of its concern for dlividling uip the world into competitive regional
blocs. But, we have actively supported the participation of other
countries in regional trade blocs, which threaten to accomplish the
same unwanted result. In addition, as more countries enter into
regional trade blocs the U.S. competitive lposition- is bound to suffer
from the inherently discriminatoryr y nature of these arrangements.
This fact has important ramifications in (determining a future U.S.
trade policy.

GATT PRovIoNs ON SUBSIDIES AND BORDER TAXES

Another important area in which G-ATT p~rincip~les are both inade-
qunate and (liscriiin atory concerns subsidies and border tax adIjus t-
m ients.

In essence, tihe GATT provisions on subsidies andl border taxes
have been interpreted to permit the rebate of "indirect taxes" (such
as value added or turnover taxes) on exports and the imposition of
such taxes on. implorts, but to deny equivalent treatment for "direct
taxes," such as income taxes.

TAX SHIFTING ASSUMPTIONS IN GATT

The entire border tax adjustment theory and practice is based on
the assumption that indirectt taxes" are always and wholly shifted
forward into the final price of a product and that "direct taxes" aire
always and wholly shifted backward to the factors of production.

The distinction between direct and indirect taxes on the basis of
their presumed difference in incidence, though generally accepted two
generations ago is .Nw widely questioned. All taxes on business are
increasingly thought of as costs, with varying effects and differential
impacts depending on their form, but in one way or another con-
stituting a cost which must be recovered from customers or those who
supply resources if the enterprise is to survive. Indirect taxes, ar, least
in te short run, are partially absorbed by the manufacturer depend-
ing upon the degree of competition in his markets, and in the markets
for his raw materials. Direct taxes, especially the corporate income
tax, are shifted forward to the price of the product sold to consumers
to the extent that market conditions allow. Well known economists
and fiscal experts brought together in a symposium, organized by the
Secretary-General of the Organization for Economic Cooperation and
Development, in September 1964, reached the following conclusions,
,(1) "In practice, indirect taxes are not fully shifted into product

BEST COPY AVAILABLE
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prices ... 'and, (2) "Certain direct taxes, and lparticullarly the cor-
porate p~rofits tax, may be partially shifted into product prices:
although the degree of shifting may vary froan country to country."

Businessmen operate with target rates of return in mind andL will
p~ass-on all costs, including taxes, into the price structure of their prod-
ucts to the extent that price elasticity of demand. in the market will
p~ermnit. Thus, modern economic theory suggests that the distinction
in the GATT treatment of direct and indirect taxes is an extreme and
arbitrary assumltion which does not stand the test of economic reality.
The Business and Industry Advisory Committee of the OECD
(BJAC) in a report on the problem of tax shifting stated: "In a strongly
comlpetitivec situation the prices obtainable-and hence the degree of
tax shifting-are substantially determined by the market itself." In
short the GATT on border taxes are not tradee neutral."

Actually, the distinction between "direct" and "indirect" taxes is
itself somewhat arbitrary and appears to be based more on prevailing
practice than on reason. The distinctionn is, in fact, not made explicit
in the GATT provisions, but flows from interpretations of, and
anendi~ents to, various 1)1ovisious. For example, value added taxes,
acCOrdling to GATT classification are considered to be indirect taxes.
H-owever, value added taxes fall on both costs and profits of the pro-
dutcer valuee added being defined as the difference between the value
of a firmn's p~urch~ases and sales) and to the extent that they fall on
profits hiow\ can they be distinguished from a profits tax in effect?
Corporate profits taxes are classified by GATT as "direct" falling
entirely on the producer. Logically, if corporate taxes were reduced,
prices should fall. But to the extent that tax reductions stimulate
increased spending andl demand , they could stimulate price increases.
For example, there is iio evidence that corp)orate tax reductions in
1964, led to price 'edluCtioas.

HISTORY OF GATT DISTINCTION

The provisions in GATT relevant to border taxes and subsidies,
basically articles TI, 111, and XVI, are drawn from the Havana
Charter of the 1940's. These provisions were themselves either a comn-
promise (for example, article XVI) or were adapted from provisions
of numerous bilateral trade treaties, inceludingr especially the United
States-Canada reciprocal trade agreement of the mnidthirties.7 The lack
of precise or concentrated thinking about the border tax problem is
illustrated by the absence of explicit definitions of key concepts. 8

There is no unified section of the GATT which deals exclusively
with border taxes and is quite clear that the prov Iisions of GATT
which do cover border tax adjustments were not the product of care-
fully reasoned theory, or of experience molded in the crucible of exten-
sive usage.

7'49 Stat. 3960 (1936). Effective May 14, 1936.
8 For example, the meaning of linking the import charge at the border with

"charge appliedlie, directly, or indirectly, to like domestic products" is not
defined.
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When the present GATT language was drawn up more than twvo
decades ago, the question of border taxes did not appear to be a
major one. Levels of indirect taxes were much lower. Under these
circumstances, overlying Simple and sweeping assumptions about tax
shifting seemed accep tle, and already existing practices were incor-
porated1 in veryv general terms without searching examination.

IMPORT "tEQUALIZATION" CHARGES

Border tax adljustmnents on the import side, i.e., import equahization
charges, are p~ermnitted under Article It and III of the GATT, but only
for "indlirect, taxes." Article 11 (Schedules of Concessions) lprovidles
that its terms shall not prevent any contracting party from imposing
charges "equivalent to an internal tax imposed consistently with the
provisions of p)aragraphl 2 of Article 111 in resl)ect of the like dlomfestic
p~rodluct or iii respect of an article from which the imported p)rodulct
has ben manufactured or p~rodIuced in whole or in part". This exemp)-
tion of indirect taxes gives a GATT blessing to the European practice
of imposing "eqjualization" charges a~t the border. Article III (National
Trreatment of Internal Taxa.tion and Regulation) provides in para-
graph 2 thereof that "products of the territory Of any contracting
party imported into the territory of aniy other contracting party
shall not be subject, directly or indirectly, to internal taxes or other
internal charges of any kind in excess of those ap~pliedl, (directly or
indirectly, to like (domestic productss" TIhis article is apparently
being ignored by Euiropean countries which impose discriminatory
road taxes against larger' American cars. Jal)an andl other countries
also dliscritniiuite against American cars through their tax system.

EXPORT REBATES

Article XVI, adopted in 1955 deals with the question of border tax
adj ustments for exports in the following terms:

The exemption of an exported product from duties or taxes borne by the like
product when destined for domestic consumption, or the remission of such duties
or taxcs in amounts not in excess of those which have accrued shall not be deemed
to be as subsidy.

This Article contains many vague terms which need clarification.
For example, what is meant by "borne by the like product when des-
tined for domestic consumption" or "remission of such duties or taxes
in amounts not in excess of those which have accrued"? These terms
seem to be an attempt to apply the "destination principle" to indirect
taxes, but the meaning of indirect taxes itself is not at all clear. 9

9 This principle states that internationally traded commodities should be subject
to some specified taxes of the importing country and exempt from similar taxes
of the exporting country in order to avoid double taxation. The principle contrasts
with (a) the origin principle as applied to other forms of taxation on transactions,
(b) income taxes levied according to source of income, or domicile or residence of
the taxpayer, and (c) property taxes imposed according to the situs of the taxable
object.
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Jn 1960, the contracting parties adopted a Working Party Report
which listed a number of lpractices construed to be subsidies.' 0 Among
these were the remission of direct taxes or social welfar- charges onl
industrial or commercial enterprises and "the exempJtion in respect of
exp~ortedl goods, of charges or taxes, other than charges inl connection
with importation or indirect taxes levied at one or several stages on the
same goods if s01(1 for internal consumption. Thew impllications of
practices listed in (b), (c) and (d) of footnote 10 below were not
fully appreciated by the United States. They, in effect 1)erinitted the
European countries to implose border taxes onl imports and rebate
indirect taxes onl exports in accordance with their value added or
cascadle turnovrer taxes.

In the late forties and1 early fifties it is not surprising that, U.S. trade
officials, were vlii to incorporate existin'o commeca rcteso
border tax adjustments into the GATT agreement. There were mnuch
larger problems iii international trade th an border tax adjustments,
which at that time were lowv-in the range of 2-4 tweent and limited
to around one-sixth of the goods trIdled-and then only in the cas;e of a
few nations. Tie Unlited States, anid a $1 0 billion trade surllus in 1947
which must have had an effect onl our negotiators' attitudes.

But, the failure to appreciate the consequences of excludling the so-
called ''indirect tax'' rebates ini 1960 from the general p~rohihition

10 Point 5 of the report adopted on November 19, 1960, dealing with subsidies
stated:

"The following detailed list of measures which are considered as formsi of export
subsidies 1)3- a number of contracting parties was referred to in the proposals sub-
mnitted by the Government of France, and the question wvas raised whether it was
clear that these measures could not be maintained if the provisions of the first
sentence of p~aragrap~h 4 of Article XVI were to become fully operative:

"(a) Currency retention schemes or any similar practices which involve a
bonus onl exports or re-exports;

"Mb The provision by governments of direct subsidies to exporters;
"(c) The remission, calculated in relation t~o exports, of direct taxes or social

welfare charges onl industrial or commercial enterprises;
"(d) The exemption, in respect of exported goods, of charges or taxes, other

than charges in connexion with importation or indirect taxes levied at one or
several stages onl the same goods if sold for internal consumption; or the payment,
in respect of exported goods, of amounts exceeding those effectively levied at one
or several stages on these goods in the form of indirect taxes or of charges in
connexion with importation or in both forms;

"(e) In respect of deliveries by governments or governmental agencies of imi-
ported raw materials for export' business onl different terms than for domestic
business, the charging of prices belowv world prices;

"(f) In respect of government export credit guarantees, the charging of pre-
miums at rates which are manifestly inadequate to cover the long-term operating
costs and losses of the credit insurance institutions;

"(g) The grant, by governments (or special institutions controlled by govern-
ments) of export credts at rates below those which they have to pay in order to
obtain the funds, so employed;

"(1i) The government bearing all or part of the costs incurred by exporters in
obtaining credit.

"The Working party agreed that this list should not be considered exhaustive
or to limit. in any way the generality of the provisions of p)aragrap~h 4 of Article
XVI. It noted that the governments prepared to accept the declaration contained
in Annex A agreed that, for the p~urpose of that declaration, these practices gen-
erally are to be considered as subsidies in the sense of Article XVI: 4 or arc covered
by the Articles of Agreement of the International Monetary Fund. The represen-
tatives of govern ments which were not prepared to accept that declaration were
not able to subscribe at this juncture to a precise interpretation of the termn 'sub-
sidies,' but had no objection to the above interpretation being accepted by the
future parties to that declaration for the purposes of its application."
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against export subsidies while inclu ding a specific prohibition against
rebating "direct taxes", was a major blunder. The United States by
that time had run into serious balance of payments difficulties. Western
Europe had become a prosperous "third force." Giving away commer-
cial advantages to prosperous Europe for the sake of their own internal
tax harmonization objectives was an unwise and costly move, in which
vague political objectives out-weighted clear commercial considerations.

BALAN CE-OF-PAYMENTS SAFEGUARDS

Balance-of-payments considerations have exerted and will continue
to exert a powerful influence on major countries' dispositions to deal
with trade matters. Recent history shows that countries wvill adopt
whatever measures they deem necessary to protect their balance of
payments irrespective of GATT. The British imposed an import
deposit scheme to control imports and prior to that they and the Cana-
dians adopted import surcharges to protect their balance of payments.
The French subsidized their exports even beyond what the inequitable
GATT rules allow. In developed as well as the less developed countries
quantitative restrictions and licensing arrangements are legion.

The GATT recognizes that member countries may have. to protect
their balance of payments and international reserve positions and
to this end Article XII sanctions the use of quantitative restrictions
(quotas). Export subsidies or import surcharges are not allowed under
GATT rules as balance-o f-payments adjustment mechanisms; import
quotas are. This ri idity inthe GATT flies in the face of other pro-
visions of the GATWI which are more flexible. Limiting available op-
tions to quotas also is inconsistent with the main emphasis of GATT
to eliminate quotas as a trade protective device.

It is also difficult to understand why, if quotas are sanctioned by
GATT as a balance of payments safeguard, the United States would
be violating either the letter or the spirit of the agreement if it imposed
quotas for balance of payments reasons-a position that has been
stated by administration spokesmen. The United States has experi-
enced deficits in its balance of payments in every year since 1950,
with two exceptions, and its international reserve position has dete-
riorated substantially. This would appear to fully justify the application
of Article XII quotas for the United States. 4 Mmer countries in
GATT should face up to the lack of flexibility in Article XII, and
decide whether quotas should be the only recourse available to a
country suffering from chronic balance of payments problems. In
facing this issue, the member countries should consider that in recent
years many countries have not hesitated to use whatever means they
deemed necessary to restore equilibrium notwithstanding the GATT.

CONCLUSION

In a number of areas the GATT is deficient and discriminatory.
Its exceptions to unconditional MFN treatment favor common mar-
kets and free trade areas, and threaten to break up the trading world
into competitive regional blocs. Recent bilateral commercial arrange-
ments involving the European Common Market an-' other countries
do not even pretend to justify their existence under article XXIV.
The United States could gradually become isolated as a trading
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nation if it continues to adhere to a policy of encouraging other nations
to join regional trade blocs which violate MEN principles, while
eschewing U.S. participation in such arrangements under the theory
of "inultlateralsm."

The GATT treatment of subsidies and import charges discrimin-
ate against countries relying principally on one form of tax structure-
direct or income taxes-in favor of other countries whose revenues
are derived from a different system-such as value added taxes.

The GATT safeguard on balance of payments is an anachronism
and is inconsistent with other principles in GATT. Furthermore, in
recent years major countries such as England and France have im-
posed import restrictions for balance of payments reasons in complete
disdain of GATT principles.

The GATT does not even pretend to be a guide in agricultural trade
which is now heavily controlled and subsidized, especially in the Euro-
pean Community.

In short, as presently constituted, the GATT is not a guide to fair
trade. Its rules are often inequitable and outdated. It was written at a
time when the United States held a virtual monopoly over production
and trade and when the rest of the world suffered from an acute short-
age of dollars. Trade at that time was mainly between unrelated par-
ties at arms length transactions. Today, trade is increasingly becoming
a movement of goods within a multinational business complex. The
drafters of GATT may not have forseen all the postwar economic and
structural changes. But no one can claim that world conditions have
not changed sufficiently to require a new look at the GATT. It is the
view of the staff that the GA&TT should be redrawn to provide for
principles of fair and free trade before the Congress approves its.
provisions.
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(Excerpts From the General Agreement on Tariffs and Trade
Referred to in the Text of this Print)

ARTICLE I

GENERAL MOST-FAVOURED-NATION TREATMENT

1. With respect to customs duties and charges of any kind imposed
on or in connection with importation or exportation or imposed on
the international transfer of payments for imports or exports, and
with respect to the method of levying such duties and charges, and
with respect to all rules and formalities in connection with importation
and exportation, and with respect to all matters referred to in para-
graphs 2 and 4 of Article 111, any advantage, favour, privilege or
immunity granted by any contracting party to any product originating
in or destini'ed for any other country shall be accorded immediately
and uncondi tion ally to the like product originating in or destined for
the territories of all other contracting parties.

2. The provisions of paragraph 1 of this Article shall not require
the elimination of any prefeences in respect of import duties or
charges which do not exceed the levels provided for in paragraph 4
of this Article and which fall within the following descriptions:

(a) preferences in force exclusively between two or more of the
territories listed in Annex A, subject to the conditions set forth
therein;

(b) preferences in force exclusively between two or more
territories which onl July 1, 1939, were connected by common
sovereignty or relations of protection or suzerainty and which
are listed in Annexes B, C, and D subject to the conditions set
forth therein;

(c) preferences in force exclusively between the United States
of America and the Republic of Cuba;

(d) preferences in force exclusively between neighbouring
countries listed in Annexes E and F.

3. The provisions of paragraph 1 shall not apply to preferences
between the countries formerly a part of the Ottoman Empire and
detached from it on July 24, 1923, provided such preferences are
approved under paragraph 5 of Article XXV,1 which shall be applied
in this respect in the light of paragraph 1 of Article XXIX.

4. The margin of preference on any product in respect of which a
preference is permitted under paragraph 2 of this Article but is not
specifically set forth as a maximum margin of preference in the appro-
priate Schedule annexed to this Agreement shall not exceed:

(a) in respect of duties or charges on any product described
in such Schedule, the difference between the most-favoured-nation
and preferential rates provided for therein; if no preferential rate
is provided for, the preferential rate shall for the purposes of this

W I Pending the entry Into force of the Protocol Amending Part I and Articles XXIX and XXX, this ref-
erence to Article XXV actually reads "sub-paragraph 5(a) of Article xxv, although paragraph6 5 Is no
longer divided Into sub-paragraphs (a), (b), etc., as was formerly the case. The present text of paragraph 5
was formerly sub-paragraph 6(a) of Article XXV.
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paragraph be taken to be that in force on April 10, 1947, and, if
no most-favoured-nation rate is provided for, the margin shall
not exceed the difference between the most-favoured-nation and
preferential rates existing on April 10, 1947;

(b) in respect of duties or charges on any product not dle-
scribed in the appropriate Schedule, the difference between the
mos t-favoutre d-nation and preferential rates existing on April 10,
1947.

In the case of the contracting parties named in Annex G, the date
of April 10, 1947, referred to in sub-paragraphs (a) and (b) of this
paragraph shall be replaced by the respective (dates set forth in that
Annex.

ARTICLE 11

SCHEDULES OF CONCESSIONS

1. (a) Each contracting party shall accordl to the commerce of the
other contracting parties treatment no less favourable than that
provided for in the appropriate Part of the appropriate SchedulE.
annexed to this Agreement.

(b) The products described in Part I of the Schedule relating to
any contracting party, which are the products of territories of other
contracting parties, shall, on their importation into the territory to
which the Schedule relates, and subject to the terms, conditions or
qualifications set forth in that Schedule, be exempt from ordinary
customs duties in excess of those set forth and provided for therein.
Such products shall also be exempt from all other duties or charges
of any kind imposed on or in connection with importation in excess of
those imposed on the date of this Agreement, or those directly and
mandatorily required to be imposed thereafter by legislation in force
in the importing territory on that date.

(c) The products described in Part 11 of the Schedule relating to
any contracting party which are the products of territories entitled
under Article I to receive preferential treatment upon implortation into
the territory to which the Schedule relates shall, on their importation
into such territor 'y, and subject to the terms, conditions or qualifica-
tions set forth in that Schedule, be exempt from ordinary customs
duties in excess of those set forth and p~rovidled for in Part 11 of that
Schedule. Such products shall also be exempt from all other duties
or charges of any kind imposed-on or in connection with importation
in excess of those imposed on the date of this Agreement or those
directly and mandatorily required to be imposed thereafter by legisla-
tion in force in the importing territory on that date. Nothing in this
Article shall prevent any contracting party from maintaining its
requirements existing on the date of this Agemnast theelgbit
of goods for entry at preferential rates of duty.

2. Nothing in this Article shall prevent any contracting party

from iposin at any time on the importationofaypdut
(a) a carge equivalent to any internal tax imposed consistently

with the provisions of paragraph 2 of Article III in respect of
the like domestic product or in rIspect of an article from which
the imported product has been manufactured or produced in
whole or in part;
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(b) any anti-dumping or countervailing duty applied consist-
ently with the provisions of Article VI;

(c) fees or other charges commensurate with the cost of serv-
ices rendered.

3. No contracting party shall alter its method of determining
dutiable value or of converting currencies so ats to impair the value of
any of the concessions provided for in the appropriate Schedule
annexed to this Agreement.

4. If any contracting party establishes, maintains or authorizes,
formally or in effect, a monopoly of the importation of any product
described in the appropriate Schedule annexed to this Agreement,
such monopoly shall not, except as provided for in that Schedule or
as otherwise agreed between the parties which initially negotiated the,
concession, operate so as to afford protection on the average in, excess of
the amount of protection providled for in that Schieduile. The provisions
of this- paragrap~h shall not limit the use by contracting parties of any
form of assistance to domestic producers permitted by other provisions
of this Agreement.

5. If any contracting party considers that a product is not receiving
from another contracting party the treatment which the first con-
tracting party believes to have been contemplated by a concession
provided for in the appropriate Schedule annexed to this Agreement,
it shall bring the matter directly to the attention of the other contract-
ing party. If the latter agrees that the treatment contemplated was that
claimed by the first contracting party, but declares that such treat-
mnent cannot be accorded because a court or other proper authority
has ruled to the effect that the product involved cannot be classified
under the tariff laws of such contracting party so as to permit the
treatment contemplated in this Agreement, the two contracting
parties, together with any other contracting parties substantially
interested, shall enter promptly into further negotiations with a view
to a compensatory adjustment of the matter.

6. (a) The specific duties and charges included in the Schedules
relating to contracting parties members of the International Mone-
tary Fumnd, and margins of preference in specific (duties and charges
maintained by such contracting parties, are expressed in the appro-
priate currency at the par value accepted 01' provisionally recognized
by the Fund at the date of this Agreement. Accordingly, in case this
par value is reduced consistently with the Articles of Agreement of
the International Monetary Fund by moeta wny per centum,
such specific duties and charges admargins of preference may be
adjusted to take account of such reduction; Provided that the Con-
tracting Parties (i.e., the contracting parties acting jointly as provided
for in Article XXV) concur that such adjustments will not impair the
value of the concessions provided for in the appropriate Schedule or
elsewhere in this Agreement,' due account being taken of all factors
which may influence the need for, or urgency of, such adjustments.

(b) Similar provisions shall apply to any contracting party not a
member of the Fund, as from the date on which such contracting
party becomes a member of the Fund or enters into a special exchange
agreement in pursuance of Article XV.

7. The Schedules annexed to this Agreement are hereby made an
integral part of Part I of this Agreement.

~B&ST -COJ'Y AVAI1LABL.E
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ARTICLE III

NATIONAL TREATMENT ON INTERNAL TAXATION AND REGULATION

1. The contracting parties recognize that internal taxes and other
internal charges, and laws, regulations and requirements affecting the
internal sale, offering for saie, purchase, transportation, distribution
or use of products, and internal quantitative regulations requiring
the mixture, processing or use of products in specified amounts or
proportions, should not be applied to imported or (domestic products
so as to afford protection to domestic production.

2. The products of the territory of any contracting party imported
into the territory of any other contracting party shall not be subject,
directly or indirectly, to internal taxes or other internal charges of
any kind in excess of those applied, directly or indirectly, to like
domestic lproduciets. M\oreo ver, no contracting party shall otherwise
apl))y internal taxes or other internal charges to imported or domestic
products in a manner contrary to the lprincip~les set forth in paragraph 1.

3. With reslpect to any existing tax which is inconsistent with the
provisions of paragraph 2,but which is specifically authorized under at
trade agreement, in force on April 10, 1947, in which the import (duty
on the taxed product is bound against increase, the contracting lparty
imposing the tax shall be free to postpone the application of the provi-
sions of paragraph 2 to such tax until such time as it can obtain release
from the obligations of such trade agreement in order to permit the
increase of such duty to the extent necessary to compensate for the
elimination of the protective element of the tax.

4. The products of the territory of any contracting party imported
into the territory of any other, contracting party shall be accorded
treatment no less favour~able than that accorded to like products of
national origin in respect of till laws, regulations and requirements
affecting their internal stide, offering for sale, purchase, transportation,
distribution or use. Tjhe provisions of this p~aragrap~h shall not prevent
the application of differential internal transportation charges which are
based exclusively on the economic operation of the mneanis of transport
and not on the nationality of the p~roduct.

5. No contracting party shall establish or maintain any internal
quantitative regulation relating to the mixture, processing or use of
products in sp~ecifiedl amounts or proportions which requires, directly
or indirectly, that any sp~ecified amount or proportion of any product
which is the subject of the regulation must be supplied from domestic
sources. Moreover, no contracting party shall otherwise apply internal
quantitative regulations in a manner contrary to the principles set
forth in p~aragrap)h 1.

6. The provisions of paragraph 5 shall not apply to any internal
quantitative regulation in force in the territory of any contracting
party on July 1, 1939, April 10, 1947, or March 24, 1948, at the option
of that contracting party; Provided that any such regulation which is
contrary to the provisions of paragraph 5 shall not be modified to the
detriment of impIorts and shall be treated as a customs duty for the
purpose of negotiation.

7. No internal quantitative regulation relating to the mixture,grocessinig or use of products in specified amounts or proportions shall
e applied in such a manner as to allocate any'such amount or propor-

tion among external sources of supply.
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8. (a) The provisions of this Article shall not apply to laws, regula-
tions or requirements governing the procurement by governmental
agencies of products p~urchasedl for governmental purposes and not with
a viewv to commercial resale or with a view to use in the production of
goods for commercial sale.

(b) The provisions of this Article shall not prevent the payment of
subsidies exclusively to domestic producers, including payments to
domestic producers derived from the proceeds of internal taxes or
charges applied consistently with the provisions of this Article and
subsidies effected through governmental purchases of domestic
products.

9. The contracting parties recognize that internal maximum price
control measures, even though conforming to the other provisions of
this Article, can have effects prejudicial to the interests of contracting
parties supplying imported products. Accordingly, contracting parties
applying such measures shall take account of the interests of exporting
contracting parties with a view to avoiding to the fullest practicable
extent such prejudicial effects.

10. The provisions of this Article shall not prevent any contracting
party from establishing or maintaining internal quantitative regula-
tions relating to exposed cinematograph films and meeting the require-
ments of Article IV.

ARTICLE XII

RESTAiCTIONS TO SAFEGUARD THE BALANCE OF PAYMENTS

1. Notwithstanding the provisions of paragraph 1 of Article XI,
any contracting party, in order to safeguard its external financial
position and its balance of payments, may restrict the quantity or
value of merchandise permitted to be imported, subject to the pro-
visions of the following paragraphs of this Article.

2. (a) Import restrictions instituted, maintained or intensified by a
contracting party under this Article shall not exceed those necessary:

(i) to forestall the imminent threat of, or to stop, a serious
decline in its monetary reserves, or

(ii) in the case of a contracting party with very low monetary
reserves, to achieve a reasonable rate of increase in its reserves.

Due regard shall be paid in either case to any special factors which
may be affecting the reserves of such contracting party or its need for
reserves, including, where special external credits or other resources
are available to it, the need to provide for the appropriate use of such
credits or resources.

(b) Contracting parties applying restrictions under sub-paragraph
(a) of this paragraph shall progressively relax them as such conditions
improve, maintaining them only to the extent that the conditions
specified in that sub-paragraph still justify their application. They
shall eliminate the restrictions when conditions would no longer
justify their institution or maintenance under that sub-paragraph.

3. (a) Contracting parties undertake, in carrying out their domestic
policies, to pay due regard to the need for maintaining or restoring
equilibrium in their balance of payments on a sound and lasting basis
and to the desirability of avoiding an uneconomic employment of

A
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productive resources. They recognize that in order to achieve these
ends, it is desirable so far as possible to adopt measures which expand
rather than contract international trade.

(b) Contracting parties ap plying restrictions under this Article
may determine the incidence of the restrictions on imports of different
products or classes of products in such a way as to give priority to
the importation of those ji-oducts which are more essential.

(c) Contracting parties applying restrictions under this Article
undertake:

(i) to avoid unnecessary damage to the commercial or economic
interests of any other contracting party;

(ii) not to apply restrictions so as to prevent unreasonably the
importation of any description of goods in minimum. commercial
quantities the exclusion of which would impair regular channels
of trade; and

(iii) not to apply restrictions which would prevent the impor-
tation of com-mercial samples or prevent compliance with patent,
trade mark, copyright, or similar procedures.

(d) Tphe contracting parties recognize that,, as a result, of domesticc
policies directed towards the achievement and maintenance of full and
productive employment 01' towards the development of economic re-
sources, a contracting party may experience a high level of (lelnand
for imports involving a threat to its monetary reserves of the sort
referred to in paragraph 2(a,) of this Article. Accordingly, a contract-
ing party otherwise complying with the provisions of this Article shall
not. be required to withdraw or modify restrictions on the gr-ound that
a c'han ge in those policies would render un necessar-y restrictions which
it is appl~ying under this Article.

4. (a) Any contracting party app~lying new restrictions or raising
the general level of its existing restrictions by a, substantial intensifi-
cation of the measures appllied under this Article shall immediately
after institutting or intensifying such restrictions (or, in circumstances
in which prior consultation is lpracticable, before doing so) consult
writh the Contracting Parties as to the nature of its balance of pay-
ments difficulties, alternative corrective measures which may be avail-
able, and the possible effect of the restrictions on the economies of
other contracting parties.

(b) On a date to be determined by them, the Contracting Parties
shall review all restrictions still applied under this Article on that
date. Beginning one year after that (late, contracting parties applying
import restrictions under this Article shall enter into consultations of
the type provided for in sub-paragraph (at) of this paragraph with
the Cjontracting Parties annually.

(c) (i) If, in the course of consultations with a contracting party
under sub-paragraph (a) or (b) above, the Contracting Parties find
that the restrictions are not consistent with thbe provisions of this
Article or with those of Article XIII (subject to the provisions of
Article XIV), they shall indicate the nature of the inconsistency and
may advise that the restrictions be suitably modified.

(ii) if, however, as a 7'.esuilt of the consultations, the Contracting
Parties determine that the restrictions are being a ppliedl in a manner
involving an inconsistricy of a serious nature with the provisions of
this Article or with those of Article XIII (subject to the provisions of
Article XIV) and that damage to the trade of' any contracting party

BEST COPY AVAILABLE
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is caused or threatened thereby, they shall so inform the contracting
l)arty applying the restrictions and shall make appIropriate recoin-
niendations for securing conforinity with such provisions within a
specified period of time. If such contracting party does not comply
with these recommendat ions within the sp)ecifie d period, the Con-
tracting Parties may release any contracting party the trade of which
is adversely affected by the restrictions from such obligations under
this Agreement towards the contracting party applying the restrictions
as they (determine to be appropriate in the circumstances.

(d) The Contracting Parties shall invite any contracting party
which is applying restrictions under this Article to enter into con-
sultations with them at the request of any contracting party which can
establish a prima Jacie case that the restrictions are inconsistent with
the provisions of this Article or with those of Article XIII (subject to
the provisions of Article XIV) and that its trade is adversely affected
thereby. However, no such invitation shall be issued unless the Con-
tracting Thirties hav-,7e aIscertained that direct discussions between the
contracting parties concernedI have not been successful. If, as a result
of the consultations with the Contracting Parties, no agreement is
reached and they determine that, the restrictions are being applied
inconsistenitly with such provisions, andl that (lalnlage to the trade of
the contracting party iniitiating the prIocedlure is caused or threatened
thereby, they shall recolnmendl the withdrawal or modification of the
restrictions. If the restrictions are not withdrawn or modified within
such time as the Contracting Parties may prescribe, they may release
the contracting party initiating the procedure from such obilgations
under this Agreement tow .ards the contracting party applying the
restrictions ats they determine to be appropriate in the circumstances.

(e) In proceediing under this paragr'aphi, the Contracting Parties
shall have due regard to any special external factors adversely affect-
ig the export t radle of the contracting party app~jlying restrictions.

(f) Deterinationls under this paragraph shall be rendered1 ex-
p~editiously and, if possible, within sixty days of the initiation of the
ConlltiItations.

5. If there is a persistent andl widespread ap~plicatioii of import
restrictions under this Article, indicating the existence of a general
diseqiibrium which is restricting international trade, the Con-
tracting PThrties shall initiate (discussions to consider whether other
measures might be taken, either by those conitractig parties the
balances of p~aynments of which are uWider pressure or by those the
balances of p)ayinents of which are tending to be exceptionally favour-
able, or by any appropriate intergoveornmental organizAation, to re-
move the undi-elying causes of the (lisequilibriuim. On the invitation
of the Contracting PartP ,s, contracting parties shall participate in
such discuIssions.

ARTICLE XIV1

EXCEPTIONS TO THE RULE OF NON-DISCRIMINATION

1. A contracting party which applies restrictions under Article XII
or under Section B of Article XV1II may, in the a application of such
restrictions, (leviate from the provisions of Article XIII in a manner
having equivalent effect to restrictions on payments and transfers

I Text as aniended Feb. 15, 1961, on which date Annex J was deleted.
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for current international transactions which that contracting party
may at that time apply tinder Article VIII or XIV of the Articles
of Agreement of the International Monetary Fund, or under analogous
provisions of a special exchange agreement entered into pursuant to
paragraph 6 of Article XV.

2. A contracting party which is applying import restrictions under
Article XII or under Section B of Article XVIII may, with the consent
of the Contracting Parties, temporarily (deviate from the provisions
of Article XIII in respect of a small part of its external trade
where the benefits to the contracting party or contracting parties
concerned substantially outweigh any injury which may result to the
trade of other contracting parties.

3. The provisions of Article XIII shall not p~reclude a group1 of
territories having a common quota in the InternationailMonetary
Fund from applying against iimports from other countries, but not
among themselves, restrictions in accordance with the p~rov'ision~s of
Article XII or of Section B of Article XVIII on condition that such
restrictions are in all other respects consistent with the provisions of
Article XIII.

4. A contracting party applying import restrictions tindler Article
XII or under Section B of Article XVIII shall not be precluded by
Articles XI to XV or Section B of Article XVIII of this Agreement
from applying measures to (direct its exports in such a manner as to
increase its earnings of currencies which it can use without deviation
from the provisions of Article XIII.

5. A contracting party shall not be precluded by Articles XT to XV,
inclusive, or by Section B of Article XVIII, of this Agreement from
applying quantitative restrictions:

(a) having equivalent effect to exchange restrictions authorized
under Section 3(b) of Article V11 of the Articles of Agreement of
the International Monetary Fund, or

(b) under the preferential arrangements provided for in Annex
A of this Agreement, spending the outcome of the negotiations,
referred to therein.

ARTICLE XVI

SUBSIDIES

Section A-Subsidies in General

1. If any contracting party grants or maintains any subsidy, in-
cludin any form of income or price support, which operates directly
or indirectly to increase exports of any product from, or to reduce
imports of any p~rodluct into, its territory, it shall notify the Contract-
ing Parties in writing of the extent and nature of the subsidization, of
the estimated effect. of the sub:;ikdizatlon on the quantity of the affected
product or products imported into or exported from its territory and
of the circumstances making the subsidization necessary. In any case
in which it is determined that serious prejudice to the interests of' any
other contracting party is cause or t reatened by any such subsidi-
zation, the contracting party granting the subsidy shall, upon request,,
discuss with the other contracting party or parties concerned, or with1
the Contracting Parties, the possibility of limiting the subsidization.

V A
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Section B-Additional Provisions on Export Subsidies

2. The contracting parties recognize that the granting by a con-
tractin partyof a subsidy on the export of a product may have
hamu efects for other contracting parties, bth i mporting and
exporting, may cause undue disturbance to their normal commercial
interests, and may hinder the achievement of the objectives of this
Agreement.

3. Accordingly, contracting. parties should seek to avoid the use
of subsidies on the export of p~rimnary products. If, however, a contract-
ing party grants directly or indirectly any form of subsidy which
operates to increase the export of any primary product from its ter-
ritory, such subsidy shall not be applied in a manner which results
in that contracting party having more than an equitable share of world
export trade in t hat priodulct, account being taken of the shares of
the contracting parties in such trade in the product during a previous
representative period, andl ainy special factors which may have affected
or may be affecting such trade in the product.

4. Further, as from 1 January 1958 or the earliest practicable date
thereafter, contracting parties shall cease to grant, either directly or
indirectly any form of subsidy on the export of any )roduct other than
a primary p~rodIuct which subsidy results in the saleof such product
for export at a price lower than the comparable price charged for
the like p~rodluct to buyers in the domestic market. Until 31 Decem-
ber 1957 iio contracting party shall extend the scope of any such
subsidization beyond that existing on 1 January 1955 by the intro-
duction of new, or the extension of existing, subsidies.

5. The Contracting Parties shall review the operation of the. pro-
visions of this Article from time to time with a view to examining
its effectiveness, in the light of actual experience, in promoting the
objectives of this Agireement and avoiding subsidization seriously
prejudicial to the trade or interests of contracting parties.

ARTICLE XXIV

TERRITORIAL APPLICATION-FRONTIER TRAFFIC-CUSTOMS UNIONS AND
FREE-TRADE AREAS

1. The provisions of this Agreement shall apply to the metropolitan
customs territories of the contracting parties and to any other customs
territories in respect of which this Agreement has been accepted
under Article XXVI or is being applied under Article XXXIII or
pursuant to the Protocol of Provisional Application. Each such
customs territory shall, exclusively for the purposes of the territorial
application of this Agreement, be treated as though it were a con-
tracting party; Provided that the provisions of this* paragraph shall
not be construed to create any rights or obligations as between
two or more customs territories in respect of which this Agreement
has been accelptedl undIer Article XXVI or is being appllied under
Article XXX1LJ or pursuant to the Protocol of Provisional Ap-
plication by a single contracting party.

2. For the purp~loses of this Agreement a customs territory shall
be undlerstoodl to mean tiny territory with respect to which separate

Al -~
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tariffs or other regulations of commerce are maintained for a sub-
stantial part of the trade of such territory with other territories.

3. The provisions of this Agreement shall not be construed to
prevent:

(a) advantages accorded by any contracting party to adjacent
countries in order to facilitate frontier traffic;

(b) advantages accorded to the trade with the Free Territory
of Tprieste by countries contiguous to that territory, provided
that such advantages are not in conflict with the Treaties of
Peace arising out of the Second World War.

4. The contracting parties recognize the desirability of increasing
freedom of trade by the development, through voluntary agreements,
of closer integration between the economies of the countries parties to
such agreements. They also recognize that the purpose of a customs
,union or of a free-trade area should be to facilitate trade between the
constituent territories and not, to raise barriers to the trad.3 of other
contracting parties with such territories.

5. Accordingly, the provisions of this Agreement shall not prevent,
as between the territories of contracting parties, the formation of a,
customs union or of a free-trade area or the adoption of an-interlin
agreement necessary for the formation of a customs union or of a
free-trade area; Provided that:

(a) with respect to a customs union, or an interim agreement
leading to the formation of a customs union, the duties and other
regulations of commerce imposed at the institution of any such
union or interim agreement in respect of trade with contractingpar-ties not parties t~o such union or agreement shall not on the1
whole be higher or more restrictive than the general incidence of
the duties and regulations of commerce applicable in the constit-
uent territories prior to the formation of such union or the adop-
tion of such interim agreement, as the case may be;

(b) with respect to a free-trade area, or an interim agreement
leading~ to the formation of a free-trade area, the duties and other
regulations of commerce maintained in each of the constituent
territories and applicable at the formation of such free-trade area
or the adoption of such interim agreement to the trade of con-
tracting parties not included in such area or not parties to such
agreement shall not be higher or more restrictive than the corre-
sponding duties and other regulations of commerce existing in the
same constituent territories prior to the formation of the free-
trade area, or interim agreement, as the case may be; and

(c) any interim agreement referred to in sub-paragraphs (a) and
(b) shall include a plan and schedule for the formation of such a
customs union or of such a free-trade area within a reasonable
length of time.

6. If, in fulfilling the requirements of sub-paragraph 5 (a), a contract-
ing party proposes to increase any rate of duty inconsistently with the
provisions of Article 11, the procedure set forth in Article XXVIII
shall apply. In providling for compensatory adjustment, due account
shall be taken of the compensation already afforded by the reductions
brought about in the corresponding duty of the other constituents of
the union.

7. (a) Any contracting party deciding to enter into a customs union
or free-trade area, or an interim agreement leading to the formation

BEST COPY AVAILABLE
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of such a union or area, shall promptly notify the Contracting Parties
and shall make available to them such information regarding the pro-
posed union or area as will enable them to make such reports and
recommendations to contracting parties as they may deem appropriate.

(b) If, after having studied the plan and schedule included in an
interim agreement referred to in paragraph 5 in consultation with the
parties to that agreement afld taking dIue account of the information
made available in accordance with the provisions of sub-paragraph
(a), the CJontracting Parties find that sttch agreement is not likely to
result in the formation of a customs union or of a free-trade area with-
in the period contempjlated by the parties to the agreement or that
such period is not a reasonable one, the Contracting Parties shall make
recommend nations to the parties to the agreement. Trhe parties shall
not maintain or put into force, as the case may be, such agreement
if they are not prepared to modify it in accordance with these recom-
mendations.

(c) Any substantial change in the plan or schedule referred to in
paragraph 5 (c) shall be communicated to the Contracting Parties,
which may request the contracting parties concerned to consult with
them if the change seems likely to jeopardize or delay unduly the
formation of the customs union or of the free-trade area.

8. For the purposes of this Agreement:
(a) A customs union shall be understood to mean the sub-

stitution of a single customs territory for two or more customs
territories, so that

(i) duties and other restrictive regulations of commerce
(except, where necessary, those permitted under Articles XI,
XII, XIII, XIV, XV and XX) are eliminated with respect to
substantially all the trade between the constituent territories
of the union or at least with respect to substantially all
the trade in products originating in such territories, and,

(ii) subject to the provisions of paragraph 9, substantially
the same duties and other regulations of commerce are
applied by each of the members of the union to the trade of
territories not included in the union;

(b) A free-trade area shall be understood to mean a group of
two or more customs territories in which the duties and other
restrictive regulations of commerce (except, where necessary,
those permitted under Articles XI, XII, XIII, XIV, XV and XX)
are eliminated on substantially all the trade between the con-
stituent territories in products originating in such territories.

9. The preferences referred to in paragraph 2 of Article I shall not be
affected by the formation of a customs union or a of free-trade area
but may be eliminated or adjusted by means of negotiations with con-
tracting parties affected. This procedure of negotiations with affected
contracting parties shall, in particular, apply, to the elimination of
preferences required to conform with the provisions of paragraph 8 (a)
(i) and paragraph 8 (b).

10. The contracting parties may by a two-thirds majority approve
proposals which do not full comply with the requirements of para-

g raphs 5 to 9 inclusive, provided that such proposals lead to the
formation of a customs union or a free-trade area in the sense of this
Article.*/
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11. Taking into account the exceptional circumstances arising out
of the establishment of India and Pakistan as independent States and
recognizing the fact that they have long constituted an economio
unit, the contracting parties agree that the provisions of this Agree-
ment shall not prevent the two countries from entering into special
arrangements with respect to the trade between them, pending the
establishment of their mutual trade relations on a definitive basis.

12. Each contracting party shall take such reasonable measures as
may be available to it to ensure observance of the provisions of this
Agreement by the regional and local governments and authorities
within its territory. _____

ARTICLE XXX

AMENDMENTS

1. Except where provision for modification is made elsewhere in
this Agreement, amendments to the provisions of Part I of this
Agreement or to the provisions of Article XXIX or of this Article
shall become effective upon acceptance by all the contracting parties,
and other amendments to this Agreement shall become effective, in
respect of those contracting parties which accept them, upon accept-
ance by two-thirds of the contracting parties and thereafter for each
other contracting party upon acceptance by it.

2. Any contracting party accepting an amendment to this Agree-
ment shall deposit an instrument of acceptance with the Secretary-
General of the United Nations within such period as the Contracting
Parties may specify. The Contracting Parties may decide that any
amendment made effective under this Article is of such a nature that
any contracting p arty which has not accepted it within a period
specified by the Contracting Parties shall be free to withdraw from
this Agreement, or to remain a contracting party with the consent of
the Contracting Parties.



AppendixD

Responses of the Departmental Witnesses to Senator Abraham
Ribicoff's Request for Their Comments on the Testimony of
Fred J. Borch (Departments of Commerce, State, and Treasury
and Council of Economic Advisers)
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THE ASSISTANT SECRETARY OF COMMERCE,
Washington, D.C., June 30, 1971.

ABRAHAM RiBicorF,
Chairman, Subcomnmittee on International Trade, Committee on

Finance, U.S. Senate, Washington, D.C.
DEAR MR. CIIAIRM1AN: In further response to your letter of May 24,

I am pleased to submit comments of the Department on portions of
the testimony of Mr. Fred J. Borch, chairman of the board of Gen-
eral Electric Co., before your su-bcommittee on May 21.

Mr. Borch has raised important questions with respect to divergent
doinestic and export price trends here and abroad and dual pricing.

For purposes of comparing domestic and export price trends, we
believe that country indexes which measure price changes of manu-
factured products, the principal area of U.S . competition with other
industrial nations, are preferable. to overall series which include all
commodities and even set-vices. We think that wholesale price indexes
are more valid in this connection than consumer price indexes, since
the latter include and the former exclude services. Also, analysis is
facilitated if all series are put on a dollar basis, rather than the mix
of dollar and national currencies which Mir. Borch employs. In that
way currency revaluations and devaluations are taken into appro-
priate account.

'When wholesale price. and export price indexes are limited to
manufactures and are adjusted to the dollar basis, as is done in the
enclosed table, the data reveal that in the United States, the United
Kingdom, and Canada export prices have moved uip more rapidly
than domesticc prices. In France and the Federal Republic of Ger-
many, both sets of prices have advanced at similar rates. In Japan
and Italy, there have been slower increases in export prices than in
domestic prices. These comparisons, however, are only indicative,
since domestic price indexes usually reflect a much broader product
composition than do export price indexes; also, in many cases items
marketed at home have characteristics different from those marketed
abroad. Moreover, countries use a variety of methods in constructing
their indexes, further limiting the usefulness of export and domestic
price series for country comparisons.

I would like to conclude by supplementing the purely statistical
comments made above by a more qualitative Judgment. U.S. business
leaders, through the National Export Expansion Council and in other
ways, have commented on the pricing practices of foreign competitors,
with the general observation that. marginal p ricing in exports seems
to be a common practice by foreign competitors. This is not to say
that dumping is a general practice, in a legal sense., but that foreign
Company policies do seem to frequently result in lowei' pricing than
domestic pricing. This may in, part be due to national policies that
make it possible to price lower for exports-for example, because of
tax incentives or tax rebates on exports, tax benefits for capital invest-

(945)
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ment in production facilities for export, lower interest rates on export
credit than for domestic credit, different application of antitrust
policies to domestic than to foreign sales, etc.

I hope this information will be useful to your subcommittee.

SinceelyROBERT McLELLAN,
A88istant Secretary for Dome8tic,

and International Bu~ine88.
(Enclosure.) ___

EXPORT AND DOMESTIC WHOLESALE PRICE INDEXES FOR MANUFACTURES IN THE UNITED
STATES AND SELECTED INDUSTRIAL COUNTRIES

(1863 =100)

United United
States Canada Japan France Germany Italy Kingdom

El D2 El D2 El D2 El D2 El D2 El D2 El D2

Year:
1960----------- 100 101 (3) 106 109 95 99 93 93 90 102 91 95 96
1961 ------------ 101 100 194 103 105 96 100 96 100 95 98 91 96 98
1962------------- 100 100 100 99 102 96 100 98 101 99 94 95 98 99
1963------------- 100 100 100 100 100 100 100 100 100 100 100 100 100 100
1964 ------------- 101 101 102 101 99 100 103 102 100 101 102 103 101 102
1965 ----- _------ 104 102 104 103 98 104 105 103 102 103 100 106 103 105
1966 ------------- 107 105 106 106 96 106 108 106 104 106 99 108 110 107
1967 ------------- 110 106 108 108 99 108 107 105 104 106 99 107 110 108
1968--_------113 109 114 111 100 112 112 107 108 106 96 107 104 98
1969 ------------- 118 113 119 116 105 116 113 115 110 111 99 111 107 99
1970 ------------- 124 117 127 117 111 119 116 111 (3) 123 (3) 119 (3) 107

1 Export prices for manufactures, on U.S. dollar basis.
2 Domestic wholesale prices for manufactures, on U.S. dollar basis.
3 Not available.
Note: Indexes have been adjusted for the floating of the Canadian dollar In May 1962 and May 1970, the French devalua-

tions In January 1960 and August 1969, the German revaluations in March 1961 and October 1969, and the British devalua-
lion in No vember 1967.



DEPUTY UNDER SECRETARY OF STATE
F OR ECONOMIC AFFAIRS,
Washington, June 24, 1971.

Hon. ABRAHAM A. RIBIcoFF,
U.S. Senate.

DEAR SENATOR RIBICoF~F: Thank you for your letter of May 24 in
which you asked its to comment for the record on the statement of
Mr. Fred Borck, of General Electric before your Subcommittee on
International Trade.

You will find attached a memorandum containing the Department's
comments on Mr. Borch's testimony in which we have, as you sug-
gested, concentrated on his discussion of dual pricing trends. In the
memorandum, as you will see, we note that the price data presented
by Mr. Borch are not the most appropriate ones to use in examining
the question of dual pricing. This is so because the consumer price
indices used by Mr. Borch contain the prices of services while export
price indices are constructed only from commodity prices. A more
appropriate comparison is between wholesale and export price in-
dice. Furthermore, the export, price indices should be corrected for
changes in exchange rate parities over time. Those used in Mr. Borch's
testimony do not have this adjustment. We have reconstructed Mr.
Borch's exhibits on this basis and note that they do not support the
view that dual pricing exists to a significant degree.

With best regards,
Sincerely, 

NTAILSMVEk

COMMENTS ON TESTIMONY BEFORE THlE SUJBCOMMIIllTEFE ON INTERNA-
TrONAL TRADE BY MR. FRED J. BORCH, CHAIRMAN OF THIEBOARD,
GENERAL ELECTRIC CO.

Mr. Borch states that several major trading nations, and in partic-
ular Japan, showv divergent trends between their export and domestic
prices. Mr. Borch offers in support of this statement statistics showing
the relationship between export price and consumer price indices for
several important trading nations. He concludes that this "dual pric-
ing" has had a serious eff ect on our competitive position.

There are two major sources of error in Mr. Borch's testimony:
the use of consumer price indices for comparison with export price
indices and export price indices calculated on a dollar rather than a
national currency basis.

Use of consumer price indices as a standard of comparison with
export price indices is inappropriate, in our view. Consumer p rice
indices contain the price of services as well as the prices of tradable
products. Over 43 percent of the U.S. consumer price index (OP),
for example, is composed of prices of items such as housing, medical
service, transportation, and so forth. Inclusion of the prices of serv-
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ices in consumer price indices rules out use of these indices, for the
purpose of demonstrating "dual pricing." The best indices to use as
indicators of the domestic p prices of tradable goods are wholesale price
indices. Indeed, thes are indices general sdi tde fti
nature.

W~e would note that in addition to being non-comparable to export,
price indices, consumer indices' behavior is such as to impart, a definite
b)ias to a comparison with export prices, or with wholesale prices. In
all industrial countries the CPJ has risen faster than the wholesale
price index. Furthermore, the divergence has been greatest in coun-
tries with a rapid increase in productivity. The rapid increase in 'real
wages that result, from rapid productivity increases lead to incereaqses
in the cost of services, and hence to increases in the CPI. For example,
the divergence, between the CPI and the wholesale price index is greater
in countries-Germnany, Italy, and Japan-which have experienced
rapid grow*,thi in productivity, than in countries-Canada, the U.K.,
and the U.S.-which have experienced slower productivity growth.

Another source of confusion in Mr. Borchi's statistical presenta-
tion is the use of export price indices computed in terms of U.S. dol-
lars. Four out of the seven countries shown in the tables attached
to the testimony have changed the parity of their currency with the
dollar one or more times during the period 1960-1970. This has Con-
tributed, particularly in the cases of the U.K. and France, to creating
an impression of divergence between domestic and export prices that
does not in fact exist to any notable extent; when both indices are
denominated in terms of the same currency, they are close together.

The statistics contained in the two exhibits presented by Mr. Borch
have been recalculated, using wholesale price indices rather than con-
sumer price indices as the indicator of "domestic" prices and export
price indices computed in terms of the national currency of each
country. The format of the exhibits has otherwise been preserved. These
revised exhibits are attached.

Table III of exhibit B, which shows the same comparison of domes-
tic and export price 'indices as in Mr. Borch's testimony, but which
uses wholesale price indices and corrects for parity changes, reveals a
very tight relationship between the two in all cases, with the possible
exception of Italy. (Even in the case of Italy, the divergence-8 per-
cent-is very much less than the discrepancies of 16 to 33 percent for
Italy, France, the U.K., and Japan shown in Table III of exhibit B
to Mr. Borch's testimony.)

It should be noted that these comparisons-and Mr. Borch's--do not
really show discrepancies between actual export and domestic prices.
They merely show differences between the rates of increase of these
prices between 1963 and 1970. Even if larger discrepancies between
the indices were revealed than actually exist, these discrepancies would
not in themselves be evidence of absolute differences or of "dual
pricing
iIn any event, there are some theoretical grounds for believing that
iis not unnatural for export prices to rise more slowly than domes-

tic prices. Exports include those commodities in which countries have
a strong coinparative, advantage. Furthermore, the market for exports
is more nearly a perfect competitive one than any domestic economy
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affords. Indeed, so far as the rather rough statistics available permit
one to state at case, prices of goods moving in international trade have,
overall risen more slowly in the post-war period than -have domestic
Prices in most economies.

In summary, a comparison of wholesale price indices with export
Price indices does not support, a contention that several foreign na-
tions have been able to maintaian export prices that are markedly
lower than their domestic prices. Indeed, the evidence available for
analysis is inappropriate to demonstrate any such situation. It would
be difficult to use the statistics contained in the testimony under dis-
cussion--or even the corrected statistics here Ipresented-as a basis for
questioning the adequacy of either the GATT? rules on antidumping
or the U.S. antidumping law.

(Attachments.)



EXHIBIT A.-EXPORT AND WHOLESALE PRICE INDICES FOR THE UNITED STATES AND MAJOR INDUSTRIAL COUNTRIES

11963=1001

United States Canada Japan France Germany Italy United Kingdom

Year Export Donmestic Enport Domestic Exont onnestic Export Domestic Export Domestic Export Domestic Export Domestic

1960 ... ...--- _---- -------------- 99 100 95 94 102 99 99 91 100 96 102 9 96 96
1961.----------- ------- 101 100 96 95 98 100 98 94 100 98 98 99 96 98
I962__ too--- t-----------o0 0 99 98 98 98 99 96 100 100 98 102 97 99
1963 ------- _----------_ 100 100 100 100 t00 100 100 100 100 100 100 100 100 100
1964 --- ot---- t_ lot-------- 10 0 0 100 101 100 104 104 100 101 101 103 104 103
0965 --- ---- ---- ---- 104 102 103 102 101 t01 105 104 102 103 102 105 104 107
1 966 ------------------- 107 106 107 106 101 103 108 107 103 105 101 107 106 109
t967 --------------..... 110 106 109 108 101 105 107 106 102 104 102 106 106 198
1968 ---.....-------- 111 10ll 113 110 102 106 106 105 101 99 101 107 117 1;2
1 969 -------------- -------------- -- 115 113 116 116 105 108 114 115 102 101 105 111 122 116
1970 ----------- ---------------------- 112 017 119 117 110 112 125 124 104 107 110 119 128 125

Sorces: International Financial Statistics DECO Main Economic Indicators.
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EXHIBIT B
TABLE 1.-PERCENT INCREASE IN DOMESTIC (WHOLESALE) PRICE INDEXES

Country A. 1960-64 B. 1964-70 C. 1960-70

Japan --- -------------------------------------------------- 1 12 13
Italy.--------------------------6 13 20
United kingoon------------------------7 21 30
Franze ----------------------------------------------------- 14 19 36
Germany---------------------------------------------------- 5 6 11
Canada------------------------------------------------------ 6 17 24
United States ------------------------------------------------ 0 17 17

TABLE 1.-PERCENT INCREASE IN EXPORT PRICE INDEXES

Country A. 1960-64 B. 1964-70 C. 1960-70

lapa--------------------------1 98
It ay-- --------------------------------------------------- 1 8
United Kingdom ---------------------------------------------- 8 23 33
France ----------------------------------------------------- 5 20 26
Germany---------------------------------------------------- 0 4 4Canadd ----------------------------------------------------- 6 18 25
United States------------------------------------------------- 2 21 23

TABLE Ill.-EXCESS OF DOMESTIC PRICE INDEXES OVER EXPORT PRICE INDEXES
(EXPRESSED IN PERCENT)

Country G. 1960 #.1964 I. 1970

Japan ----------------------------------------------------- -3 -1 +2
Italy ------------------------------------------------------ -3 +2 +8
United Kingdom ------------- -------------------------------- 0 -1 -2
France----------------------------------------------------- -8 0 -1
Germany --------------------------------------------------- -4 +1 +3
Canada ---------------------------------------------------- -1 -1 -2
United States ------------------------------------------------ +1 -1 -4
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COUNCIL OF ECONOMIC ADVISERS,

Hon.ABRA-T~vi A RiICOF7 Washington, June 7, 1971.

Chairman, Subcomnmittee on International Trade of the Senate Fi-
nance Committee, U.S. Senate, IWashington, D.C.

DEAR MnR. CHAIRMAN: In response to your letter requesting my com-
ments on the statement of Mr I. Fred Borch before your committee,
let me begin with a few comments on the data, used by Mr. Borch in
his discussion of divergent price trends among major trading nations.

Mr. lBorch uses the Consumer Price Index as the domestic basis of
comparison. While relative rates of change in the consumer price in-
dexes of different countries can be used as indicators of intercountry
differences in the general pace of inflation, they are much less valid
as a measure to compare with export prices, since the CPI includes a
substantial component of services, of which very few enter directly
into international trade. For this reason, the wholesale price index,
which excludes services, may be considered a better basis for such com-
parisons. In addition, many economists feel that, in attempting to
measure international competitiveness, it is better to confine the com-
parisons to the manufacturing sector, since agricultural' trade is so
heavily influenced by nonprice constraints. Finally, althou h there is
no explicit indication, it appears that Mr. Boreh's, table utilizes export
price indexes based on dollar values, while his wholesale p ie indexes
are in national currency terms. Comparisons made on this basis are
affected to an unknown degree by exchange-rate changes. Such changes
certainly affect competitive positions (although their impact seems to
have been very small during the period under consideration), but they
are logically distinct from the problem Mr. Borch is discussing. A
clearer picture can be obtained if both series are presented in the same
units: either both on a dollar basis or both on a national currency basis.

In view of all these considerations, I attach here a table comparing
unit value indexes for manufactured exports with wholesale price
indexes in manufacturing, both on a dollar basis, for roughly the same
period covered by Mr. Borch. The countries included in the "competi-
tors' index" are those listed by Mr. Borch (other than the United
States), plus Belgium, the Netherlands, and Sweden. What these fig-
ures show is that, while for the United States the export unit value
index increased by about 6 percentage points more than the whole-
sale price index over the 10-year period, our competitors experienced,
on the average, a rise in the export unit value index some 4 percentage e
points lower than that in the whlesale price index. In other words, th
phenomenon that Mr. Borch comments on is still present, but the dis-
crepancy is considerably less than is suggested by his figures, and it
appears to be at least as much a matter of our export unit values going
uip more than our wholesale prices than the opposite phenomenon for
the competitors.

(953)
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One more statistical point is relevant. Recent work has revealed
that, among their other problems, exl)ort unit value indexes fail to
make proper adjustment for quality improvements. It is estimated
that, if such improvements were taken fully into account, the U.S.
index would be lowered by some two-thirds of 1 percent per year,
or by nearly 7 percent over a 1O-year period. There are indications,
fuirthiermore, that this bias is slightly greater for the United States
than for other industrial countries.

In sum, there appear to be divergent price trends although they
are probably less marked than Mr. Borch's cow.pa risonls suggest. Onl
the question of what causes this divergence, there is as yet very little
solid evidence, and indeed the entire divergence could conceivably be
a statistical illusion. As Mr. Borch. suggests, it seems likely that most
other countries place more importance on the export sector than does
the United States-a fact which is not surprising in view of the fact
that this sector plays so much smaller a role in our total economy
than in those of our major trading partners. Just how this difference
in emphasis translates itself into thie price behavior we have observed
is not yet clear, however.

It may well be that some of the government policies Mr. Borch
describes play a role. In particular, the movement toward increasing
reliance onl indirect taxes on the part of many competitor countries
tends to hold down increases in the export price index relative to
domestic indexes since the export indexes are calculated net of indirect
taxes. There is also evidence, however, which suggests that differences
in the behavior of private firms here and in competitor countries
also play a role, and perhaps an even more important one.

Some preliminary evidence indicates that, whereas in the United
States export profitability has tended to be constant in the face of cy-
clical changes in demand, in competitor countries this profitability
tends to be more responsive to changes in demand conditions, as well
as displaying a declining trend. This evidence is consistent with the
possibility that foreign exporters are more inclined than their Ameri-
can counterparts to reduce prices when it is necessary to maintain
or expand export sales.

Before leaving this subject, it is worth noting that the divergent
price trends reversed themselves during. 1970, when. export prices
rose more rapi~dly than domestic prices in most major competitor
countries, while thy rose somewhat less rapidly than domestic prices
in the United States. Unfortunately it is too soon to know the reason
for this reversal, or to predict how long it may be expected to continue.

Finally, a brief comment concerning the suggestions made by Mr.
Borch in the latter half of his testimony. This Administration conl-
tinues to give strong support to the DISC proposal, which would
provide for simpler and more equitable taxation .of export earnings,
amid to the ADR proposal which would provide liberalized depreciation
rules for tax purposes. We share his conviction that the enactment of
these measures would make an important contribution to the interna-
tionatl competitiveness of American firms, amid thus to our trade
position.

Sincerely,
HENDRiK S. HoUTHAKKER.
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UNITED STATES: COMPARATIVE COST-PRICE MOVEMENTS i (U.S. DOLLAR BASIS)

(1963-1001

Export unit values Wholesale prices

Competitors Competitors
U.S. Index Index U.S. Index index

1961 ------------------------------------------- 100 101 100 99
1962------------------------------------------- 100 100 100 99
1963 ------------------------------------------ 100 100 100 100
1964 ----------------------------------------- 101 102 100 102
1965-------------------------- ---------------- 104 103 102 104
1966 ------------------------------------------ 107 104 105 106
1967 ------------------------------------------ 110 106 107 107
1968------------------------------------- ----- 113 105 110 108
1969 ------------------------------------------ 118 109 114 112
1970 ------------------------------------------ 124 116 118 120

1 Data for all countries pertain to manufacturing sectors.
Source: IMF Research Department; wholesale price index converted to U.S. dollar basis by CEA.



EXPORT AND DOMESTIC CONSUMER PRICE INDICES
70or

THE UNITED STATES AND MAJOR INDUSTRIAL COUNTRIES
(1963=1UU)

U.S. Canada Japan France Germany tj4Y ~ U. K.
Year E 7x i MO 1j DO I.fl QP = X DM AP -O O EXP DOOM

1960 99 96 a 96 102 82 99 89 93 91 102 83 95 91

1961 101 97 104 97 98 87 100 91 98 94 98 84 96 94

1962 100 98 100 98 98 93 99 95 100 97 98 93 97 98

1963 100 100 100 100 100 100 100 100 b 100 100 100 100 100 100

1964 101 101 101 102 101 104 104 103 100 102 101 106 102 103

1965 1104 103 103 104 101 112 105 106 102 106 102 111 104 108

1966 107 106 107 108 101 117 108 109 103 110 101 113 108 112

1967 110 109 109 112 101 122 107 112 102 111 102 118 108 115

1968 111 114 113 117 102 129 106 117 101 113 101 119 101 121

1969 115 120 116 122 105 136 109 124 104 116 105 122 105 127

1970 122 127 123 126 110 146 111 131 114 120 110 128 112 135

Source: International Monetary Fund, International Financial Statistics, various issues. s

a Component parts of Canadian export index changed in 1961; on previous index, value
for 1960 would be 109.

b Statistical base for the.French domestic index changed in 1963 and following years.
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Table I
% Increase In Domestic Price Indices

A. 1960-1964

27%
28
13
16

12
6
5

B. 1964-1970

40%
21
31
27

18
24
26

C. 1960-1970

78%
54
48
47

32
31
32

Table 11
% Increase in Exp-ort Price Indices

D. 1960-1964

7
5

E. 1964-1970

9
9

Table III
Domestic Price Indices over

(expressed in %)

G.- 1960

-20
-19
- 4
-10

H. 1964

+3
+5
+1
-1

-2
-7
-3

F. 1960-1970

8
8

Export Price Indices

I. 1970

+33
+16
+21
+18

+ 5
+ 2
+ 4

* Because of a statistical change in the Canadian export
index in 1961, and following, in the case of Canada
the 1961 figure is used instead of 1960.

EXHIBIT B

Country

Japan
Italy
U.K.
France

Germany
Canada
U.S.

Japan
Italy
U.K.
France

Germany
Canada*
U.S.

Excess of

Japan
Italy
U. K.
France

Germany
Canada*
U.S.
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TilE UNDER SECRETARY OF THE TREASURY,
Wasliington, D.C., Jualy 9, 1971.

Hon. ABRAHAm RiBicOFF,
Chahinan, Siabcomn?.ttee on Inter'national Trade,
Commrnittee on Finatnce, U.S. Senate,
Wa.3hington, D.C.

DEAR MR. CHII~RlIAN: I am writing in response to your request
of May 24 to Secretary Connally for comments on the statement made
by Mr. Fred Borch before the Subcommittee on International Trade
of the 'Senate Finance Committee on May 21, 1971, particularly with
reference to the dual pricing trends between export and domestic
prices among major trading nations.

While there may be some question about methodology in examinl-
ing these pricing trends, I think we canl all agree that we will have
to do 'better in the future than we have in the past. Ani analyticOi
point is that it may be questionable whether a comparison of export
price indices and consumer price indices most accurately reflects the
underlying relationship between internal and external prices. It is
clear that the questions of export pricing and export performance de--
serve closer attention. The Administration~s proposal for the DISC
could improve our performance by offering to domestic firms tax
treatment comparable to that offered to exporters abroad. This objec-
tive would be achieved'by permitting the deferral of corporate income
tax, so long as these profits are employed in support of export efforts.
DISC would also provide a rule of thumb for inter-company pricing
which will remove an element of uncertainty in the producer's -assess-
ment of the profitability of export operations and put our inter-
company pricing rules more in line with those governiing foreign
exporters.

Passage of the pending Eximbank legislation will also be beneficial.
The legislation would grant the Bank substantially more flexibility
in meeting the needs of U.S. exporters and enable the Bank to pro-
vide export financing facilities which are fully competitive with those
existing worldwide.

With reference to Mr. Borch's statement that direct and indirect
subsidies by our compett-ors have the effect of artificially lowerinDg
export prices, you mnay -be assured that 'the Treasury Department will
continue its rejuvenated efforts to administer its anti-price, discrimina-
tion statutes in a way which will protect American industry 'to the
maximum afforded by law. In this connection, -you will be pleased to
know that we 'have increased our professional staff in this area four-
fold so that we may dispose of complaints more expedAitiously.

Mr. Borch also underscored the higher priority given to interna-
tional trade by other countries. As you are aware, Secretary Connally
concurred with your report on "Trade Policy for the 70's" that we
need both a change in direction and emphasis in pursuing our foreign
economic policy objectives. We should also recognize that meeting our
domestic objectives can contribute to improving our external position.

(959)
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The Government is pursuing and I believe making good progress in
restoring non-inflationary growth. But the private sector must pull its
own weight in pursuing this goal. Business and labor, alike, must real-
ize their mutual responsibility to temper wage and price increases to
the realistic facts of the tough, competitive world of the 70's.

One other point emphasized by Mr. Borch was that our competitive
effort has been stifled by the non-tariff barriers of other nations. As
Secretary Connally said in his statement before your Subcommittee
on May 17, these practices may have -been understandable twenty years
ago, but they are not today. As you know, we are currently working on
the elimination of th~e restridcive practices of all nations. These trade
barriers must 'be abolished if we are to achieve our common goal of fair
and balanced trading relationships.

Sincerely yours,CHREE.WLM

Mr. Borch's statement on the dual trends between export and do-
mnestic prices of major nations is based on data and -their interpretation
which raise several questions:

Mr. Borch's comparisons are strongly influenced by the choice of
price series. Mr. Borch compares indTex numbers for export prices,
or export unit values, with those for consumer expenditures. The com-
p)osition of these two series is quite different. Consumer expenditures
include services, rent and many commo1dities (e.g., fresh food) which
are either completely absent or unimportant in international trade.
On the other hand, there are major items traded internationally, such
as raw materials and capital equipment, which do niot-at least not di-
rectly-appear among consumer exp~enditures. The comparison of these
two price series, therefore, cannot be used 'to determine whether or not
governmentsns help exporting industries at the expense of the domestic
consumers" (Borch No. 7) and whether "domestic price levels" were
higher than "export price levels" (Borch No. 11).

Furthermore, there is no way of obtaining from these indices
whether prices for a given commodity or groups of commodities
charged to domestic customers are higher or lower than prices charged
to foreign customers (Borch Nos. 8, 9). Consequently, there is no valid-
ity in the statement that prices in 1964 were near a statistical equilib-
rium. (No. 10) Index numbers can only show changes as recognized
by Mr. Borch (No. 3) but the year on which the index numbers are
based has no particular significance, and any year can be chosen as
a base year.

Whether domestic prices are higher 'than export prices has to be
determined on a product-by-product basis. Index numbers for more or
less similar commodities or commodity groups can facilitate a coi-
parison of price movements, but not the absolute levels.

The statistical data presented by Mr. Borch, therefore, cannot be
used to support his statement. That does not mean, of course, that his
statement that U.S. industry "has been. outmaneuvered on the interna-
tional economic front" (Borch No. 13) is incorrect, but other informa-
tion would have to be provided to support it.
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To illustrate thle problem involved in supporting Mr. Borch's State-
mnent by at comparison of index num-bers for export Prices (or- unit
values) wvitlh those for domestic prices, the following tabulations have
been p~reparl1ed. In these tabulations wholesale price's rather than- con-
sliumer price's Werie used~. rI'lie comparison of export prices With Whole-
sale, prices is, of course, far from perfect, btit it is more, consistent than
thle comi arison. w~it~h consumer Jprices. Futrthermore, several years were
used as )ise Years inl order to ItNoidl the imlpressionl that any particular
year can. lbe considleredl to be "normafl" or t~o represent anl "equilibrium"
(Borchi No. 10).

Thie ogures show that fromt 1969 to 1 97(0 the rise in export prices was
higher than inl (lesti c, prices for thle United States, C1anadla, Japan,
and France,, about, tile siuine for thle United Kingdomn and less for Ger-
mny and Italy. If the changes fromt 196'8 to 1970) are comipai'ed, exI)ort
prices rose More hiami domesticc pi'ices ill the( I T., ., .Jajlln 11nd (krnianly,
and less in Canada, France, Italy aiid the Un itedl Kingrdom. If the
chianges,- from 1967 to 1970 aire colaredl, export, prices rose more1- in
the IT.S, (but ly a relhatively sinall margin) , anl aill other countries
surveyedl here except Italy. Thme samle app)1lies for tile 1966-70 comnpari-
son. Thle 1965-70) comparison shows similar results, except for Japan,
where domestic 1111( export rises were about the samne. Ini thle 1964-70
comparison 1b0th 'Japanl and Italy show at 'slower rise in export thantl in
domesticc prices, and the same aI)1lies to the 1963-70 comparison.

Tro sumn upl, only in Italy among industrialized countries selected
here (and by Mr. Borch) (lid export pices rise less than domestic
prices, consistently, no matter from which of the years 1959 to 1963
the rise to 1970 is calculated. Ini the case of JTapan, one has to go back
to 1964 to notice-a slower rise in export. than Ii domestic prices. The
changes from 1965 were about. the same, and since, 1966 Japanese ex-
p)ort prices ftlpl)Cii to have, risen more than doinwstic prcs In. thle case
of France, thle export, prices appear to have risen slightly less than
(domestic prices only since 1968, and in the case of Germany only since
1969.

As indicated earlier there aie many difference-s in thle composition
of the data, in thie way they are collected, and the units in which they
tire measured. Conclusions can only be very tentative, therefore, and
when, attempts tire made to make -comparisons they should be based]
onrly on relatively large differences Ii the movementss. H-owever, the
data do demonstrate thaft different sets of data can lead to rather dif-
ferent conclusions than those indicated in Mr. Borch's statement.



MOVEMENTS OF DOMESTIC WHOLESALE PRICES AND EXPORT PRICES OR UNIT VALUES OF SELECTED INDUSTRIALIZED COUNTRIES

11963- 1001

United Slates Canada Japan France Germany Italy United Kingdom

Export Damestic Export Dameatic Export Domestic Export Domeatic Eaport Domestic Export Domestic Eaport Domeatic

(1) (2) (3) (4) (5) (6) (7) (8) (9) (10) (11) (12) (13) (14)

1960 ...........99.0 100.0 95.0 94.0 106.6 99.0 99.0 91.0 101.0 96.0 102.0 99.0 96.0 95.0
1961-----------101.0 100.0 96.0 95.0 tO2. 5 100.0 98.0 94.0 100.0 98.0 98.0 99.0 96.0 97.0
1962 ..... 100.0 100.0 99.0 98.0 99.5 98.0 99.0 96.0 100.0 100.0 98.0 102.0 97.0 99.0
1963-----------100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0
1964 ........... 101.0 100.2 101.4 100.3 100.2 100.2 103.9 103.6 102.4 101.1t 101.4 103.4 102.0 102.9
1965 ..... 104.2 102.2 102.7 102.4 99.2 101.0 104.8 104.4 104.7 103.5 101.8 105.0 105.0 106.8
1966...-.......107.5 105.5 107.0 106.1 99.3 103.4 107.7 107.3 106.9 105.3 100.7 106.6 108.0 109.6
1967 ........... 109.6 105.8 109.1 108.0 101.0 105.4 106.9 106.3 106.8 104.4 101.6 106.4 110.0 110.9
1968 ........... 110.8 108.4 113.0 110.3 101.3 106.2 106.0 104.6 105.7 103.8 101.1 106.6 118.0 115.3
1969 ... ....... 114.8 112.7 115.8 115.5 104.9 108.5 113.9 115.8 111.2 106.0 104.5 111.0 122.0 11'9.8
1970 ........... 121.4 116.8 118.9 117.2 110.4 112.4 125.3 124.3 116.5 112.0 109.6 119.1 130.0 127.7 O
1970 In

percent at:
1969 . 105.7 103.6 102.7 101.5 105.2 103.6 110.0 107.3 104.8 105.7 104.9 107.3 106.6 106.6
1968 ... 109.6 107.7 105.2 106.3 109.0 105,8 118.2 118.8 130.2 107.9 108.4 131.5 110.2 110.8
1967... 110.8 310.4 109.0 108.5 109.3 106.6 117.2 116.9 109.1 107.3 107.9 111.9 118.2 115.1
1966- 112.9 110.7 111. 1 310.5 111.2 108.7 116.3 115.8 109.0 106.4 108.8 111.7 120.4 116.5
065 ... - 116.5 114.3 115.8 114.6 111.3 111.3 119.6 119.1 111.3 308.2 107.7 113,4 123.8 119.6
1964 ... 120.2 116.6 117.3 136.8 110.2 112.2 120.6 120.0 113.8 110.8 108.1 115.2 127.5 124.1

Note:
Cot (4) Wholesale prices.
Cal (5) Average Ministry at Finance and Bank at Japan.
Cal (9 Whales ale prices at enport gods.
Col (18) Wholesale p rices, IndustrialI; 3968 if original loden excludes value added Ian plan

5 pants to adjust for break In series.
Cal. (14) I ndustrial otput prices.
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The following paragraphs and tables taken from Mr. Boroli's state-
ment refer to thle problem of "dual" p)ricig trends:

1 . I believe the important factors to which this Committee is ad-
dressing itself, the trade distorting practices by which other govern-
ments seek to attain their international economic objectives, are a sig-
nificant, cause of our declining -trade balance. With tariffs since the
Kennedy round at less hindrance to trade, these iion-tariff distortions
have grown increasinly s Inificant during the 60's, anid their exercise
has become increasingly soph~liisticated. Sonic-such ats concessionary fl-
nancinga, inidirec'tor direc-t sil).sidies, rebates of hidiriect taxes, and rapid
cleprecition-have the effect of artificially reducing export pr~ices.

'2. These conditions have been visible to many of us for a number of
years, but ats at nation we, are very late in recognizing them. In the
statistics which I will present here, thle inference canl be fairly drawn
that we have been badly outmaneuvered onl the trade f ront.

3. May I therefore call your attention to Exhibit A. Cast in index
numbers, E4jxhibit A shows- the change ini export, price levels and conl-
sumier price levels for the U.S. and six major industrial countries over
the last decade.

4. To Iput the situation in a little closer focus than Exhibit A, I've
had three tables prepared which more graphically illustrate this situ-
ation. If you will now turn to Tables I and 11, these compare what
happened to domestic price indices and] export price indices from
each of the seven countries during two distinct periods-namely, in
1960-64, and in 1964 thn 1970.

5. Column B puts the various national inflation rates in perspective
forth 6470period, the period when the U.S. trade balance slipped

6. Columns B and E dramatically illustrate that rises in domestic
price levels are not necessarily reflected in commensurate rises in export
price levels. The U.-S. export price index seems obviously to have, beenl
affected lby our domestic inflation; but Japan, the United Kingdom,
and France (and Italy during '60 thru '70 period) with higher infla-
tion rates managed to hold increases in export price levels to rates one-
half or less than ours.

7. How could this be done? In such economics, where diversified ex-
ports account for a significant share of the total manufactures, this is
possible only when governments help exporting industries at the ex-
penses of the domestic consumers.

8. Now, if you will please turn to Table III, it is designed to show
the excess in domestic price levels over export price levels for each of
the seven countries over three points in time-that is, 1960, 1964, 1970.

9. Column G indicates that, in 1960, aill countries export price levels
were relatively higher than the domestic price levels-with the Japan-
ese and Italian levels very appreciably higher.

10. Column II for 1964 shows a near statistical equilibrium, but with
domestic price levels generally slightly higher than export price levels.

11. Column I shows the dramatic chiaiige, that took place between
1964 -and 1970 with domestic price levels from 16% to 33% higher
than export price levels in Japan, Italy, U.K. and France.



12. With such patterns apparent inl the ability of some of this coun-
tries' nmjor t rating p~artniers to insulate their export pricing from
their domestic economlies, it appears obvious to ine that it is dranger-
ous simplification to generalize that inflation, by itself, is the cause of
our own trade balance problem. The answer, I suggest, is more
comp~licated.

13. 1 am convinced onl the basis of all the evidence I have seen, tht
tile an.1swer is that we haw", been outmaneuvered onl the international
economic f ront. I refer to the combination of export, rebates, dual
pricing, tilted tax structures, indirect export subsidies, and thele,6
which we face inl international competition.

Table called "Exports alid Domestic Consumer Price Index (Ex-
hibit A) ,"

And Tables 1, 11, and Ill (Exhibit B).



Appendix E

Trade Policies in the 1970's--Report by Senator Abraham Ribicoff
to the Committee on Finance
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LETTER OF TRANSMITTAL

U.S. SENATE,
COMMITTEE ON FINANCE,

Hion,. RUSSELL B. LONG, Washington, D.C., M1'arch 3, 1971.
Chairman, Committee on Finance,
U.S. Senate.

DEAR Mn. CHAIRMAN: In January .I traveled oil behalf of the Comn-
inuttee to London, Brossels and Paris. This was shortly lifter con-
sidleration lby the Committee anmd the Senate of trade legislation
contained in the Social Security Amendments of 1970.

In iny additional views to the Committee Report onl this bill, I
pointed out that our country's trade policies will increasingly affect
0111' relations with our Europ~ean allies. My discussions in Jiurope) re-
inforc-ed this view.

In Brussels, thle headIquarters of both NATO and the EEC Council,
I exchanged views with our extremely knowledgeable envoy to the
European Comnmunities-Ambassador J. Robert Schlaetzel. During
my stay there,, 1 wats also briefed on NATO and military matters by
our Ambassador to NATO, Rob~ert Ellsworth. In Brutssels, Somel of
tho foreign officials I talked to included:

Finn Olav Gundelach, Danish Ambassador to the European
Communities.

Emnmanuel Sassen, Dutch Permanent Representative to the
European Communities.

K. D. Christofas, Minister, British Mission to thle European
Communities.

Louis G. Rabot, Director General for Agriculture, European
Communities.

'rheodorus Hi) zen, Director General for Foreign Trade, Euro-
pean Communities.

In Paris, I renewed my acquaintanceship with Ambassador Arthur
Watson. The Am~bassador's background as a former Chairman of
IBM is proving invaluable in deal ing with the French onl economic
matters. His adldlress last December to the French Diplomatic Press
Association reflected his firm grasp of the outstanding economic
p roblems between ourselves andfE urope. The Embassy's Economic

Minister, Bob Brand, was extremely helpful and his insights into these
problems were particularly useful.

Some of the Fren(cl officials and public figures I met with included:
Jepn-Rene Bernard, Economic Advisor to President Pompidou.
Paul Huvelin, President of PATRONAT.
Luc la Barre de Nanteuil, Director, Multilateral Economic

Affairs, Foreign Office.
Bertrand Larrera de Morel, Deputy Director for External

Trade, Ministry of Economy and Finance.
(V)

62-790 0 - 71 -pt, 2 - 26
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In London I had the opportunity to meet with some of the people
involved in lBritish trade policies at this critical juncture in Britain's
relations with Europe. Stanley Cleveland, our Economic Minister
there, p~rovided me with an excellent background to the problems
raised by these neo tiations. Others I met with included:

Anthoniy ran t, M.P., Joint Parliamentary Under-Secretary
of State for Trade, Department of 'rrade and Industry.

Charles DA Wiggif, Head of American Department, Foreign
and Cotnnionvealt i Office.

John R. H. Whitehorn, Deputy Director General, Confederation
of British Indlustry

M. . Fshr, D l 't (itor, The Financial Time&.
I have triedI in the attached report to stimmarize my iml)ressions

of the key issues in U.S.-EEC relations and to suggest what initiatives
andl action should be undertaken by all concerned to avert future
international trade conflicts.

I wish to thank the Department of State and its able representatives
abroad for their invaluable assistance.

Sincerely yours,Am icop
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TRADE POLICIES IN THE 1970's
Introduction

TVhe Conpress came close last year to eniactig at foreign trade bill
which wvoii d have had serious implicattions for both our dlomfestic
eCOllly anld ourl foreign policies.

The restrict ions against foreign im ports contained iii the 1970 trade
bill raised thle grimi lpossibilit y of tie begining of ia trade war between
ourseve~s till(] 0111. major' trdig lpart~iieIs. Strong thr-eats of retaliation
against, the Unlited States were mnade b~y Commnon Market slpokesmnen
and by at mnbet' of other counlltries . F1lln(laitlenltal relationlships
between ourselvs anil 0111 closest, allies were at stake-bitt these conse-
cuitinces seemed to be ignioredl by our- policy-makers.

'Aginhst this lbackgromIi(l, I traveleol ill' Januiary onl behalf of the
Finiance Committee to Lon(lon, Brussels awil Paris to explore the
reasons for the d1eepenling chill inl our' relations, atiol to (let erminle how
at constructive dlialogule Couldl be itiateol before an oeen greater crisis
was upon 115.

'1'li blame for the current imipasso should not be placedl only on
the United States. The European Economic Commnity (EEC) and
Jap~an, through their aggressive trade expansion policies and disregard
for basic American economic interests, share ait least anl equal measure
of guiilt. Recently, they have been inclined to retaliate instead of
negotiate.

S'inlce its oisastrouls experiment with stroiig protectionist measures
in the 1930's, the U.S. government has strongly wdvocatte(I freer trade
among nattionts. The successful conclusion of the Kenneely Round,
wiceh lowered tariffs by one-third throughout the worldI, wats the most
notable effort,. As at former Senatte delegate to the Kennedy Round
GATT discussionn) from 1963 to 1967, 1 wvas pleased to be able to take
part in this tinl precdented accomplllishment.

But to&la, th traditional methods and ld( slogans of international
traoe andl investment are sitfl I not relevantt when (dealing with the
increased economic power of theECadJpn h ~cmnn
trading position of the United States in the world has faded, and we
have run into (difficult economic times and rising. unemployment at
home. The issue in 1971 for the United States is no longer trade
expansion through free trade, but through fair trade.

Any significant change inl economic policy today in one industrial
nation inevitably has serious effects on industries as well as govern-
ments of other nations. Investment flowvs, balances of payments and
trade balances are shaping national interests. As these trends con-
tinue, trade policies become more politically explosive. These questions
have a direct bearing on fundamental foreign policy issues.

My discussions in Europe last month reinforced my view that
during the last quarter of the Twentieth Century geocconomics will
replace geopolitics as the prime concern of international relations.

(1)



972

B ut the Administration and the Congress have not faced up to this
now reality. We must reorder our priorities in foreign n affairs elevating
international economic problems to the high level of attention they
deserve.

Our nation's and the world's future prosperity will increasingly,
depend on whether the nations of the world trading community wvill
be able to establish new workable rules of international trade and
investment. The responsibility for beginning this formidable task
must be shared by the United States, the EEC, and Japan more
equally Trl U.S. can no longer be expected to bear this burden alone.

In Eiurope I urged Common Market officials to issue a statement
now of the EEC's future intentions, rather than wait to do anythin~
until after negotiations for British entry are completed. rrhis sinai
but vital step) is the minimum necessary at present to get the major
trading nations off lead center in resolving the conflicts between
them.

At the same time that the Common Market pledges its future
cooperation, the Cot)gress must concentrate its own efforts On provid-
ing more effective adIjustmenOt assistance relief to industries andI work-
ers harmed by im ports. Until the time is11 rie for major legislation to
exp~andl world trade and investment, it will be necessary to withstand
pressures for restrictions which mnay not be in the interest of the
nation ats at whole.

Trhe time for laying the necessary groundwork for creating new
norms of international trade conduct is now-and I hope that the
Congress will play a constructive role in this vital task.
The 1970 Trade Bill

Trle background to the 1970 trade bill provides a case study of how
not to make foreign economic policy. While one can understand why
many industries vied for greater relief, it is more difficult to condone
the infighting between the Departments and agencies of our own
government. With the Treasury Department's main concern our

balance of payments, Agriculture's in safeguarding our agricultural
exports, Commerce'in promoting more U.S. industrial exports and
investment abroad, State's trying to keep) trade issues separate from
foreign policy or submerged beneath diplomatic considerations, and a
host of other agencies looking after their own special interests-our
government's policies are often contradictory and conflicting.

The most disturbing aspect, however, wvas our government's failure
to develop a dlefensibfe position on foreign trade consistent with the
national inteiest and our overall foreign policy objectives. The Ad-
ministration's casual use of the legislative process last year to apply
pressure in a set of negotiations with a specific country constituted a
hmgh degree of irresponsibility. Trhe risk far outweighed any possible

Although the trade bill was introduced in late 1969 as a simple
housekeeping measure, by the spring of 1970 the Administration was
attempting to use it to wvring concessions from the Japanese during
negotiations in a so-called "voluntary" quota agreement for Japanese
man-made and woolen textiles. What started in early 1970 as a tactical,
if somewhat heavy-handed, negotiating plhey, clearly got out of hand.
This should have been expected since other American industries have
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serious problems too. Besides (crvatilig at needless crisis ill ourl relatio;.s
with Japan, the trade bill provided at vehicle for a batch of uncoordli-
natedl trade measures. Like Topsy--the 1970 Trade Bill just grew.

The vorsaeo ti economy an(1d rising unllilloynle'li u tnder-
stand ably contribu tedl to the growing S('1ltimlenit for relief front

increasing rates of impIorts. But, the passage of at jerry-built, trade
bill last Year could have had( dlisastrious ;conisequience- for world trade-
1111(1 Our own1 economy. Any decision signaling at shift in ouir nation's
list policies should have come about through at careful weighing of aill

of the consequences, certainly not as at result of anl att('illpt to set tie
a domesticc p)oliticall de~bt.

Th'le appIrehension aind alarm with which the trade bill was viewed
abroad was unliniiouls. Serious t hreats5 of ret alia tion against thle U.S.
were1 Mnade by at number of Coll fit ries--including our closest trading
p~artners and 'oldest allies.

ILast, fall, the Europeans argued that passage of the 1970 trade bill
would have had at considerable adverse effect, oni their economies.
Quotas onl textiles, they pointed out,, would have affect ed aill major
countries, and shoe quotas would hatve affected Italy and Spain
substantially. The escape clause (!]fail Ye llus the new trigger11 for

W uotas, they claimed, would have affected billions of dollars of
urope's export s. The Council of the European Economic Community

declared that '"the adoption of protectionist measures by anl important
industrialized country, could unleash at cumulative process of trade
restrictions . . . the Community is ready to take the measures
necessary to protect its interests sh~old they lbe endangeredd"

A most likely first target of ainy EEC retaliation would have been
our considleraib e soybean exports to the EEC, which alniountedl to
$640 million last yeatr alone.

In addition tolthe threat of retaliation against American p~rodlucts,
there was also serious talk by senior Common Market, officials of newv
restrictions against, our large investments in Europe.

The EEC's preparations for a trade battle, which fortunately
never came about, are a clear portent of future conflict between the
EEC and the United States. Relations between the United States
and the EEC in recent years have been steadily worsening. rrherv is
little p~rosp~ect for implrovemnen t since in tern ation ally, mult ilat eral
discussions on trade and monetary '4ffOil's are at, a standstill.

Thle alatrm raised aibroad by the 1970 trade bill was genuine. But it
should not have come ats such a great surprise. Increased rates of
inmportedl goods plus restrictions onl Arruerictin exports in recent years
have caused many Amierictuns to take at closer, more critical look at
our traditional trade policies.
Changes in American Attitudes

The present unemployment level of 6% in the U.S. is far heavier
than any of the industrialized Europeain countries have known for
many years. Jap~an today is at full emnploymient, aind the EEC has
stated that a "tolerable" unemployment rate is 0.8% in Germany and
3% in Italy. Our current ratte of unemployment means that there tire
more than 5 million Americans today who cannot find work. They are
making their voices heard-and they must be helped.
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Inl 1959, 2.3% of America's shoes were made abroad. In 1969, 14%0
were'. Inl 1959, WC(, impllorted1 $283 million worth of wearin apparel-in
1969 the figure wats $1.2 billion. Not, surprisinglIy, the A14'L-CIO last
ye'ar su1ppor'Ote j~.ropoied quiotast. ()n textiles, apparel and footwear.
According to their Ot'i untes, some 700,000 U.S. workers lost jobs (tie
to imports between 1966 and 1969. A statement, issued b the AF'L-
CIO) whlile the trade bill wvas lbeing conisidered1, declared ' re trade is
it() longe.ro nor~111 t radle,'

Il Vicreasinly1' ,"( cetil Anmerican indlustl'ics find thivnisvlves minablo to
compete wvithl cheaper goods ,produlcedI ilbroa( b7 lowver-wage labor--
an,1l Oft'I1 StbSidiZ'( lby fl'1 riel governments. Some larger J11llilitc,
tol rets haLve react ed b~y 'stil islung sulbsidiaries abroad' to( take ad-
vantLa1 tItOof lower ne vaii ung wage i'atevs there.

WhIle the ''rnaway mnill'' may be one waty of meeting fore(Iigni
com pt i doll for iuidlist'r-y, it, is, of cou Irse, nio solultiol ats fav Its labor is
c"onIcer1nd. When we sj eak of labor we are talking about people, their
families, their ciniinic nies, iuid their ftituiies. Exp)laining the lawv of
COnljparativo ad vantage t worker wvho has been laid( off is not ta
paticu((llar'ly tisefit I exerc~iso'.

Thle tuost powerfill voices ill oJ positioii to chan11ges; inl oui vuirren t
t rade policies (ole( fromt large U,.S. (!orjpo1'it-i011 and1( banks whose
linlt it ional ('h iaI'a(' tor 1111d1 growing iniv(stnlients ab~roadl dlictate it
freer trde l'3ol s )05 l1. Already I heir pr1odluiction labroald r'epresent1it5
sizea ble, chiunuk of export s froini inl1 111)rts iii to the U.S. If it 5fPiI100I
sh-iange for bulsinlessmlen to be fighting or fre"'r entry of goods into thais
('01111 try, an %11 orkers, who at-(,. after till coilsumneis too, to seek restric-
tionls onI this tlow---t his is oly at reflection of thle 1nnfrecedented chatiges
taking place inl world trade pa it terois.
T'he MulU~uitional ('roiion

A criiciial fact or ill "U.S.-1Ehuropea1 relatijons ill thle years ahead, and
ill relations between the und(erdlevelopedl find( developed nations, is
the rapid increase inl the in terniat ionalizationi of prdution. Already,
American firms produce more t hall twice aus mn i(i abroad ais they ('X-
p)ort. The Frenc'h reoao't ion to the '"American challenge'' posed( iby it
rapid expansion01 of Amiericul 11n1n1tillaft jonal corporations has already
become ani inporiti ise bet ween our1 two countries. While many
American companies are inl fact, e'xpand~ing faster tluan their Eu ropeani
rivalsH, Euolropnain mulhltinaltionail firms more than hold thei' own else-
wvhere iln the world. The ('urveilt rate of capiital outflowv from Japanih,
the Common Market coiw, ries, and +he United States represents
roulghly the slime l1'pIoprtll of GN P foi' all three.

At the same thie that American itivestmnent is still at vital source 4f
t echnological knowledge and capital for Europe, Eurolpean countries
are now transferring increasing amioun ts of long-term investmnie t
funds to tie United States. Inl 1969, this flow to thec United States
alnotnt('(1 to $27.5 billion, while the flow to Europe was $26.7 billion.

The rise Of lie% ii11ittillatioiimi corjporationlly reprevsents the
bogliing of a11( era iii ill inteiii at ional ecollnic relat ionlship:i.Th
crucial quecsti103 here is 1l1(her this will be aL source of conflict or -.
st abilli,ng factor. H-ow do yout r('('Oneile, tile efficiell t ('xIloitationl of
te(chliolofgical Change with, thle (desire of nat1ions for ecolloii
ilndelend en'lce? Given t he enormous p~ower' of some of these corporate
giants comp~aredl to I he resources anld skills of the less (lCvelojped
nlationis, thle potential for political tiIpleaval is enormous.

4
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Our government, inl c(lij unctioni with an ei largedl EEC itidl Japan,
mu11st, face up, to thte serious1 impact oil fo )reign policy of the niew
llelloilllohi of the 1iilltiliationiZl corj)orittloll. The( needle to resolve the

critical questi bns of d ie relationships bet iween thle mull inatiomia
corjporat bo)I aitil the niatioii ill which it, oJperates, is *j ust its jpres;sirg a
prolblem its tie task of eliiniating barriers to ipiternitt ioial t rud e.
The recently concluded oil talks and~ thle coiitiniuiiig iiatimizlizat lol
of foreignf-owlledl interests atroido the globe testify to the( urgeliit !iee I
of coming to grips with the awesomew iiplical ion~s of t ultui at t1onal
corlporat ion.
- 1 Changing 11'Orld Trade Pictitre

One fact of econlomlic life thlat, has, niot yet been hilly digeste(Ile hee
is that the Euuropeani Coinmon Mfarket, not the United States, is the
p~redomninant trading power ill the world todIay. [rhe EEC, comp~lrisedl
of West Germany, France, Italy, Belgium, the Netherlands anld
Luxembourg, has already sulrpassedl the United States inl the volume
of its foreign trade. With tie anticipated adlditions of Great Britain,
Norway, Denmark and Ireland, the EEC is expected to account for
40%/ of aill the world's implorts. By 1980, it is predicted that the comn-
binied GNP of anl enlarged EEC will reach the trillion dollar mark.

Another fundamental change in our relations with Europe is that
while their balance of p~aymnents position has markedly improved,
(Inc to strong inflationary pressures onl oiur own economy, our, own1
position is much weaker than it was a decade ago. Our- balance of
p)ayment,-- (deficit in 1970, onl tin official settlements basis, reached
10.7 billion dollars.

Europe has come a long way from the devastationn and ruin of 1945.
Even the most casual visitor must be struck by the rapid pace of new
construction, the large number of sleek automobiles cai ht in traffic
jams,. and the general affluence that pervades Western Europe today.

This economic renaissance is (dnc both to generous Marshall Plan
aid1 and to the ability of six nations with many differences to work
together to forge common internal policies. However, largely as a
result of these internal successes, problems have been created for the
United States.

In spite of its nowv commercial position of p~reeminence, the EEC
on the whole has continued to carry out policies of the p~ast. Its
institutional energies have been focused onl the rationalization and
harmonization of industry and agriculture within the six Common
Market countries. This has inevitably led to frequent. conflicts with
our own country and there has been little success iii ironling out
differences,. Only last December, Agricuiltuire Secretary Hardin'g
meeting with the EEC Commissioner D ahrendorf was described as a
disasterer" in the New York Times' account of this episode.

Japan's Stunning Eyconomic Success
If our relations across the Atlantic have soured because Europe is

now more of anl equal, so has Jap~an's Ipreeminient economic p~ositionl in
Asia p~resentedl new challenges to our foreign tiade policies. Japan's
economic growth has been more than matched by its p~henomenlal
export growth. In 1968 and 1969, Jap)an increased its exports by 24%
and 23% each year.

5
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M uch of Japan's export growth has beenl ini the American market or
inl foi'eigii markets tradlitionlally served by U.S. products. This wouldl
be more atccep~table if the Japanlese themselves did not at present have
somle 100 separate quotas onl imports, together with a truly amazing
array of administrative proce(hires which make trading with Japan a
painful exercise in frustration. Also,' Jap~anese penietrationl of American
markets has been stimulated by severe EEC restrictions onl Japanese
expJort s.

The need to come to terms A\ith tlhis giant in Asia is Obvious. It
seems to me that the more w\e must disenigage from a military role iii
Asia, the moro we should concentrate onl economic policies to achieve
stability anl(l liaaced growth in the entire region.

We must look beyond or, lpresent, problems with Japanese textile
imports. Actuially they are of a very temporary nature since the
Japaniese are rapidly losig their comn petitive position. Imports of
textiles inlto Japan itself are oi the rise as the level of Japanese wages
alprwoachces that of the Common Market countries.

IO followNinlg listing Of compl-ratiVc wage rates illustrates this:
Wag~es per hour

it; 19691
Unfited1 States ------------------------------------------------ 32C, 2
Japan--------------------------------------------------------- 79.7
France ------------------------------------------------------ 81.5
ltaly -------------------------------------------------------- 77. 0
United Kingdom---------------------------------------------- 131.9
West Germany---------------------------- -------------- 129. 8

IUnit: U.S. cent.

These figures also show the great (disparity between foreign wage
rates and our own. While American technology can do much to over-
come this gap), our go-vernment must see to it that American industries
are allowed to compete oin more equitable terms in internation'al trade.
Non ariff Barr iers

If the roles of the players have cl-jigedl, so has the shape of the
game itself. Nonitariff barriers (NTBs) are today the major imlpedi-
ments to world trade, not tariffs.

'J~o at nonecononust, nontariff barriers arc a bewilderig maz 'e of
restrictive tradec practices whose bounds seem limited only by man's
fertile imagination. I am told that, some 400 different nlontariff
barriers have been idlentifiedl. Broadly speaking, however, they can be
hm led under several general categories:

(1) Government participation in trade)
(2) Customs and administrative entry procedures,
(3) Standards which iniJpede trade,
(4) Specific limitations oin trade quotas, andl
(5) Charges Onl imp~orts.

These barriers pResent, problems that are likely to grow with the
rise in sentiment, for more effective consumer protection and environ-
mental control all over ti-c globe. The relative competiti-ve Positions
of whole industries and entire countries can be (Irastically e--anged by
(differences in internal p)olicies from country to country. While our
auto industries' recent proposals to raise bumper heights may, in fact,
p~rovidec a larger measure of safety, imagine I- ow the imposition of this
standard would affect our1 trade relatio-ns with Germaniy and Japan
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and other automobile exporters. On the other hand, safety or anti-
pollution requirements put on U.S. industries may well price them out
of export markets.

The need is urgent to begin dealing with these new problems
before different national safety and environmental standards are set
in concrete.

The problem of how to negotiate to reduce NTB's is extremely
difficult. One suggestion is to trade them off in clusters. Another is
to deal in specific policies cutting across particular barriers by setting
international standards and guidelines for national decision-making.
The greatest, difficultyy, however, is just getting such negotiations
started.
The EEC's Common Agricultural Policy

In Europe, I had the opportunity to discuss the Common Agri-
cultural Policy of the EEC, a nontariff barrier of crucial impllortance
to U.S.-EEC relations. The CAP provides for extremely high artificial
support prices for agricultural commodities in all six EEC nations.

With the completion of thle Common Agricultural Policy in 1967,
EEC imports from the United States for the items covered by the
variable levy have declined by 40% in three years. Because the
EEC's export subsidies are financed by import levies, there is no
financial constraint on export promotion. The EEC system can truly
be described as being mercantihistic in its willfull restriction of imports,
stimulation of home production, and promotion of exports.

The variable levy system is far worse in its trade effects than import
quotas. It is a total negation of any trade competion. The costs of
these policies are being borne by third couintries-7and particularly
the United States. It is only to the EEC and Great Britain that
American agricultural exports have stagnated or fallen off significantly.

With the anticipated British entry into the Market, the problems of
American agricultural exports there will increase. In anl economic
sense, increased British self-sufficiency in agriculture makes little
sense. If Britain concentrated instead on modernizing her obsolescent
industries, everyone would benefit. With British adoption of the CAP
as it now stands, the United States would be entitled to heavy compen-
sation for the consequent breach of its access rights. This particular
question might prove to be academic since the British public is still
solidly against U9K en try into the Market. In addition to obtaining
the most favorable terms for British entry, Prime Minister Heath has
a considerable selling job to do within his owvn country. However, the
expectation is that present differences on details of entry will be worked
out, and that Britain will be a member of the Common Market by 1973.

If real progress is to be made in reducing trade barriers between
ourselves and the EEC, the Common Market countries must begin to
seriously consider the substitution of income support for its agricultural
sector, in place of its present price supports.
The EEC's Preferential Arrangements

Another EEC policy potental harmful to the world trading system
is the proliferation of disciminatory trading arrangements negotiated
by. the EEC. Most of these have concentrated on agriculture or
primary products. These agreements are in clear violation of the
GATT rules.
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The number of countries involved in such preferential arrangements
is now twenty-four, with others being negotiated. While the Ipresent
consequences to U.S. trade are still minor, the EEC is on its way to
expanding into a world-wide trade bloc which could conceivably
include even some Latin American countries. While temporary arrange-
ments with former colonial territories of EEC countries make some
sense, its preferential arrangements with Mediterranean countries
are much iess defensiblee. These arrangements, by including reverse

p references to EEC countries, could snowball to a point where the
U.S. would find its access to world markets severely restricted, and

trade competition with other outsiders intensified.
The E C-NA TO Link

In my discussions in Brtissels, Paris and Londlon with foreign
officials and business spokesmen, certain general themes emerged.
Along with at general feeling of relief that the 1970 trade bill had not
been enactedl, there was serious applrehenlsion expressed over what
future restrictive actions the Congress might take.

While there was genuine concern (disp)layedl over the deterioration
of the U.S.-EEC relations, current EEC trade policies were vigor-
ously defended in terms of the favorable U.S. trade balance with the
Common Market. This slightly more than a billion dollar yearly
export surplus for the U.S. over the past decade does not, however,
tell the whole story. It is unfair to consider U.S.-EEC economic
relations as distinct from U.S.-NATO security arrangements. Our
trade surplus amounts to only a small fraction of our country's
contributions to European security and the European economy.

The current annual costs of maintaining U.S. forces in the European
area, including a proportionate share of the support base in the U.S.,
is estimated at $7-8 billion. We also spend roughly (double the per-
centage of our GNP on defense expenditures than (10 our NATO
allies. Because of this, our favorable trade balance with the EEC
should not be evaluated in isolation, especially by Europeans.

We should not hesitate to point to the considerable burden we still
assume which enables Europe to pursue its commercial interests and
to prosper free from fear of external threats. Our own government's
reluctance to link our trade policies with our other foreign policies in
Europe undoubtedly encourages our European allies not to take us
seriously in defending our economic interests.

In his State of the World message last year, President Nixon stated:
"Intra-European institutions are in flux. We favor a definition by

Western Europe of a distinct identity, for the sake of its own con-
tinued vitality and independence of spirit. Our support for' the
strengthening and broadening of the European Community has not
diminished. We recognize that our interests will necessarily be af-
fected by Europe's evolution, and we may have to make sacrifices in
the common interest. We consider that the possible economic price
of a truly unified Europe is outweighed by the gain in the political
vitality of the West as a whole."

This was an open-ended invitation to Europe to continue to ignore
the economic interests of the U.S.

When the United States threw its weight behind a more unified
Europe, we never expected the EEC always to agree with us. But it
was lair to expect the Common Market to play a significant role in
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improving world economic relations. President Kennedy in 1962 put
it this way:

"We do not regard a strong and united Europe as a rival but a
partner . capable of playing a greater role in the common defense,
of responding more generously to the needs of poorer nations, of
joining with the United States and others in lowering trade barriers,
resolving problems of commerce and commodities and currency, and
developing coordinated policies in all economic and diplomatic
areas . ..Y

His observations are even more pertinent today with the EEC's
growing economic p~ower.

European leaders must become more aware that American political
support for a more unified Europe will weaken if Europe's increased
economic strength is used to harm American interests. It is almost
beside the point to list specific European grTievances against the U.S.
The essential point is that the U.S. and Euirope will come into increas-
ing conflict unless there is much greater sensitivity shown by Euro-

peans for American's economic problems-and more of an appreciation
for the pressures these generate on the Congress.
The Need for an EEC Initiative

The most significant portions of my discussions did not dwell on
past grievances-fancied or real-but on future opportunities to im-
prove relations between the U.S. and Europe. The following are some
of the key questions I raised:

1. If Europe insists she cannot do more on security contribu-
tions, can she take a more Ipositive role in terms of trade policy
and foreign economic policy generally? As NATO issues become
less central, there is certainly more room for European initia-
tives on~ other fronts-Brandt's Ostpolitik furnishes a most
appropriate example.

2. Why can't the EEC, as the major trading entity in the world,
begin negotiating on two parallel levels-with the UK on one,
an~d the U.S. and the rest of the world on another?

3. The EEC and the U.S. are on a collision course on several
issues. Yet, the EEC maintains that the U.S. must wait until
enlargement is completed before any broader discussions can be
held on third country problems. The U.S. is now in relatively
l)oor economic shape, with a climate of protectionism in the
Congress. Under the circumstances, shouldn't the EEC take the

lead in stimulating a serious dialogue on our outstanding
problems?

Tphe essential problem to my mind, is not one of seeking further
reductions of tariffs or eliminating specific quotas, but in ending
mutual recrimination and working out ways to coexist and cooperate.
From an American point of view, the EEC appears to be looking after
its own internal interests to an excessive degree and to the detriment
of outside countries. It is difficult to fully accept the argument that
the EEC cannot take part in trade negotiations at the same time their
enlargement process is taking place.

The problem is surely not one of sufficient negotiating manpower,
since the Europeans seem to have an abundance of qualified, com-
petent trade negotiators. The other major argument-that the political
unity of the EEC has not progressed sufficiently-can be used in-
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definitely. What is obviously lacking is the requisite will to assume
responsibility for the world economy as a whole. The U.S., it should
be recalled, has been the originator of every major trade initiative on
an international basis since 1934.

The most direct European initiative would be for a member country,
or the EEC Commission itself to suggest a new trade overture which
would be transmitted to other countries after a)lprova~l by the Council
of Ministers. But this approach is not real lyalfeasible because of the
considerable time this could take. Also, it would he difficult to over-
come the great inhibition against undertaking any major action
during British entry negotiations.

Recourse to traditional GATT-type negotiations are no longer a
solution either. The techniques that worked well to reduce tariffs are
grossly inadequate in dealing with NTB's. The EEC is simply too
big9 and powerful to negotiate with other countries in the same way
as in the p~ast. In any event, it might take several years before the
p roper climate in the various countries could lead to formal comp~re-
hensive negotiations. The success of the Kennedy Round in reducing
tariffs could not be expected to repeat itself without the solution of
many other trade and investment problems first.
EEC Statement of Intent

There is, however, one important initiative that should be under-
taken now by the EEC with a minimum of preparation and difficulty
which could lead toward serious negotiations later.

I believe that the EEC should state now its intention that after
enlargement is agreed to in principle, it would actively pursue liberal
trade policies and seek a reduction of NTB's. A positive statement of
intent now would be a definite plus for the EEC by helping ease pres-
sures for new restrictions in the U.S. This would undoubtedly con-tribute to more balanced policies here pending the outcome of Wiis m
entry negotiations.

My1 suggestion for the issuance of this statement of intent by the
EEC was received with sufficient interest in Europe to lead me to
believe that this is a distinct possibility. While this declaration is no
substitute for eventual high level consultations and negotiations on a
host of vexing international economic problems, a s 'tatement of intent
now could ease the crisis atmosphere between ourselves and Europe
over trade issues. If, in addition, Japan could pledge her future co-
op~eration and pledge her restraint, we would have the time necessary
for laying the groundwork for serious negotiations in the future.

The longer the EEC waits to make this small start, the more the
problems will multiply and positions harden. The time has come to
stop discussing petty differ-,nces and to begin dealing with the basic
philosophical issues involved.
Possible U.S. Initiatives

There are some initiatives that could be undertaken soon with a mini-
mum of difficulty. The Organization for Economic Cooperation and
Development, comprised of twenty-two full member states has already
scheduled its annual ministerial-level conference this coming June in
Paris. Our Secretary of State will chair the meeting this year. This
would be an appropriate occasion for the United States to seek OECD
Ministerial endorsement of efforts by international institutions to lay
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the basis for the creation of a new set of trade and economic policy
mechanisms. It wouldl be useful if the Congress could send observers
to this conference-.

Thle United States should also seek discussions among Trade and
Finance Ministers onl the specific policies of member countries which
have been causing friction, and try, at a minimum, to sort these non-
tariff barriers out.

Another initiative the United States should undertake is to propose
the creation of a group 0of distinguished "wisenmen" representing the
major trading countries. This format gives the participants more
independence from national policies and greater leeway in their dis-
cussions. Their deliberations onl the outstanding problems of inter-
national trade could be the prelude to more formal negotiations. This
informal mechanism has been used successfully in the last by the
OECD. It should be given serious consideration now as a means of
focusing the attention of the international community on these issues.
The New Council on International Economic Policy

Increasingly, commercial and economic issues are replacing tradi-
tional security and strategic questions as the mainsprings of foreign
policy. If the U.S. is to meet the nowv challenges to world stability and
to its domestic economy, we must formulate our foreign economic
policies at the same high level of government as our national security
policies.

Geoeconomics is rapidly replacing geopolitics as the prime mover
in the affairs of nations today. But the United States, more so than
any other industrialized nation, is unprepared to deal with these
changed circumstances.

American diplomacy in the 1960's toward Euro Ce, for example,
concentrated on NATO political-military isse-bEut these issues
were of declining interest to Europeans. Whilesswueconcerned ourselves
with the NATO order of battle, the Germans were more concerned
over orders for Volkswagens.

The recent establishment of the Council on International Economic
Policy in the White House reflects a belated awareness of the dangers
of treating foreign economic issues on a significantly lower level thlan
foreign political issues. It was also spurred by the irealization that
some sixty separate bodies in the Executive Branch shared responsi-
bility for foreign economic affairs. The new Council is chaired by the
President, with the Secretary of State as vice chairman.

The Council wvas formally charged with the responsibility for the
development of international economic policy and its relations to
domestic economic policy. At first blush, the Council appeared to be
on a par with the powerful and prestigious National Security Council.
But a closer examination of some of the organizational details in the
President's announcement reveals some basic weaknesses.

First, where the Council's responsibility- overlaps with that of time
NSC, in foreign aid, for example, the Co0uncil must operate under
NSC guidance.

Secondly, in the all-important areas of coordination within the gov-
ernment, and the implementation of decisions reached, the Operations
Group given this responsibility is to be headed by the State Depart-
ment-and not the new Assistant to the President for Foreign Econom-
ic Affairs. This divorce of planning and implementation could seni-
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ously affect the Council's effectiveness in giving duo regard to the
domestic and foreign economic consequences of a foreign policy
problem.

Creation of the Council was an explicit admission that we have
been remiss in properly coordinating our foreign economic policies
with our domestic policies as well as our foreign policies. To create
such a Council with one hand, and give back to the State Department
all of the relevant powers with the other, is to miss what the critical
need was.
Thinking Ahead

Better coordination and higher level attention must be accompanied
by more long range projections of foreign economic trends. For
example, the EEC is now actively considering the creation Of a single
monetary system. The considerable effects of this new union on our
own country should be evaluated now.

Other moves toward greater European economic integration will
undoubtedly have great political impact.. But I doubt very much
whether any planning is underway to protect United States' in-
terests as unity progresses.

More attention should be given to what trade patterns will look
like ten and twenty years from now. According to one recent private
analysis, as our econoiny becomes increasingly service-oriented with
a relative decline in goods producing industries, exports of mnanu-
factured goods should become less important for American producers.
According to this theory, U.S. businesses that are labor intensive are
more likely to resort to direct production abroad. As returns from
overseas rather than exports become more important for our balance
of payments, this will also have a great impact On our economy and
employment picture. Studies of these and other long range questions
must be started now-and their implications weighed not only by the
Executive, but by the Congress.
The Role oJ the C'on gres

In the short-run, the main task of the Congress should be to provide
adequate relief to Amnerican. industries and to unemployed -workers
injured by imports. Whether this can be achieved without opening a
Pandora's box of indiscriminate protectionist measures depends on
the restraint and patience of legislators under heavy pressures. The
Congressional Quarterly recently reported that the trade bill was the
most heavily lobbied piece of legislation in the past Session.

But if the Congress must refrain from taking an activist role in
trade policy until serious international negotiations can begin, more
relief must be provided by modifying existing mechanisms. There are
various possibilities which might offer the help without the negative
consequences of major nowv legislative restrictions.

There could be greater use,, of countervailing duties under the 1930
Tariff Act to protect American industries from subsidized imports. The
justification for appllying this law more vigorously is basically that
American businesses should not have to compete against the Ministry
of Finance of a foreign country. Until some future system of multi-
lateral rules does away with government subsidies entirely, the Sec-
retary of the Trreasury should be given the discretion to ease off on
these duties once they are set, thereby giving him greater negotiating
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leverage. If othleir countries dislikee this applroach, they shouldl express
willingness to negotiate comnion international rules onl subsidies and
counitervailinr (luties on aill trade.

Under Article 2:3 of the GATT7, retaliation is permitted against
quotas ilnjO-3ed onl our- own goods. Until now, we have not made re-
course to tis lprovi.ioIL But, if our exports are faced with unreasonable
restrictions, we light wish to reconsider in order to dlefendI our
economic interests.

Section 252 of the 1962 rIlrale Expansion Act permits us to raise
(duties and to impose quotas on foreign agricultural lproduicts in. order
to counter illegal restrictions usedl against us. This, too, night be used
more vigorously, or, at least as a threat.

A recent promising (levelolpemnt is the greater willingness dlisp~layedl
by the Tariff (lonrunission to authorize trade adljustmenlt assistance.
Assistance to workers under the Trade Expansion Act of 1962 lprovidles
for cash readjustment allowances, testing, training, job placement,
and relocation if desired.

At present, the matximnum cash allowance equals 65%/' of the national
average weekly wage in manufacturing. This should be increased
subs tantilly, and such assistance shoul'be made easier to apply for.
At the same time that industries are being helped, consideration should
be gvenl to requiring industry to report onl the steps they aire taking
to become more competitive or to move into new lines.

An industry harmed by foreign competition should be given a
combination of protection and adjustment assistance with the goal
being adequate transitional adjustments, rather than providing a
permanent crutch.

Present escape clause provisions are too rigid and take too long be-
fore a determination of injury is inade. The President should have the
p)owers to give immediate relief pending an ultimate determination
as to whether relief is called for. This would be particularly beneficial
to small businesses dealing in seasonal products which do not have the
financial staying power to wait out a final determination of injury.
These relatively minor adjustments in present laws would provide e
more prompt and effective relief from imports that are acknowledged
to be either unfair or genuinely injurious to domestic industries and
workers.

Because of the far-reaching impact of any newv trade legislation, I
hope that the Finance Committee this year will hold full and com-
prehensive hearings,' with a greater emphasis on the foreign policy
ramifications of proposed actions.
The Global Implications of our Trade Policies

More concerted efforts must be made to put our relations with the
Atlantic nations, Jap~an and the rest of the world onl a course relevant
to the real issues of the 70's and 80's. Such a course requires the
development of new and improved international institutions and con-
sultative frameworks to eliminate nontariff barriers to trade, to regu-
late policies t-owvard multinational companies, and to harmonize
balance of payments problems.

A general p~rincip~le which must be followed in establishing these new
procedures is that when the costs of dlomnestic policies are passed on
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to other countries, adeqluate compensation must be made. This con-
cept shlouldl be the guide in dealing. with the whole range of trade
problems and notably, non tariff barriers.

Tle~se aire the issues which will concern Europ~e in the next two or
three decades ats she unifies further along economic lines. Japan will
undloubtedlly continue to be pr'eoccup~ied with trade ats she strives to
maintain her fantastic growth rate. The Soviet Union faced with rising
expectations internally will undloubtedlly have to move much further
into the mainstream of world trade. Mainland China, as she emerges
from. her political and economic isolation, will pay more attention to
her intern ati()nual trade position.

The extent, to which the gap between time have and the have-not
nations will be narrowved l dI11(epend in large measure onl thle trade
rules (levisedl to assist them in finding markets for their exports. TJle
economic and political stability of the entire world may well depend
on how quickly and adequately the desperate needs of these developing
nations canl be met.

Because of present economic conditions iii the United States, and a
rapidly changing world economic picture, the EEC and Japan must
assume a greater share of the responsibility for the freer flow of trade
andl investments between nations. We must all work togetlher to halt
the slide toward increasing trade conflicts that could destroy the
prosperity of aill nations. An EEC statement of its future intentions
could provide the stimulus needed for the creation of new norms of
conduct in international trade.

The development of workable fair rules among competing nations
is one of the most pressing tasks we face. The U.S. Senate, and in
particular the Finance Committee, have a vital role to play in pre-

p aring the way for a new era of international trade and investment.
We will be judged by the widsom. we show not only in how well we

protect the interests of the American worker and our industries, but
what regard we give to the future economic well-being of our nation
and the entire world.

If my trip to Europe convinced me of any hing, it is that the road
to the future prosperity of the entire world, including the U.S., is
through newv efforts at international cooperation between all the major
trading countries rather than through seeking temporary national
advantage. The leaders of these nations all share the responsibility
for establishing an international trading system that will assure the
raising of the standard of living of peoples everywhere.
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Jfeierni ma~ltrtn'Qiiaiu

Offie o flp (tairin"June 1, 1971

Honorable Abraham A. Ribicoff
United States Senate
Washington, D. C. 20510

Dear Senator Ribicoff:

In February, I had the opportunity to fully apprise Senator Russell
B. Long, Chairman, Committee on Finance, of the activities of the
Federal Maritime Commission in combating discriminatory ocean freight
rates in the foreign commerce of the United States. Enclosure No. 1
is a copy of that report. Your inquiry now affords mtc the opportunity
to supplement that report by advising you of our efforts since that
time.

Below is a brief report on our additional activities in this area:

United States/Japanese Trade.

In April, I visited government and shipping officials in Japan to
discuss shipping problems prevalent in our trade with that country.
These problems include freight rate disparities. I have directed
the Commission's staff' to work on a joint U.S. -Japan working group
to seek solutions to the overall disparity problem. However, the
work of the staff which began over a year ago is continuing, con-
centrating on those individual commodities which are subjected to
seriously disparate freight rates. I am informed by the staff that
a recommendation for formal Commission action against the carriers
serving the U.S. Atlantic Coast ports is presently being prepared.
Over thirty commodities moving in this trade will be included under
that recommendation.

The Pacific Westbound Conference, representing the conference
carriers in the trade with Japan serving the U.S. Pacific Coast
ports, has just advised the staff that it has completed its analysis
of the list of disparately rated commodities submitted to them by
the staff for justification or equalization. The Conference has
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offered to meet with the staff to discuss this problem end that
offer is boing accepted for a date shortly after the first session
of the FMC-Ministry of Transport "working group" to meet in June.

Enclosure No. 2 is an unclassified Department of State Airgram,
which discusses the U.S. -Japan disparity problem from the vantage
point of the U.S. Embassy in Tokyo. I believe this report to be
substantially correct in its analysis and conclusions, and commend
it to your study. This Commission intends to pursue this problem
area with vigor for the benefit of our foreign trade.

U.S. Great Lakes/Mediterranean Trade

The staff has recently concluded its informal negotiation with the
American Great Lakes Mediterranean Eastbound Freight Conference
wherein the previously existing ocean freight rate disparities on
15 moving commodities have either been eliminated or substantially
reduced. Eight of the commodities involved rates from U.S. Great
Lakes ports which discriminated against American exporters in
relation to rates offered by the same carriers from Canadian ports.
Seven of the commodities involved discriminatory rates on the basis
that American exporters have been paying considerably higher rates
than those which were assessed for the movement of the same commodities
in the opposite direction of the trade. Listed below are the commodities
wherein corrected rate action has oeen taken to either eliminate or
substantially reduce previously existing disparities. It is hoped that
the rates now available to American exporters on these products will
enable them to maintain and improve their competitive marketing position
in the Mediterranean area.

Acid,9 Fatty Magnesium Ox ,ide Iron & Steel Nails
Buildings Resin, Synthetic Iron & Steel Wire
Canned or Bottled N.O.S. Office Machines &

Goods TV Sets Parts
Hides Automobiles Medical Apparatus
Machinery (Packed) Hand & Machine Tools Sound Recorders &

Parts

In addition to obtaining corrected rate action on the specific
commodities at issue, the Conference has passed a resolution fully
acknowledging its responsibility to fix rates in the Great Lakes/
Mediterranean trade which do not discriminate against American
exporters by way of freight rate disparities. We have been assured
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by the Conference that in all future rate deliberations it will give
due regard to rate levels applying in the reciprocal portion of its
trade as well as those from Canada to the same markets. The Con-
ference has advised us that every reasonable effort will be made to
insure against the future creation of rate disparities which cannot
be justified by valid transportation conditions.

Enclosure No. 3 is a copy of a decision issued by one of the Com-
mission's Hearing Examiners on May 19, 1971, in Docket No. 70-12,
Commodity Credit Corporation, and United States Agency for Inter-
national Development v. American Export Isbrandtsen Lines, Inc.,_
Et Al * I feel that this decision will be of interest to you since
t-involves the complaint action filed with this Commission, wherein
U.S. Government agencies alleged that the respondent carriers, as
members of the Great Lakes Mediterranean Eastbound Freight Conference,
were assessing discriminatory freight rates on Agricultural commodities
moving from U.S. Great Lakes ports versus Canadian ports. You will
note that in this particular case the Hearing Examiner finds that the
rates involved do not violate the discriminatory provisions of the
Shipping Act, 1916. Under the Commission's rules of practice and
procedure this initial decision of the Examiner does not become final
for 30 days after its publication, pending the right of protest by
interested parties and the right of the Commission to review.

U.S. North Atlantic/continental Trades

In my letter to Senator Long, I mentioned the Commission's service
of orders to 'show cause" on five carriers serving the U.S. North
Atlantic/European trades. While these proceedings are technically
still formally before the Commission, I can say that favorable
resolution of many of the disparately rated commodities has already
been achieved. Enclosure No. 4 is a copy of a news release issued
by the Commission on May 3, l971,*noting that the North Atlantic
Continental Freight Conference reduced or eliminated the disparities
on, twenty-two export commodities which are included in the "show
cause"l proceedings. It thus appears that the Commission's experiment
with the "show cause" procedure was a worthy one which now establishes
a precedent upon which we can base future efforts to achieve more
responsive action in the area of disparity elimination.

*These documnts are made a part of the official files of the Subcomittee.
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The apparent effectiveness of the "show cause" proceedings has
had the side benefit of allowing the staff to enter informal
negotiations with all of the carriers in the North Atlantic/
Continental trade (both conference and nonconference) to obtain
similar results without the time and expense of formal proceedings.
It is expected that these negotiations will be successfully con-
cluded in the near future.

U.S. North Atlantic Ports versus Eastern
Canadian Ports to Foreign Destinations

The staff has been engaged in an ever widening analysis of U.S.
exports and imports moving through Canadian ports instead of our
own domestic port systems. Thus far, the tariffs of the Canadian
conferences which publish rates to the United Kingdom, Continental
Europe and Australia have been compared with the comparable con-
ference tariffs applying from the U.S. North Atlantic ports.

In the European trade, the most significant disparity discovered
appears to be the rates applicable to hardwood lumber moving from
Canada as opposed to those applicable from the U.S. Great Lakes
ports. The staff is pressing the U.S. Great Lakes Bordeaux/Hamburg
Range Eastbound Conference for a prompt elimination of this situation.
Most of the other rates published in this trade are competitive.

The comparison of the tariff of the U.S. Atlantic & Gulf/Australia-
New Zealand Conference with that of the Canada/Australia-New Zealand
Conference revealed approximately twenty commodities to be subjected
to substantial disparities favoring the Canadian ports. The staff
is beginning an effort to speedily eliminate these diE'parities through
negotiation with the U.S. domiciled conference. If the conference
does not respond promptly, the staff is prepared to recommend formal
Commission action in this trade also. A shipper of outboard motors
advised the Commission of his inability to continue to utilize U.S.
ports for his shipments to Australia because of the much lower rates
available through Canada. The staff placed this problem before the
Conference which promptly reduced the rates from U.S. ports and the
cargo continues to flow through the U.S. transportation and port
systems. We expect similar action on most, if not all, of the other
commodities involved in this effort.
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The comparison of the tariff of the Canada-United Kingdom Freight
Conference with that of the United States North Atlantic United
Kingdom Freight Conference reveals a large number of commodities
which are rated in such a manner as to favor Canadian ports. Here,
too, the staff plans to call these disparities to the attention of
the North Atlantic United Kingdom Freight Conferenie with the request
for expeditious elimination. If necessary, the Commission will con-
sider formal action.

A more detailed report on the problem of U.S. cargo diversion through
Canadian ports is contained in Enclosure No. 5 for your study.* I have
removed two portions of that report which contained information
furnished to us on a confidential basis, pending public disclosure by
the parties involved. The removal of these portions does not detract
from the value of the staff report in any manner. As you will note
from the report, the published freight rates of the ocean carriers
are only part of the overall problem. The Canadian tariffs themselves
have clauses to the effect that the rates "do not necessarily apply"
to cargoes which originate in tne United States. Also, the Canadian
steamship lines appear to be absorbing the costs of overland trans-
portation from Montreal and Toronto to the more eastern ports of
Halifax and St. John. There will be no easy solution to this problem
of "cargo leakage" through the ports in Canada, but this Commission is
determined to do all within its power to alleviate overt discriminations
committed by carriers subject to our jurisdiction.

U.S. North Atlantic/Baltic
Scandinavian Trade

The staff has analyzed the North Atlantic/Baltic Scandinavian trade
in an effort to identify ocean freight rate disparities which appear
to discriminate against the American exporters in relation to shippers
exporting from the Baltic Scandinavian area to the United States.
From this effort, the staff has compiled a list of approximately 90
commodities which appear to represent substantial disparities weighted
against American shippers. The staff is presently in the process of
obtaining information relative to the volume of movement of these
commodities in both directions of the trade. The staff is giving
consideration not only to the volume in which a commodity might actually
be moving but to the question of whether it might have a potential for
movement. I am informed by the staff that it will shortly complete its

*This docuent ia made a pan o +,e officials Aies of the Subcommittee.
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analysis of this particular trade, at which time the conference
and carriers involved will be approached with a view toward
obtaining elimination of the disparities involved on a voluntary
basis. If this effort does not succeed, the staff will recommend
that the Commission consider formal action.

I assure you that the Commission fully shares your concern over
freight rate disparities. We are working diligently to protect
the national interests in this area of foreign trade and our
balance of payments position. We will relentlessly continue
these efforts so long as a single American export is disadvantaged
by discriminatory ocean freight rates.

I would like to mention the fact that while not reflected in this
report as an achievement in connection with our rate disparity
activities, considerable staff effort goes into analyzing the
segments of our oceanborne international trades in the interest
of protecting the American exporter. For example, the staff
recently concluded a study of the American West African and South
and East African trades to determine if inbound/outbound rate dis-
parities exist. The conclusions were that disparities do not exist
in these trades, primarily because the African nations do not pro-
duce and ship the same types of commodities as American shippers.
Upon reaching this conclusion the staff concluded its efforts in
these trades. However, we are constantly on the alert for any
specific instance where rates may represent a marketing impediment
to our shippers.

I would welcome any suggestions or comments you care to make in
this matter.

Sincerely,

( Z/4gL
Helen Delich Bentley
Ohsairman

Enclosures
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Enclosure No. 1

FEDERAL MARITIME COM MISSION,
l11ashington, D.C., 1"cbritary 10, 1971.

1Hon. RUSSELL 13. LONG,
Cha-irman, Coin nittee on Finance,
U.S. Senate,
Washington, D.C.

DEAR MR. CHAIRMAN: I am Indeed pleased to have your letter of .January
21, 1971, tndi the opportunity which it affords to app~lrise you of tile activities
of the Federal *Maritime Commission in comblatling (liscriinitiatory ocean freight
rates In the foreign commerce of the United States.

The Cominiwsion's authority over freight rate levels In our foreign, oceanborne
trades is essenitially p~rescribedI by the Shipping Act, 1916, as amended. Accord-
ingly, its rate authority Is limited, as opplose(] to that afforded by public utility-
type regulation. If a rate is filed with the Conmnission in the form and manner
prescribed by governing tariff filing rules, that rate maust he considered ats
lawfully published and allowed to Vake effect. Hence, the Commission cannot
suspend or disapprove any rate at the time It Is filed. Its rate authority Is limited
to action after notice and hearing and upon a finding that the rate constitutes
a statutory violation.

Section 17 of the Act provides that the Commission may, after notice and
clearing, disapprove certain tuijust discriminations between Shippers antd ports,
or disapprove a rate found to unjustly (discriminate against anl American
exporter, as compared to his foreign compietitor. Section 18(b) (5) requires the
Commission to disapprove a rate or charge which, after hearing, it finds to be so
unreasonably high or low as to be detrimental to the commerce of the United
States.

Under Section 15, the Commission is authorized to approve conference and
other anti-comipetitive, intercarrier agreements. That section charges the Com-
mission with disapproving or modifying any such agreement which It finds,
after notice and hearing, to be detrimental to the commerce of the United States,
contrary to the public Interest or to otherwise operate In violation of statutory
provisions. In order to carry out Its responsibiItties under Section 15, the Coin--
mission maintains close surveillance oiver conference rates and practices. Re-
straits on excessively high freight rates caused by anti-competitive actions Cani
best be accomplished by Insuring a degree of nonconference competition and by
the exercise of our limited statutory powers to disapprove unjustly discriminatory
or detrimental rates. The Commission does not feel constrained to approve agree-
ments which give advantage to foreign shippers. The Commission would not nor
could It knowingly approve such anl agreement. All parties seeking the Conm-
mission's authority under Section 15 are required to demonstrate a transporta-
tion need for the agreement prior to its approval and to furnish Indication that
the agreement will operate in the public Interest. I stress the fact that the
Commission's power over rates In our International trades is limited to action
only after hearing and upon a finding of statutory violation. This Is true regard-
less of whether the rates are fixed by an Independent carrier or by a conference
of carriers operating under Section 15 authority.

I am setting forth below a brief summary of formal Investigations conducted
by the Conimission Involving ocean freight rate disparities which were weighted
against American exporters:

In Docket No. 1114, Iron and Steel Rates, Eamport-Import, 9 F.M.C. 189
(1965), Involving rate disparities on Iron and steel products, the Commission
set forth guidelines which for the first time established a standard for test-
Ing rates tinder Section 18(b) (5) of the Shipping Act, holding that under
that Section, "When a rate disparity in reciprocal trades, oit similar com-
mnodities appears, and when movement of goods under the higher rates has
been Impaired, the carriers quoting the rates must demonstrate that the
disparate rates are reasonable." Under this decision, the burden of demon-
strating that the higher rate Is reasonable Is placed on the respondent con-
ferences or carriers rather than on the complaining shippers or the Com-
mission's staff.

In Docket No. 1171-Outbound Rates Affecting the Eivportation of High-
Pressure Boilers (Utility Type), Parts and Related Components, 9 F.M.C.
441 (1966), Involving a situation where rates on high pressure boilers from
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U.S. ports to certain foreign destinations were higher than rates on the
samie commrtodity from foreign sources of supply to the same foreign destina-
tion, the Commission again set forth guidelines which for the first time
indlicatedl time manner in which the reasonableness of our export ocean freight
rates under these circumstances would be measuredl. The Commission stated,
"where a rate (dislparity Is shown between a rate from the U.S. and a rate
from a foreign port to the samec destination on similar commodities, and the
movement of goods under the higher rate has been Impaired, the carrier
(quoting the rate from U.S. should (demonstrate the reasonableness of the
rate by showing that the transportation conditions in the two trades tire not
the samne fIn material respects or that the attendant transportation circumi-
stances require that the rate he set at that level."

In Docket No. (W5-45-Invcstigat ion of Ocean Rate Structurcs in the Trade
Betiveon 17n ited, States North Atlantic P~orts and P-ort8 in the United Kin ydont
andI Eire, the Commission found that: (1) An iureasonable rate is one which
does not ('onforin to the ratemakimig factors of cost, value of service, or other
transportation conditions ; or a rate which cannot be justified by one or more
of these factors, (2) An adverse party may show lprlma face utnreason able-
ness by reference to a lower rate, on a similar commodity which moves in a
recip~rocal or competitive trade, and (3) A rate which Is detrimental to com-
ierce is one which causes some economic harmn to a segment of our commerce.

The Commiiission disapproved certain outbound rates and ordered the out-
ibound conference to file lower rates with justification of the level of the rate
based upion cost, value of 'the service, or other transportation conditions.
In this proceeding the Commission amplified its position In Dockets. 1114 and
1171. The Commission stated It would not yestrlct the definition of detriment
to commerce to those rates which prevent a commodity from moving but
rather defined detriment as something harmful, not limited to lost sales or
or other rigid formulas.

Copies of the Commission's decisions In these proceedings are attached.
Following the Commission's decision in Docket 65-45, the Issues were reviewed

by the Court of Appeals for the District of Columbia Circuit, which sustained
the Commission's position. It wvas at this point that the Commission felt it had
established a clear legal basis to effectively deal with discriminatory rates mnani-
fested by reciprocal or third market (disparities. This wvas by the establish-
mient of regulatory criteria under Section 18(b) (5) where the mere existence
of a disparity weighted against the American exporter and his ability to Showv
some harm thereby, shifts to the carrier or conference the responsibility to show
the high export rate to be statutorily reasonable.

Accordingly, the Commission ordered its staff to embark upon a viable program
to combat rate disparities, using 'the criteria established In Docket 65-45 and
affirmed by the Court. Basically, the program Involved obtaining vessel manifests
which Identify American exporters and the commodities they ship. Tariff rates
are comparedI to Identify disparities because of higher export rates and letters
are disseminated to the exporters to determine the extent to, which they are being
harmed by such rates. Once the rate disparities are coupled with a showing of
shipper harm, the conference is requested to eliminate the disparities by appro-
p~riate reductions In the export rates or to provide appiopriate Justification for
-such rates.

Outlined below Is a brief report on the results of the staff program to date:

UNITED STATES/JAPANESE TRADE

Letters were directed to hundreds of exporters marketing In the trades served
by the Par 11ast and Pacific Westbyound Conferences (from U.S. Atlantic, Gulf
and Pacific Coast ports to ports In Japan). The staff entered Into informal nego-
tiations with the Par Dast Conference, looking for remedial action by that group.
The Olonference has voluntarily reduced its rates on 10 commodities, eliminating
or substantially reducing the disparities. It has furnished what It considers to be
justific-atibn for the remaining disparity Items. The Pacific Westbound Confer-
ence has not yet taken any action nor has It provided uts with Justification. The
staff reports that Its presently compiled list of rate disparity Items In the Japa-
nese trade involves over 1501 comimbdities and tlht It Intends to recommend a
formal Commission Investigation unless the disparities are promptly and volun-
tarily eliminated or Justified by the Conferences.
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U.S. NORTH ATLANTIC/FRENCHI NORTH ATLANTIC TRADE

The staff compiled a list of 13 disparately rated commodities seriously weighted
against our exlporters. After considerable. I nfrinai negotiations, the export
conference voluntarily reduced its rates on the 13 Items, thereby eliminatig or
greatly reducing the disparities.

U. S. GREAT LAICES/M EDITERRA NEAN TRADE

The staff analyzed the rates from U.S. Great Lakes ports to the Mediterranean
Sea area with those in the opposite diretlton and those froin '1anadlan ports to
the same area. It Identified a total of 1.5 moving commtodith ,here serious rate
disparities exist either on at reciprocal or third market basis. The conference
from U.S. Great Lakes ports has been requested to eliminate the disparities by
reducing Its rates or provide uts with acceptable justification. Further, the con-
ference has been askedl to undertake an analysis of existing disparities with a1
view towards elimination of those not justified by va~lid transportation conditions
and to provide uts with the result of Its study. The season of navigation frolm
U.S. Great Lakes ports is presently closedl. However, the staff expects to) conclude
this segment of Its program in the near future, certainly prior to time Opening of
the 1971 navigation season.

U.S. NORTH ATLANTIC PORTS VERSUS CANADIAN ATLANTIC PORTS TO0 UNITED
KINGDOM AND) AUSTRALIA

The staff has recently obtained tariffs published by the conferences front Can-
ada to Australia and the United Kingdom. The purpose Is to analyze these
foreign-to-foreign rates for third market disparities In c'onnectionl with rates
from U.S. Atlantic ports. There is here a concern as to the extent to which the
rates and practices of the carriers serving our foreign commerce might be dis-
criminating against our exporters by offering lower rates from Canadian ports
and thereby encouraging U.S. origin cargoes to move through the Canadian
transport systems. While this particular aspect of our staff program Is In Its
early stages, I %Nill Insure that It is conducted as effectively and as promptly
as possible In order not to delay any needed remedial action on the part of the
Commission.

I might mention that one of the difficulties generally experienced by the staff
In carrying out Its Informal program is the apathy on the part of shippers. For
example, out of literally hundreds of letters sent to shippers In the Japanese
trade, a relatively small number Indicated the export rates to represent a serious
p~roblem. Seldom do shippers present cogent facts to support a showing of harm
by the level of rates. Many merely Indicate they could do more business with
lower rates. In the Japanese trade only about a dozen shippers followed our sug-
gestion. of asking the conference for rate relief as a first step. The Commission
has attempted to educate shippers in the art of seeking relief to their Ocean ship-
ping problems. We have worked through other federal agencies, the E xport Ex-
pansion Councils, trade associations and other shipper group~s. The Commission
and the Department of Commerce havc-_ jointly published a booklet entitled
"Ocean Freight Rate Guidelines for Shippers" to assist shippers In seeking solu-
tions to their shipping problems. A copy of the current Issue of this booklet Is
attached. It Is expected that a revised and Improved edition will be published
later this year. The booklet has been given wide distribution by the Department of
Commerce and this Commission.

In addition to programming trades to combat rate disparities, the staff also
analyzes every complaint received from shippers Involving an export rate to
determine the existence of a disparity and to seek appropriate remedy. Confer-
ences are required by Commission order (General Order 14) to submit to us
quarterly reports of their requests and complaints from shippers. When shippers
ask the conferences for rate adjustments which are denied, the staff checks for
disparities In order to require the conference to lower the export rate or justify
its existence pursuant to our regulatory criteria. Fromt time to time these efforts
result in the elimination of disparities.

In 1908, following the longshoremen's strike at U.S. Atlantic and Gulf ports,
conferences serving those ports published strike surcharges, purportedly to com-
pensate them for strike related losses. In spite of Its limited authority over rates,
the Commission made extensive Informal efforts to Insure that the surcharges
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were warranted and applied in a nondiscriminatory manner. The Commission
served the conferences operating in U.S. North Atla ntic/ Continental European
sports with an order to show cause as to why the fact that a 10%1 strike surcharge
onl American exports to Europe, whereas no strike surcharge on European ex-
p~orts to the United States was being assessed, should no be found to be unjustly
discriminatory inI violation of the statute. The export conference cancelled Its
surcharge and the proceedings was ultimately dismissed. Subsequently, the con-
ferences from U.S. North Atlantic ports to the United Kingdom, French North
Atlantic and Baltic/ Scandinavian areas, voluntarily cancelled their strike sur-
charges to avoid formal Commission action.

Recently, -the Commission served showv cause orders onl five carriers serving
the North Atlanltic/European trade, i.e., Sea-Land Service, Inc., Seatrain Lines,
Inc., American E xport Isbrandtsen Lines, Inc., Hapag-Lloyd and Atlantic Con-
tamner Lines, Ltd. Copies of these orders are attached. As you will note from
the orders, each of the carriers Is publishing rates onl the same commodities which
aire very substantially higher from the United States to Europe than those in
the reverse direction. These proceedings represent the first time that the Com-
mission has attempted to test the question of rate disparities by a showv cause
order. Should the Commission be able to sustain Its position through the vehicle of
a showv cause proceeding, It will possibly then have established a new and more
effective means of combating rate disparities throughout our foreign trades. You
will appreciate that I cannot substantively comment onl the issues Involved in
these proceedings since they are formally before the Commission for adjudication.

You Inquire as to possible Commission recommendations for additional legis-
lative authority to combat discriminatory ocean freight rates. One legislative
proposal which the Commission is presently considering is anl amendment to
the Shipping Act, 1916, to provide for written justification (at the Commission's
discretion) of any new or Initial rate or rate change by ocean carriers and con-
ferences. The proposal would empower the Commission to suspend (for a period
miot to exceed 180 days) amid Investigate army new or changed rate which, In Its
discretion, is not properly justified as being not so unreasonably high or low as
to be detrimental to the commerce of the United States, or inconsistent with the
policy or provisions of the Act. The p~rop~osal would also give the Commission
the power, after hearing and upon a finding that the rate Is so unreasonably high
or low as to be detrimental to the conmnerce of the United States, or Inconsistent
with the policy anid provisions of the Act, to alter same to the extent It deems
necessary. If the Commission acquires this added authority, It would then be III
a much better position to forcefully and decisively deal with discriminatory ocean
freight rates.

I assure you that this Commission shares your concern over discriminatory
ocean freight rates and their Impact onl our International trade and balance of
payments positionm. I believe that the Commission has made an effective contrilbu-
tion to the protection of these national Interests. However, I welcome your in-
terest and would be pleased to receive any suggestions which you or your Com-
mnittee might care to make concerning our future operations In this area.

Sincerely,
HELEN DELIcII BENTLEY, Chairman.

[Enclosure No. 2]

DEPARTMENT OF STATE,-AiR0RAm

Unclassified

To: Department of State.MA1,19.
Prom: AmEmbassy TOKYO.
Subject: Ocean freight disparities on United States-Japan routes.

SUM MARY

Ocean freight rates on many commodities from the United States to Japan
are-higher than the rates from Japan to the United States on the same or similar
products. In many cases these disparities are large (disparities ranging from
20 percent to well over 100 percent are not unusual). Moreover, since duties are
applied on a CIF basis, and commodity -taxes on a landed duty paid basis, the
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effects of the disparities are multiplied. The Embassy has attempted to examine
the economic effects on U.S. exports of these disparities and several case studies
are Included. In some of these cases It appears -that elimination of the disparity
by a reduc'ion in the U.S. outbound rate could significantly Increase U.S. exports.

Enclosures:
(1) Resolution of American Chamber of Commerce In Japan regarding

freight rate disparities
(2) FMC freight rate disparity program

The di~pa'rity 8it uat ion
There are six conferences Involved in U.S.-.Tapan shipping. Three are from

Japan to (1) Pacific West Coast, (2) the Atlantic and Gulf coasts and (3) U.S.
Grea* Lakes p~orts. Three conferences are from these areas to Japan. Each of the
three routeA Is served by an outward and an Inward conference, each of which
Establishes Its own commodity descriptions and freight rates.

There tire literally hundreds of commodity dlescrip~tions and freight rates ievtab-
lished by these six conferences. To Illustrale the existing disparities, 'the follow-
Ing rates were recently In effect between Japan and U.S. Atlantic and Gulf sports.

TABLE 1.--A COMPARISON OF OUTBOUND AND INBOUND RATES ON SEVERAL COMMODITIES

* Atlantic (u Guf
Far East Conference

Conference Inbound
outbound rate W/M t

*rate W/M I (to United)
Commodity (to Japan) States

Lamps, NOS and parts ------------------ --------------------------------- 87.00 2 38.75/46. 25
Typewriters--------------------------------------- ------------------- 88.25 50.75
Liquors, NOS----------------------------------------------------------- 80.25 59.25
Cargo, NOS------------------------------------------------------------ 88.25 2 54. 00/74.00
Machines, coin operated.------------------- --------..............----------- 73.00 50. 75
Dr paint pigments---------------------------------------................ 62.00 2 49. 25/42. 00
Machinery and parts, NOS------------------------------------------------- 73.00 507
Motors, outboard and p arts....-------- ------------------------------------ 73.00 42.25
Machines, viz office N OS ------------------------- ----------------------- 88.25 2 38. 50/61. 00
Textile goods, NOS ----------------------------------------------------- 88.25 43.50
Plastic sheets, Including laminated_ ----------------------------------------- 78.75 38.25
Synthetic resins------------------------------------------------------- 55. 75/60. 00 42.25

1 W-2,000 lbs. (weight ton); M-40 cubic feet (measurement ton).
2 Depending on value.

Adding to the Incongruousness of the rate disparities themselves Is the fact
that membership of the freight conferences both outbound and Inbound, Is almost
the same. For example, American President Lines and Mitsui O.S.K. Lines are
members of both the outbound Pacific Webstbound Conference and the Inbound
Trans-Pacific Freight Conference of Japan.

The origins of the disparity situation are obscure, but disparities have clearly
existed for many years. One theory is that they arose prior to World War II
due to the makeup of U.S.-Japan trade. Japan exported Inexpensive goods which
could not be shipped except at very low freight rates while U.S. high value ex-
ports could "carry" higher rates. Thus, disparities arose in order to permit the
shipping lines to fill their ships in both directions. A -econd historical explana-
tion is that disparities were Initiated or continued after World War II as an
effective form of economic assistance to Japan at a time when It could not com-
p~ete on world markets.

The most common current Justification for disparities given by the conferences
is that the rates are svt at whatt the traffic will bear''. In some respects this is
true. The system of rate-setting appears to operate as follows. A general Inbound
rate Increase Is proposed, which p~roduces strong resi1stance from Japanese ex-
porters organized in the All Japan Exporters' Association and from selected
U.S. Import Interests. The Japanese exporters invariably put pressure on the
Ministry of International Trade and Industry and the Fair Trade Commission,
which, In turn, pressure thme shipping companies through the Ministry of Trans-
port. Compromises are negotiated on Individual commodity rates or on across-
the-board increases. The strength of the pressure from Japanese exporters, coin-
pared with U.S. exporters, Is so strong that Increases on rates from Japan to the
U.S. are almost always lower than Increases on rates from the U.S. to Japan.
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The situation Is aggravated by the fact that Japanese shipping companies
belong to Industry groups which are among Japan's major exporters. Influenced
by the Industry groups, the Japanese companies Inevitably vote in a block In
conference meetings. If U.S. and third country lines were to vote together, they
could block such moves, but Individual companies are "bought off" amid, in effect,
the Japanese lines control the conferences.
U.S. Business Intere8t

The U.S. business community has been aware of ocean freight rate d1Wiparties
in U.S. -Japan trade for some time, but It was only Iii recent months that it
became a major Issue. The relative quiescence of the Issue has been due to lack
of Information and to the fact that traffic Is normally handled by Japanese em-
ployees at this end and freight departments In exporting corporations. However,
the recent pattern of expanded disparities has led the U.S. business community
to draft a resolution which was passed by the ACCJ and forwarded to the
conferences and the FMC. This resolution Is at Enmclosure 1. (Minor drafting
changes may still be made In the resolution.)

While the local U.S. business Interests would prefer to see a lower-Ing of wvest-
bound rates to east-bound levels, they would be Interested in any Increase in
east-bound rates, since the companies they represent face serious Import com-
petition in other product lines. An example of this Is one large U.S. chemical
company which exports millions of dollars Of U.S. goods to Japan, but faces
serious Japanese competition in the U.S. market In other product lies Whether
an elimination of disparities were to result In a reduction of wvest-bound rates
or In an Increase of east- bound rates, the U.S. company would benefit.

The position of the U.S. shipping lines on this question Is relevant. When the
Issue was raised Initially, they opposed and attempted to block consideration.
More recently several have cooperated with Embassy and American Chamber
of Commerce in Japan efforts and much of the Information contained In this
airgram, is based on their comments. They prefer, however, not to take an active
role due to their fear of economic retaliation by Japanese shippers. Of course,
they would prefer to see east-bound rate Increases to wvest-bound decreases.
Economtio Effect8 of Rate DiapVaritie8

,Ocean freight rates from the U.S. to Japan are high and increasing. The
across-the~board rate Increases of the past few years have been as follows:

TABLE 2.-FREIGHT RATE INCREASES ON UNITED STATES-JAPAN ROUTES, 1969-71

[In percent]

Pacific Atlantic gulf Great Lakes

Out In Out In Out In

1969 ------------- 7------------ 7.0 ----- 7 5
1970 ------------------- 7-10 §9 12.5 7.5...................----
1971 ------------------ 110-15 ---- --- --- --- --- ---- ---- --- ---- ----

IAs of June 15, 1971.

Increases on the outbound routes have been generally higher than Increases on
the Inbound routes. Even if overall percentage Increases were roughly equal on
both Inbound amid outbound routes, existing disparities would be increased, since
the U.S. outbound rates are higher to begin with.

One effect of the rate disparities Is to Increase the costs of U.S. products In
Japan. In 1969, the most recent year for which data are available, the percentage
of ocean freight and Insurance costs to total costs of U.S. goods delivered In
Japan was 18 percent. Ocean freight costs account for almost all of this. Adding
to the final cost of U.S. goods In Japan is the fact that Japan, like most other
countries, charges duties on a CIP basis and that various Internal taxes are
charged on a duty-paid landed cost.

Given this situation, It Is obvious that a reduction In the high ocean freight
rates from the U.S. to Japan would result In a cost reduction equal to the freight
cost reduction plus a reduction of duties and taxes paid on U.S. goods. One U.S.
businessman In Tokyo estimated that If he could lower his landed costs by around
18 percent, his sales volume would Increase by 35 to 40 percent.
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In the absence of complete data onl the extent of disparities It has been impos-

sible for the Embassy or the business community here to prepare a meaningful
e'conomlic analysis of the effects of the rate disparities. Moreover, the extreme
complexity of each conference's rate structure makes comparison difficult. How-
ever, the Non-Tariff Trade Barriers Committee of the American Chamber of
Commerce did prepare analyses of two cases to Illustrate the effect of disparities.

The first analysis Involved a piece of equipment shipped from Sanl Francisco
to Yokohama in April 1970. Tme ocean freight for this voyage was $875.41. Later
the same piece of equip~menlt was returned from Yokohama to Sain Franiclo. The
ocean freight for the return voyage was $615.08. The piece of equipment was thle
sane ; thle freight differential was accounted for by thle freight rate disparity.
Tile outbound freight rate was $64.25 per weight or measurement (Wil) ton,
thle Inboundl, $44.25 per WMN ton, In discussions with the U.S. firm Involved, which
has offices in both thle U.S. and Japan. the Embassy was told that If the outbound
freight rate were the same as the Inbound, the U.S. firm estimated that It would
Increase Its sales volume by about 10 percent. This was a "conservative estimate".

The secondl case Involved certain hydraulic equipment where the U.S. outbound
rate Is $73.65 per' weight ton while time inbmmnd rate is4 $58.50. The U.S. firm esti-
mnated that it could expand exports by well over $1 million If the outbound
freight rate were lowered to the Inbound level. This case fs partloeilarly
Interesting in that the firm applied for but was refused a freight rate reduction.
The U.S. representative of the firm in .Japamn asserts that, while hie would prefer a
lowering of outbound rates, his firin faces severe Import competition jim the U.S.
and would benefit from an elimination of the disparity by an Inbound freight
rate Increase.

At a Heating, Air-Conditioning and Refrigerating Equipment Trade Show held
recently at the U.S. Trade Center in Tokyo, Embassy officers discussed freight
rate disparities with exhibitors, using 1970 data provided by the Federal Maritime
Commission and the Far Eastern Conference. One exhibitor, whose company
produced upright freezers, said that If the outbound rate were lowered to the
level of time Inbound rate, it would result in a 1.5 percent reduction In the landed
cost of his refrigerators. Thie refrigerators in question cost $40 (FOB) each.
Packed for shipping, they measure 60 cubic feet, or 1.5 mneasurenment tons. The
Far East Conference (outbound) rate for this Item Is $76 per WM toil; thle
Japanese-Atlantic/Gulf (Inbound) rate Is $34.75 per WM ton. This results In a
(disparity of $11.25 p~er WM ton. Since each refrigerator Is 1.5 measurement tons.
the disparity cost per unit Is $61.87, which Is 15.5 percent of the FOB cost of each
refrigerator ($400). While the exhibitor could not estimate the sales effect of a
15 percent cost reduction, It would be considerable.
Con ferene policy onl dis parities

The conferences state that they are prepared to reduce or eliminate disparities
ill outbound rates If an economic case canl be made that such action would
lead to an Increase In sales. They have not, to the Emibassy's knowledge, ever
established a more favorable rate for outbound than Inbound commodities al-
though there are hundreds of commodities where Inbound rates are lower than
outbound.

The U.S. business community resident in Japan Is extremmely skeptical about
thle actual willingness of the conferences to eliminate freight disparities by lower-
Ing outbounmd rates. This skepticism seems to be borne out by the facts. For
example, imm early 19~70, the Far 1IMst Oonference was asked by the EMOG to explain
the disparities 1mm tile outbound and Inbound rates on forty-twvo items. On every
item, the outbound rate wvas higher.

In its reply to the FMC, the Far East Conference claimed that there was imo dis-
parity In every one of the forty-two cases. In twenty of the cases, time FPIC cited
an Increase iIn U.S. exports as proof that a higher outbound rate was justified;
onl the other hand, the FEC also claimed in a few cases that high and Increasing
level of U.S. Imports showed that a lowerlinbound rate was Justified. Twice the
FEC claimed that declining U.S. exports justified the higher outbound rate.

Another argument often used by the FEC was that there was no disparity
unless the goods were Identified both In content as well as price. Therefore, If
U.S. goods were larger or higher priced per unit than Japanese goods, it was
claimed that freight differentials are justifiable.
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Japanese Government policy on disparities has not been enunciated formally
for several years. However, informally, the Government supports the conferences
and maintains that rates are set at what the market will bear and there Is no
policy by either the conferences or the Japanese Government to utilize rate dis-
lparities to restrict U.S. sales in Japan. No explanation Is given why "what the
market will bear" has Invariably resulted in freight rate disparities In one
direction.
Cftmelusion 8 and rcconmcn da tion8

While the freight rate disparities problem has existed for many years It has
only received active consideration In the last few years. As duties both in Japan
,and in the United States decrease and the freight rates rise, the absolute and
relative Importance of disparities increases.

The E inibassy Is inclined to accept the Japanese Government assertion that
there Is no "policy" onl rate disparities. TrlIe disparities have arisen due to his-
torical reasons and the better organization of Jap~anese export andl Shipping In-
terests. The question would appear to be not who Is to blame but what can be
done about the situation.

The recent visit of Fedelal Maritime Commission Chairman, Helenl Bentley,
and the General Manager of the FMC, Aaron Reese, has, beeen extremely useful
in this connection in clearly demonstrating to the .Japanese Government and
shipping Interests that something should be done to eliminate disparities (see
Enclosure 2). Although work Ing-level Mlinistry of TJransportationl officials were
ait first inclined to niaintain that tile freight rate disparities problem was one for
the FMC to work out together with the conferences, particularly outbound con-
ferences, Shipping Bureau Director-General Suzuki over-ruled them and said
that the Ministry of Transport would cooperate with the FAMO onl this problem.
IHe agreed to the formation of a U.S.-Japan working group in Washington to
Inuvestiga te rate disparities.

The degree to which conferences and the Ministry of Transportation are pre-
p~ared to coop~erate remains to be seen. However, the clear power of the FMC
to disapprove r-ates which unjustly -discriminate against U.S. exporters gives the
FMC considerable str-ength vis-a-vis the conferences. In addition, the EMOC's
authority to approve or d isappirove Jap~anese shipping companies' arr'a ngements
to provide Joint service to the U.S. should give anl Incentive to time Ministry of
Transportation to cooperate th rough Its "administrative guidance" to Japanese
Shipping Companies.

The Embassy believes that the decision of the P MO to continue Its Investigations
of ocean freight rate disparities would be extremely useful.

To support the FMNC's efforts, consideration might be given to Congressional
action to 'amend the Shipping Act to make the existence of freight rate dis-
p~arities on the same or -similar products prima face evidence that rates onl these
products are a detriment to the commerce of time United States. If the Congress
amended the Shipping Act so as to make the existence of freight rate disparities
onl the same or similar products prima face evidence that the rates were de-
mental to U.S. Commerce, It might hasten the elimination of the rate disparities.

~As was discussed with Chairman Bentley, In considering thle appllications of
Japanese shipping companies to provide joint service, freight pooling agreements,
etc., between Japan -and the United States, time FMC might restrict the time
period for which It approves time arrangements. For example, If Japanese ship-
pinmg companies submit joint service or pooling agreements for FMC approval,
the agreements might -be approved for only one or two years. Such a restricted
time period would Indicate to the Ministry of Transport and to Japanese shipping
companies that the FMC desires their cooperation In eliminating rate disparities.

Finally, It would be useful if the FMC would continue Its efforts -to simplify
commodity descriptions. As wvas outlined by Chairman Bentley, In the age of
containerization, commodities may be classified simply as "Class 1", "Class 2"1,
etc., rather than by specific commodity name. The classifications could be based
on the weight and values of one container filled with a commodity. For example,
If 1,000 Japanese typewriters, weighing 20,000 pounds and with a total value
of $50,000 can be carried in one container and 500 U.S. typewriters, weighing
20,000 pounds and -with a total value of $50,000 canl be carried in thle same con-
tainer, then these commodities should fall under the same commodity "Class".
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Then, a flat rate per one container of this commodity "Class" could be established,
which would be the same rate for both directions.

The Embassy, with the FMC's help, will continue Its work with the U.S.
business community In Japan and Japanese Importers in attempting to Identify,
-and to assess, the economic significance of individual rate disparities. In this con.
nectioin, the Embassy would appreciate receiving one copy of each of the out-
bound shipping conferences' freight rate schedules.

MEYER.

62-790 0-71-pt. 2-28
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Appendix G

Statement by the Special Trade Representative on Border Taxes,
April 1968*

*Rleferred to at page 242 of these hearings.
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Statement by Representative of United States on Border Taxes
Before GATT Working Party, April 30, 1968

The United States welcomes the convening of this Working Party.
We realize that the examination we are about to embark upon will be
complex, and that fundamental policy issues regarding governmental
intervention in trade will be raised. Nonetheless, we believe that it is
essential at this time that the entire question of border tax adjustments
be re-examined, and we hope -that the appearance of such strong delega-
tions is an indication of the desire of all of us to deal with this problem
constructively and expeditiously.

When the present GATT language was drawn up more than two
decades ago, the question of border taxes did not appear to be a majgr
one. Levels of indirect taxes were much lower. Under these circum-
stances, overlying simple and sweeping assumptions about tax shifting
seemed acceptable, and already existing practices were incorporated
without searching examination. The rules were drafted in very general
terms. The United States at that time had no pressing reasons for seek-
ing more elaborate provisions which provided more equitable safe-
guards for its trading position. On the contrary, at that time the United
States was conscious of the need to assist other countries in relieving
the pressures of the so-called dollar gap and the requirements for post-
war reconstruction. Little detailed attention was paid to a problem
which might hypothetically arise which would be harmful to our then
strong payments position.

Times have changed, and the United States must now pay very care-
ful attention to rules and practices which are unfairly prejudicial to
our trading interests. As President Johnson stated in his 1 January
statement on this issue, "We must now look beyond the great success
of the Kennedy Round to the problem of non-tariff barriers that pose
a continued threat to the growth of world trade and to our competi-
tive position".

More generally, the effect on trade of border tax adjustments and
other nontariff barriers is relatively much more important multilat-
erally now than when the GATT was drawn up. Since that time, tarifh
have become considerably less of a hinderance to trade, and quan-
titative restrictions have been substantially reduced in number and
scope. Border tax adjustments have been placed in sharper focus by
these developments particularly since there has been a steady increase
in the rates and coverage of indirect taxes in many important trading
countries. Most of this increase has been reflected in higher border tax
adjustments. In some cases these rates are very high and cover almost
all traded products. Consequently, in some countries the border tax
adjustments on many items are well in excess of the tariff rate, and
changes in border tax rates may often dwarf recently negotiated trade
concessions.
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When the current practices were in their early stages of develop
mient, principally after World War 1, indirect taxation tended to be
confined to sumptuary taxes on a limited number of goods or to low-
rate general taxes. Border tax problems were then simpler and rela-
tively little attention was paid to the border tax issue. Now, the gen-
eral growth of indirect taxes has made prominent the issue of border
tax adjustments, and a major re-examination is essential. But the prob-
lems have recently been further accentuated by the series of upward
changes in border tax adjustments which have taken place in the past
few. months, and by the variety of new changes contemplated by
various member countries of this Working Party. These changes,
coming as they have at a time when the international balance-of-pay-
ments adjustment process is already under strain, have exacerbated
a serious multilateral trade and payments adjustment. problem.

For some time now, both in international organizations and in
bilateral consultations, U~nited States representatives have indicated
a growing concern over the present arrangements on border tax ad-
justments and their effects on trade. As early as July 1963, the United
States proposed in the Organization for Economic Co-operation and
Development a comprehensive study of the problems of border tax
adjustments and their effect on trade. Our concerns are well-docu-
mented in the various discussions and consulta-tions held in that Or-
ganization. Also, in the GATT during the past several years, United
States representatives have at various times suggested that this prob-
lem needed to be explored more fully. Since these adjustments are
governed principally by the GATT, under Articles 11, 111 and XVI
in particular, we believe that a GATT review of its own rules is now
in order. We believe that the Working Party should review the rele-
vant rules in these articles with a view toward amending them or
reaching new agreement on their interpretation and application in
light of the current world trade and payments situation and of the
need to improve the GATT in our continuous search for fairer trading
rules and practices.

We have not come to this Working Party with fixed and inflexible
views as to the results it must achieve. We wish the discussion to be
a wide-ranging one. There will undoubtedly be other members of the
Working Party who will wish to raise aspects of the problem which
have not yet occupied us, or to present substantive argumentation
to develop points that we have made. We shall welcome such contribu-
tions.

There are several general problem areas with which we should
like to deal in this Working Party.

First, we should like to have a serious comprehensive discussion of
whether there should in fact be border adjustments to compensate for
national differences in taxation. There are no adjustments for a wide
range of government measures which directly affect prices, nor for
many forms of taxation which affect prices. Why then should govern-
ments make specific border adjustments for certain types of taxes?
When'governments adopt new domestic economic policies which have
side effects on trade or payments, domestic action is not necessarily ac-
companied by offsetting action 'to neutralize the balance-of-payments
effect. Many government actions, for example, affect general price
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levels. But only in the case of indirect tax measures is there an insti-
tutionalized provision for such offsets. What is the characteristic of
indirect taxation that makes it uniquely qualified for automatic border
adjustments?

If there are to be border adjustments, then they should be designed
to allow no more adjustment at the border than is warranted by the
impact on prices caused by taxes. From this point of view, we doubt
that the current GATT rules and border tax practices are a good
approximation of reality. The underlying assumption of the current
rules is that certain kinds of indirect taxes are always fully passed
forward in prices to the ultimate buyers of those goods, but that direct
taxes and other indirect taxes are never passed forward to the buyers
of those goods. Several issues arise out of this theoretical distinction.

Under present rules, it is unclear whether certain border tax adjust-
mnents are legal or not,. In the first place, the definitions of direct and
indirect taxes are by no means unanimously agreed. The GATT itself
does not refer to the distinction, and the report of the Experts Group
on this question is ambiguous in many respects. This is not surprising.
Even today, economists have difficulty in defining direct and indirect
taxes, depending upon the conceptual framework within which they
are working and the purpose for which they wish toD find definitions.
The distinction between taxes which are shifted and those which are
not is generally considered insufficient for analytical purposes and
distinctions are often made between taxes which are meant to be
shifted (whether they are or not) and those not. so meant; between
taxes on expenditures and taxes on receipts, and taxes on business
enterprise as opposed to taxes on individuals. There are many ex-
amples: some authorities consider property taxes as direct, and others
consider them indirect; some authorities consider employer contribu-
tions to social security as direct and some as indirect. In the second
place there is wide diversity of opinion of just w%,hichi taxes are "levied
on" or "borne by" goods. The practice of certain countries varies signif-
icantly from the practice of other countries onl this point. In the third
place, under current rules, countries have had difficulty in assigning
precise border adjustments to products in relation to taxes on those
products. Averaging has often been used to determine the precise
amount of adj ustment at the border for some taxes removed f rom the
last stages of production. The averages, because of the nature of the
problem, have sometimes been basesl on sweeping and dubious cal-
culations. The current system allows, and perhaps even encourages,
imprec ise arithmetic to determine the amount of adjustments. In these
cases, imprecision often can mean continuous pressure for upward ad-
justments as a result of protectionist desires.

Putting aside these problems of classification and impression, there
is a fundainental issue. Even when one is talking about relatively
easily classifiable taxes7 such as income and sales taxes, the economic
validity of the distinction implied by the GATT between direct and
certain indirect taxes is open to serious question. We think it is a fair
statement to say that economists generally believe that indirect taxes
are neither always nor fully shifted forward, and that direct taxes
are seldom borne fully by the producer. There are differences of view
on the extent of forward shifting of direct and indirect taxes but the
extreme assumptions underlying the present GATT provisions are
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patently wrong. Therefore, a border adjustment equivalent to the hill
internal indirect tax has the same effect on international trade as an
export subsidy or an additional customs duty oit imports. Similarly
the failure to make border adjustments for that portion of direct taxes
shifted forward into prices penalizes the domestic producer visia-vis
his foreign competition, both1 at home and in export markets. This~
handicaps countries relying primarily on direct taxation.

Well-known economists and fiscal experts brought together ii) a
symposium organized by the Secretary-General of the Organisation
for Economic Co-operation and IDevelopment in September 1964
reached conclusions- along these lines. In brief, the conclusions of the
exports were: 1. "In practice, indirect taxes are not fully shifted into
product prices . . ." and 2. "Certain direct taxes, and particularly the
corp~oration profits tax, may be partially shifted into product prices,
although the degree of shiftn ma vrfomcuty to country."

Similarly, the Business and Industry Advisory Committee to the
OECD (BIAC) in a report on the probl em of tax shifting stated: "JIm
a strongly competitive situation the prices obtainable--and hence the
degree of tax shifting-are substantially determined by the market
itself." The BIAC study on tax shi*ft'Ig found that while producers
normally try to shift all txsthir ability to do so is determined by
a range of factors, including the state of the business cycle, the pro-
ducer's control over his market, and institutional factors which vary
from country to country.

SThus, it appears to my delegation that the GATT rules create the
inequitable situation where in direct taxes which are not fully shifted
forward to the consumer can be rebated on export but corporate in-
come taxes which are shifted forward to the consumer cannot be re-
bated on export. The inequity also exists with respect to the use of
compensatory import charges.

In summary, the present GATT provisions on border tax adjust-
inents do not neutralize the effects of taxes on trade. Instead, they are
export promoting and import restricting for the indirect tax coun-
tries. The basic assumptions underlying the GATT provisions are not
realistic. The full border tax adjustment provided for with respect
to indirect taxes constitutes both an export subsidy and an import sur-
chargae. Adjustments for indirect taxes should be eliminated, or they
should be reduced under carefully circumscribed conditions, or some
comparable advantage should be granted to countries who do not have
heavy indirect taxes to balance the advantages now granted to the
indirect tax countries.

This brings me to 'the second basic, general problem area which we
wish to, have examined. That is the question of changes-that is to say,
increases-in rates of border tax adjustments. Many countries have
made or are making increases in their border tax adjustment rates.
Some of the same countries, as well as a number of other countries,,are
planning to increase their border tax rates in the near future. These
changes will raise obstacles to exports into their markets and give rc
advantages to their products in export markets. We are particularly
concerned in cases where tariff concessions which we had obtained by
reciprocal bargaining have been offset, or are currently threatened by
new or increased compensatory imporA charges and by export rebates
affecting other markets where we have received concessions.
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These changes take two different forms, although they are some-
times mixed together: sometimes, changes are made on the argument
that an adjustment from undercompensation to full compensation at
the border is allowed. Sometimes changes are made in relation to a
changeover from one system of indirect taxation to another system
of indirect taxation.

Quite apart from the question of prce shifting, changes raise funda-
mental problems. Once a country hIas established its rate of domestic
taxation, its rates of border tax adjustment, its tariff rates, and its ex-
change rates, then any increase in the rates of border tax adjustment
will create new advantages for the country's trade. Clearly, a change
from so-called undercompensation to some higher, so-called full com-
pensation level has markedly favourable effects on the trade of the
country making such a change.

The changes which have recently taken place and which are soon to
take place have intensified the balance-of-payments problem of my
country. We believe that these changes have a fundamental adverse
effect on the balance-of- payments adjustment process. The changes
have been made even by countries which are in substantial payments
surplus, and who ought to be seeking ways to avoid exacerbating
balance-of-payments difficulties of other countries. The United States
Government, in the framework of international co-operation, is pres-
ently seeking to achieve equilibrium in its balance of payments in a
manner conducive, in the long term, to an increased flow of world trade.
Increases in the level of border tax adjustment operate directly against
these efforts. There is understandable interest in harmonization of
their tax systems by the members of the European Communities. The
shift from a turnover to a value-added system may be applauded as 'a
tax simplification measure, but the increases in border tax adjustments
which accompany such action can be harmful to the process of achiev-
ing a better pattern of multilateral payments balances.

in saying this we recognize the right of each country or group of
countries to adopt any tax system it chooses. But, I repeat: the
concurrent increases in border tax adjustments by surplus coun-
tries can be diseqlilibriating and contrary to the balance-of-pay-
ments adjustments which are needed internationally. Taking into
account the basic problems which require new examination, and mind-
ful of the urgencies brought about by the present and planned changes
in the border tax adjustments of some countries, the United States
Government respectfully requests that all countries contemplating
changes in border tax adjustments refrain from increasng the level
of their adjustments pending completion of the work of this Working
Party. This is a difficult reque st to meet. We recognize the awkwardness
it may create for certain countries. But we believe. that these planned
changes will very seriously exacerbate an already very difficult inter-
national trade and balance-of-payments situation, and that a standstill
for the time being is a modest step compared wtih the general dif-
ficulties further rate changes may create for the United States, and
for all countries.

A third general problem area whichl we believe requires careful and
detailed examination is the ambiguity in present rules and the need for
a more precise code of practices relating to present rules and any
changes which might eventually be contemplated by this Working
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Party. We are concerned with the ambiguities already referred to
regarding distinctions between direct and indirect taxes. An
attempt must be made to clear uip what is legitimate and what is not.
The action of what is meant by the terms "levied on" must be re-
examin'ed. veagn and allocating practices should be examined. The
valuation bases for assessment of border adjustments should be ex-
amined. Where a product is not produced in the home market, serious
doubt exists that border adjustments should be made. Cases where pro-
duction at home may be provided with special exemptions or escapes
froin taxes while at the same time requiring border tax adjustments
on similar foreign goods should be examined. The broad scope for
abuse of turnover tax systems, because of the ambiguity in them,
should be examined. Ultimately, the question of what is "levied on" a
product must be re-examined. New tax systems which might be adopted
should be caught uip in this basic review.

In order to assist other'delegations in assessing the significance of
present practices and the scope and dimension past, present, and pro-
jected developments in border tax practices in a number of countries,
we shall make available to other delegations some descriptive informa-
tion we have collected on border tax practices in a number of countries.
We would welcome comments upon and additions to this compilation.
Its purpose is to provide background as 'to why we believe the problems
are growing in number, and why the work of this Working Party is a
matter of urgency.

We would hope that in due course certain OECD documents can be
released generally to members of this Working Party. Eventually, the
documentation of this Working Party itself may grow large. The sub-
ject, as I said at the outset, is extremely complex. We believe, however,
that it is extremely important, and that new approaches must be found,
in spite of the great burden of work which it will place .upon us.

The Working Party will in due course reach conclusions. We hope
these conclusions will take the form of recomm-endations to change
certain aspects of the GATT rules, and new interpretations of existing
rules which might, perhaps, take the form of a Code, or a multilateral
agreement of some kind. As I stated earlier, our ideas are not fixed. We
would welcome suggested approaches by other countries. We are
guided by certain broad considerations. We question whether there is
a sound conceptual basis for any general border tax adjustments. If.
however, it is a widely held view that some forms of border tax adjust-
ments should continue, we believe that these border adjustments should
not act in such a way as to give an unfair advantage to countries with
one type of tax system and to penalize countries with other types of tax
systems. If border tax adjustments are to serve the purpose of neutral-
izing the effect on trade of ric and resource distortions caused by
taxation systems, the rules sould not have the effect of encouraging
countries to adopt one sort of tax system over another sort of tax
system, merely because the GAIT rules on border taxes give trade ad-
vantages to one system over the other. We believe that a country gen-
erally should be able to choose its tax system primarily because of
domestic considerations without regard to trade advantages conferred
by GAIT rules on certain tax systems. Finally, we believe that the
border tax adjustments, and changes in them, should not be set or
operatcc in such a way that they exacerbate the international balance-

o-payments adjustment process.
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U.S. -JAPAN TRADE IN THE 1970' s

Summnary,

Close and cooperative relations between Japan and the United
States are essential to maintaining a secure position for Japan and the
U.S. in today's world. On this relationship depends the security of the
North Pacific, and the feasibility of a viable order in the 19,70's in
Southeast Asia. Fast becoming an economic superpower, Japan is a
large market for U.S. goods, and has been a dependable ally in main-
taining the world monetary system in reasonable order.

Over the past two decades, while Japan has moved from the status
of a client to that of an associate of the United States, the relationship
has remained a close and cooperative one, despite the inevitable strains
associated with a shift in status. And this has been true despite the
fact that the two countries have little in common. Neither history, reli-
gion, culture, language nor race provide a basis for an identity of
interests. Indeed, economic interests and their associate, military
interests, have provided the real basis for cooperative efforts between
the U.S. and Japan to date.

Yet relations between the two countries appear nowv to be in a state
of rapidly increasing tension. This is especially hazardous since these
tensions are building in respect to trade relations- -precisely the area
in which common interest is most widespread and most likely to be
maintained. The inability of the two countries to find even a basis for
real negotiations over the textile issue, much less reach agreement, is
a clear signal that relations are in serious trouble. The response on
both sides to this impasse has been a hardening of general positions.

The crux of the issue has been, of course, Japan's increasing ex-
port competitiveness in world markets, particularly for manufactured
goods. Japan has broadened the spectrum of its penetration of the U.S.
market from textiles to toys, steel, consumer electronics, motorcycles,
and autos. In addition, it has replaced the U.S. as the main supplier
of heavy equipment to such countries as Taiwan, Korea, and the Philip-
pines. From the U.S. viewpoint, this situation has been further exacer-
bated by a shift of Japan's trade balance with the U.S. from deficit to a
growing surplus.
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Traditional mythology, which ascribes Japan's success to cheap
labor and dumping, is not only wrong, but offers few analytical insights
or constructive solutions to the basic economic issues involved. Rather,
one must systematically examine differences in growth rates, cost de-
clines, and rates of inflation to determine the economic dynamics at
work. From this analysis it is possible to assess the strategic options
open to Japanese or U.S. business independently or in concert with
their respective governments .

It is recognized that demand and supply conditions for different
industries in various countries change systematically as those countries
develop. Each industry in each country evolves through a product cycle
from no production to growth, maturity and finally decline. A country's
industrial spectrum is constantly shifting with respect to industry devel-
opment and competitiveness. These shifts are directly related to com-
parative movements down the industry experience curves, both inter-
nally and with respect to industries in other countries. Japanese and
U.S. industries have been going through such a process for a long time,
and the result of their interaction is apparent in present and past trade
positions. A rational assessment of the process can indicate what will
happen if present trends continue and also what key factors affect the
evolutionary process. These factors would form the basis of any trade
negotiations as well as any course of independent action. These are the
strategic options.

The Problem

Japan's attitudes toward trade are largely the result of a century
of effort to reach industrial parity, and a century of experience with a
fragile balance of payments ;ituation. As a result, Japan has tended to
view all exports as a means of obtaining raw materials and as a means
of debt serving. To this point in time, however, it has never consi-
dered trade as a means of obtaining goods for consumption at lower cost.
The attitude underlying such a policy might be stated as follows: "We
can do everything better than anyone else. Therefore, we should export
everything and import as little as possible--raw materials and some
machinery- -until we learn to make it." Because of this irrational but
real attitude, Japan has erected a large and complex network of barriers
to imports.

The U.S. , on the other hand, has for many years been dedicated to
free trade as a policy. While consciousness of the economic advantages
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of free trade has played its part, this policy also has its irrational ele-
ments. There has been a feeling that the industrial skills of the U.S.
are great enough to ensure that undtcr conditions of reasonably free com-
petition, the U.S. is likely to outcompete other countries in any market
it chooses to enter. In pursuing a free trade policy, the U.S. has for
practical purposes failed to distinguish between products in terms of
their desirability or cost as imports. In consequence, responses in
trade negotiations have been essentially the result of current political
pressures.

The developing trade between the U.S. and Japan is now producing
economic andi political pressures in both countries, pressures now rising
to a danger point. These are the direct result on the one hand of. Japan's
successful implementation of its policies, and desire to continue them,
and on the other of the U.S. 's comparatively unsuccessful competitive
efforts in recent years. Since World War 11, Japan has increased its
share of world exports, almost totally in manufactured exports. Though
this largely reflects a recovery of its prewar position, there is no abate-
ment in its recent export growth rate. And, during the last decade, this
has been two and one-half times that of the U.S. (16 .3 percent versus
6. 8 percent). The U.S. , on the other hand, has been steadily losing
world export market share. This was almost inevitable given the econ-
omic anomalies of the early postwar period. In recent years, however,
U.S. export growth has continued below world averages, especially in
manufactured goods (Exhibits 1 and 2).

The net result of this process has beer an increase in Japan's com-
petitive export position vis a vis the U.S. from one-twentieth of U.S.
exports in 1948 to roughly one-third in 1968. Yet, this fact still dlis-
guises the actual competitive situation as Japan's exports are almost
totally m-anufactured goods (1968: 93 percent), whereas the U.S. exports
large quantities of raw materials and agricultural commodities (196 8:
30 percent). Therefore, in the world export market for manufactured
products, where the two countries really compete, the U.S. is now only
twice as large and is losing ground fast (6. 1 percent growth versus 16.9
pe rcent).

Interestingly enough, their relative positions in 1968 are not much
different than in 1938, hut the size of the world market for manufactured
goods has increased enormously. In addition, the largest percentage of
world exports is now manufactured goods and their share is continuing
to increase. The Japanese are therefore increasing their world market
share relative to the U.S. in the fastest growing world export market
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EXHIBIT 1

TOTAL AND MANUFACTURED EXPORTS
(SELECTED YEARS)

(Current Million $)

Year 1938 1948 1958 1968

World Exports 22,700 57,500 107,900 238,700

% Manufactured 45.0% 42,.0% Z. 0% 63.0%

U. S. Exports 3,094 12,545 17,755 34,199

5% Manufactured 6 5.0%~ 67.0% 74.0% 70.0%
Share World Exports 13.6% 21.8% 16.5% 15.2%
Share World Mfg. Exports 19.6% 34.9% 23.4%/ 15. 2%

Japanese Exports 1,109 258 2,877 1Z,973

% Manufactured 85.0% 87.0% 88.0% 93.0%
Share World Exports 4.9% .4%, 2. 7% 5.4%
Share World Mfg. Exports 9.2% .9% 4.5% 7.7%

EXHIBIT 2

AVERAGE YEARLY COMPOUND GROWTH
RATES OF DOLLAR VALUE

1938-48 1948-58 1958-68

Growth World Exports 9.1% 11 .10 8.3%

Growth World Mfg. Exports 8.9% 8.9% 10.8%

Growth U.S. Exports 15.0% 3.5% 6.8%

Growth U.S. Mfg. Exports 15.4% 4.6% 6.1%

Growth Japanese Exports (-15.7%) 107.5% 16.3%

Growth Japanese Mfg. Exports (-15.5%o) 106.7% 16.9%

62-790 0 - 71 - pt. 2 - 29
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segment. This, as we shall note shortly, accelerates the improvement
in their competitive cost position. A continuation of this trend will ul-
timately give Japan a larger share than the U.S. of world manufactured
exports. For instance, by 1975 Japan's GNP may well be close to $400
billion in current prices. If she exports, say, 15 percent of her GNP,
a reasonable figure given present trading success, the total value of ex-
ports will be $60 billion compared with $16 billion in 1969.

Concomitant with these world market developments has been an in-
crease in Japan's share of total U.S. imports from 7.8 percent in 1960
to 13.6 percent in 1969 and of U.S. manufactured imports from 16.8 per-
cent in 1960 to 21 .2 percent in 1969. As significant as these develop-
ments are, however, they do not completely reveal Japan's current dom-
inance of important U.S. imports such as textiles, steel, and consumer
electronics that compete directly with U.S. producers (Exhibit 3).

When this dominance is viewed together with the increasingly
unfavorable U.S. -Japan trade balance (Exhibit 4) and with Japan's slow-
moving and ill-named "import liberalization' policy, the reasons for
current tensions among American businessmen and government policy-
makers are readily apparent. On the other hand, Japan's desire not to
change her success formula for trade, which has been a key factor in her
remarkable postwar economic development, should be equally appreciated.
Here we have the essence of the problem.

The important questions are these:

1 . Are there any essential characteristics in terms of
growth rate, industrial cost decline, or rate of infla-
tion that will produce a continuing bias in Japan's
favor in its trade balance with the U.S. and in its
relative competitiveness worldwide?

2. Is there a basis for trade interaction between the two
countries that is viable in the long run? What are
the strategic options open to each country either uni-
laterally or jointly via negotiations to establish such
a relationship?

3. If we assume that trade is to be brought to equilibrium
either by monetary adjustment, or tariff differentials
and other restraints, then the U.S. must know which
of its exports are the most vital to encourage and
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EXHIBIT 3

CONCENTRATION IN U.S. IMPORTS
AND JAPANESE EXPORTS (1969)

Japan's Percent U.S. Imports 13.6%

Percent Mfg. Imports 21.2

Percent Textile Imports 27.5

Percent Clothing Imports 22. 8

Percent Steel Imports 45.8

Percent Auto Imports 9.0

Percent Motorcycle Imports 73.6

Percent Consumer Electronic Imports 74.6

Percent New Aircraft Imports 23.6

Percent of Japanese Exports going Po U. S. 31.5

EXHIBIT 4

THE JAPANESE MARKET FOR U.S. PRODUCTS
($ million)

1955 1960 1965 1968 1969

U.S. Exports to Japan 683 1,447 2,080 2,954 3,490

U.S. Trade Balance
with Japan +251 +298 -334 -1,100 -1,398
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ensure market access and which are the least impor-
tant to ensure market access. Conversely, the U.S.
needs to know which of its industries are the most
important to protect from imports and which are the
least important to protect.

4. Since tL~is is a question of trade, it is equally important
to determine which exports Japan will seek to encourage,
and which industries Japan will seek to protect. Which
are Japan's vital interests ?

To determine these parameters, it is necessary to do more than
evaluate the current situation. It is also necessary to determine what
effect changes in the export-import rate of each commodity might have
on future costs and trade capability.

The answers to these questions and the careful delineation of the
economic issues at stake in trade negotiations are in no sense sufficient
to establish a negotiating position. Non-economic issues, not least of
these domestic political considerations, will and should play a substantial
part. But the definition of the economic issues is a necessary- -and in
our judgment currently neglected- -part of the complex of considerations
that must be taken into account in deciding our negotiating position in
trade discussions with Japan.
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DYNAMICS OF JAPANESE COMPETITION

INTRODUCTION

The assessment of Japan's ability to compete effectively in world
markets, particularly in the U.S. market, has usually focused on Japan's
lower wage rates, special export incentives, "dumping' practices, and
controls on imports and foreign investment. Yet, paradoxically, Japan's
competitiveness in a wide variety of products has increased as her wage
rate differential with respect to the U.S. has narrowed sharply and as she
has dismantled more and more of her incentives and protectionism. In
addition, Japanese companies have been quite successful and profitable in
both domestic and overseas operations.

During the 1920's, Japanese wage rates and per capita GNP were at
about one-tenth of U.S. levels, but Japan's only significant export to the
U.S. was raw silk, accounting for perhaps 80 percent of Japanese exports
to the U.S. market. At present, Japanese labor rates are at West
European levels, about one-third of comparable U.S. rates, and several
economists are predicting wages and per capita GNP at or above U. S.
levels by the 1980's. However, the diversity, technological sophistication,
and effectiveness of Japanese competition has at the same time increased
markedly and will continue to do so. Color TV, autos, steel, super-
tankers, and cameras bear little resemblance to raw silk.

It is apparent that Japan is committed to a gradual but firm course
aimed at eliminating both her various special export incentives and the
protection of most of her major industries fromr imports and foreign
investment. By the mid-1970's, Japan could well be the least protectionist
country in the world as well as the most competitive. Therefore, excessive
attention to issues that are of declining real importance can only mask the
actual underlying dynamics, with grave consequences of misperception for
U.S. industry and the U.S. government. For this reason, it is imperative
to clarify the cost effectiveness of Japan's high growth rates and the inter-
action of these growth rates with Japanese pricing behavior. The dynamics
of Japanese competition are not being phased out; they will continue.
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COST EFFECTIVENESS OF HIGH GROWTH

Experience Curve

It has been shown that for a variety of industries, total cost in
constant dollars (or yen) will decline by a characteristic amount each
time accumulated production experience doubles. This is true for entire
industries as well as for individual companies and has been observed in
many countries, including the U.S. and Japan. For most industries and
products, the unit cost decline is about 20 to 30 percent for every doubling
of accumulated experience. The cost-experience relationship can be
plotted on log-log paper to give the industry (or company) experience
curve (Exhibit 5).

The cost-experience effect is much more noticeable in new products
than in older, more mature products, since the new products have a much
smaller experience base, and a higher growth in demand. At first, the
accumulated experience of these products can be doubled very rapidly,
and costs will fall accordingly. In more mature industries, the effects
of inflation may obscure the constant dollar decline in cost. To obtain
an accurate picture of the experience curve, one must factor out the
effect of inflation. (This should be done for new industries as well as
mature ones in order to avoid any distortion of the curve.)

The distorting effect of inflation can be eliminated by measuring
the current dollar unit costs deflated by the GNP deflator against the
accumulated volume produced. 4'Given the historical experience curve
characteristic of the industry, one can then predict future costs at various
levels of accumulated experience. To estimate actual future dollar costs,
it is necessary to reinflate the figures by multiplying constant dollar cost
projections by the expected rate of inflation.

It is readily apparent that an individual firm's cost position within
an industry will depend on its growth relative to that of the entire industry;
that is, on its market share. And conversely, an industry's ability to
lower costs for a given amount of production will depend on the market
share of the individual producers: i.e. , on the degree of concentration
within the industry.

*Since cost data are not always available, it is often necessary to derive
experience curves from price data on the assumpt ion that costs will
follow prices fairly closely over time.



1023

EXHIBIT 5 /

SCHEMATIC EXPERIENCE CURVE

(log scale)

Typical Experience Curve
(slope of 70-80%7)

Accumulated Production

Real
Unit
Cost
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The experience curve effect is important because it enables one to
calculate the change in relative costs of the U. S. and Japan for any g yen
industry. These costs (past, present and future) are a function of:

- the initial production costs in Japan and the U.S.

- the rate at which the U.S. and Japan are accumu-
lating experience (this rate being dependent on when
each began to produce the item and on the annual
growth rates of the two countries);

- the amount by which costs decline in each country
for every doubling of accumulated experience (i. e.
the slope of the experience curve);

- the relative rates of inflation in the two countries
(i.e. , differences in GNP deflator); 'and

- their exchange rates.

Given the value of each of these factors, one can determine the
relative and changing cost positions of the two countries--the U.S. and
Japan- -for a given industry. If Japan accumulates experience at a rate
of 15 percent a year, it will double its accumulated experience in five
years. If Japan's costs decline by 20 percent with every doubling of
experience, a 15 percent accumulation rate will exactly offset a 4. 5 per-
cent rate of inflation. Thus, Japanese industries with accumulation rates
above 15 percent and/or cost declines of 20 percent or better for every
doubling of experience will have lower costs in current dollars in the
future than at present if the Japanese inflation rate is four to five percent.
These industries will therefore be able to lower the actual price of their
products.

Given this situation, the U.S. can maintain its price competitive-
ness in a product it has introduced only if the following conditions are
met:

- the initial production costs are lower in the U.S.
,-han Japan;

- the U.S. is accumulating experience more rapidly
than Japan;
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-for each doubling of experience, U.S. costs decline
by a greater percentage than Japanese costs;

-the U.S. has a lower inflation rate than Japan.

It is unlikely that all of these conditions will be met. The U.S. may
well have higher initial production costs than Japan, because Japan can
borrow or buy U.S. technology and profit from U.S. mistakes. Never-
theless, Japan's competitive advantage does depend on the availability of
technology.

The U.S. may be accumulating experience as rapidly as Japan,
depending on the capacity and production volume of the firms in each
cQuntry's industry. However, since the U.S. was the initial producer,
it is logical to assume that it will have a larger experience base and that
it will consequently take longer to double its accumulated experience.

The degree of cost decline with each doubling of experience depends
on such factors as unionism, industrial concentration and the educational
level of the workers in the two countries. The decline is also influenced
by the rate of technological change in the two countries and by the number
of firms competing in the industry in each country. (In general, the
fewer the number of firms, the steeper the industry experience curve,
since the experience and cost benefit are not spread over as many pro-
ducers. ) In this respect also, Japan has an advantage in its company
unions and in the more favorable attitude of its government toward antitrust
and industrial concentration.

The final factor, inflation, is primarily a function of fiscal arid
monetary policies, but is also influenced by productivity differentials.
And there can be no question that U.S. inflation levels, which since 1967
have approached Japanese levels, have played havoc with U. S. competi-
tiveness; up until that time the three percent inflation differential between
the U.S. and Japan roughly offset the cost reduction effects of Japan's
higher manufacturing growth rate.

Each of these factors, however, can be influenced by the decisions
of the nation's businessmen and gover nment pnlicy-makers. By controlling
these factors, the U.S. can alter its international competitive position and
the product cycle development of its industries.

62-790 0 - 71 - pt. 2 -30
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Product Cycles and Economic Development

A comparison of Japanese and U. S. industrial performance over
time shows that the U.S. has not met the conditions necessary to maintain
its competitive position in the industries it has developed or in which it
has been a successful follower. Thus, Japan's movement down its expe-
rience curves has logically resulted in the product and industry evolution
just described and will probably continue to do so.

Product and industry life cycles are of course a recognized and
logical economic phenomenon. The scientific and material resources
needed for the invention and commercialization of any new product are
generally concentrated in a few advanced countries (most frequently in
the United States). A wide range of innovations are stimulated by the
conditions of domestic demand and supply which these countries enjoy:

- high wage rates promote labor-saving innovations;

- high personal incomes stimulate demand for new
products;

- large military and space programs support
technical innovations which may ultimately have
consumer applications;

- the availability of large amounts of capital and
skilled labor permit development to occur.

These demand-and-supply conditions do not occur in the less devel-
oped countries until their income levels begin to rise; therefore, the
LDC's generally lag behind the advanced countries in the development of
innovative products. The less developed countries do attain the required
levels of demand and begin to make these products at the same time that
demand for them is slowing in the advanced countries. This process
results in intra- and inter-industry development within a country and in
an industrial emphasis that moves continually from products that are less
technically sophisticated and capital- intensive toward those which require
more capital, more skill, and greater technological sophistication. This
historical evolution is readily apparent in the Japanese case.

After being introduced in the U.S. , new products and processes
generally diffuse abroad, at first to other advanced countries, such as
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Japan, which have the technical capabilities and resources to identify and
imitate the required technology. The less developed countries generally
adopt the innovations more slowly depending on the upward shift in their
demand and technological supply structures.

This process is shown schematically in Exhibit 6 and proceeds as
follows:

1. The U.S. invents..and produces the product. then exports
it to other advanced nations, e.g. Japan.

2. Japan imports, imitates, produces, and finally exports
the product. At first, exports are generally sold to
less developed countries' and only subsequently to the
U.S. marke'.

3. An LDC repeats the pattern, finally becoming an exporter
to the less developed countries, then to advanced countries.

4. Eventually, the U.S. has fewer and fewer export markets,
and finally its own market is penetrated by imports. At
the same time, there is a decline in the contribution of
this product or industry to the GNP and economic growth
of the U. S.

5. The process continues for various follower countries
according to changes in their development levels and
the rate of product or industry obsolescence.

This process is well documented for many Japanese industries and
products. Consider the cotton textile industry, where U.S. and European
dominance gave way first to Japanese competition, and later to competitors
from Hong Kong, Korea, and Taiwan. Today the cycle is entering a new
phase, with India and Pakistan developing their own cotton textile industries.
Wool and synthetics are following a similar evolutionary path (E-xhibit 7).

These product or industry life cycles are continually evolving for
all industries in each economy, with new industries emerging all the time.
In each country, therefore, one finds a constantly changing spectrum of
industries in various stages of development (initial development, growth,
maturation, decline, export and import).
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EXHIBIT 6

PRODUCT CYCLE

U.S.

Production
quantity

Imnport s

Japan

I I ~Matur l 1
Il I

quantity Xa

quantity
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EXHIBIT 7

RECENT DIFFERENTIAL GROWTHS IN WORLD TEXTILES
AND ASSOCIATED HISTORICAL DECLINE IN U.K. TEXTILE INDUSTRY

Number Active In-Place Looms (1000's)

North
Area: AmericaYear

1960

1964

1966

440

413

406

Europe

677

585

513

LDC's
incl. Japan

1289

1 590

1651

Labor Fabr ic
Force Spindles Looms Prod.
(1000's) (MM) (10001s) (MM sqg-yds.)

710 40

265 18

125

790 8,500

280 2,300

95 1,500

Fabric
Exports
(MM sq.yXds.)

6, 800

470

230

*In 1968 40% of U.K. textile market was supplied by imports from
LDC's.

Year

1910

1960

1968
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Because this is an ongoing process, it is unreasonable to expect
that a particular country, including the U. S., can continue to dominate
any given industry forever. The underlying reasons for this are explained
by comparative experience development. That the Japanese seem to
understand this process better than we do, at least intuitively, is indicated
by their willingness to phase out and rationalize declining industries, such
as cotton textiles or sewing machines, in favor of newer high-growth prod-
ucts. In fact, it is these high-growth industries which the Japanese have
protected and are continuing to protect by means of controls on imports
and foreign investment. In this way, Japan consciously pursues a policy
which constantly shifts the economic and industrial emphasis from low-
growth, less sophisticated products toward high-growth, more sophisticated
products- -a very rational policy that has contributed substantially to Japan's
postwar economic success. On the other hand, the U.S. policy--which,
in direct contrast to Japan's, protects slow-growth, declining industries
while leaving high-growth industries on their own- -has been self-defeating
in termYs of resource allocation, growth, and meeting Japanese competition.

The Relationship between Experience and Product Cycles

Particularly when a product is new, the number of units needed to
double the accumulated production experience is small as compared with
annual production. Later on, however, this number increases so that
over time, cost declines become smaller both relatively and absolutely.

In the early years of production of a commodity, the U.S. accumulates
experience at a rate substantially above the rate of growth in market demand.
A 15 percent growth rate in demand might mean a 25 or 30 percent accumu-
lation rate and a correspondingly larger drop in costs. At the same time,
increases in productivity and declining relative prices are large.

As U.S. domestic demand levels off, however, both the industry
growth rate and the accumulation rate decrease, the latter relatively
faster, so that price declines slow both relatively and absolutely. During
this second phase, an industry shakeout usually occurs as one or two
firms lower prices in order to gain market share. After the shakeout,
when market shares stabilize, the dominant producer's experience curve
essentially becomes the industry curve, the industry curve being the net
effect. of the experience phenomenon for all the industry's firms.

At this point international competitive strategy becomes important.
If the innovating country fails to capture the increase in world demand
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(either because of international trade barriers or its own strategic errors),
it will lose world market share to competitors in follower countries like
Japan who will begin production and proceed down their own experience
curves.

Initial production costs are usually lower in Japan than they were in
the U.S., and cost declines may also be steeper since Japan can quickly
take advantage of technological transfer possibilities. The U.S. has even
facilitated this process by licensing and patent agreements.

Japan's initial costs, however, are usually higher than current costs
in the U.S. despite the fact that they may be below the initial costs in the
U.S. The exact difference in current costs will generally depend on the
industry's capital intensity and technical sophistication (Exhibit 8).

To catch up, Japan must then accumulate experience at a rate which
is faster than the current U.S. rate, but it need not acquire more (or even
as much) experience as the U.S. in order to approach the latter's cost
position. Reduction in relative costs proceeds fastest during Japan's
initial production stages because the accumulation rate is higher at this
stage of industry development for any given growth rate. In addition,
during this initial period of production, Japan may enjoy greater growth
in demand and production than the U.S. if the U.S. market is becoming
mature. However, it is only after this initial period of rapid cost reduction
that Japan becomes competitive enough to export. This explains why in
Japan, unlike the U. S. , it is only after the period of highest productivity
that an industry enters a period of rapid export growth.

Japan may also benefit from a steeper experience curve attributable
to technology transfer, to a high education level relative to the country's
economic development, and/or to lack of opposition to innovation on the
part of labor. Studies done by The Boston Consulting Group, however,
indicate that Japan's cost slopes approximate those of the U.S. for
similar products.

Given a similar growth in demand in both countries, the ability to
sustain a high growth rate (and, therefore, a high accumulation rate) is
a function of the availability of capital to expand capacity. This in turn
is a function of retained earnings, use of debt, and tax rates. Thus, an
individual corporation's ability to increase its domestic and international
market share depends on its own financial policies and its country's
financial environment. More specifically, the large use of debt by
Japanese companies facilitates higher growth rates and lower margins
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EX1HIBIT 8

EXPERIENCE AND COMPETITIVE CHANGE

(log scale)
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for the same return on equity. This policy, combined with a higher
breakeven due to fixed labor costs and high fixed capital charges, tends,
to stimulate penetration pricing and continuous operation at full capacity.
The section on Japan's approach to pricing which follows w 'ill discuss more
completely the Japanese policy of dropping prices continuously as costs
move clown the experience curve.

In addition, Japan usually benefits from the economic conditions
present in the U.S. In general the U.S. has higher wage rates and higher
prices than Japan. As growth slows, productivity increases also slow so
that higher wages are not offset to the same degree that they were in
earlier stages of industry development. At the same time, as the U.S.
industry begins to mature, its domestic market becomes increasingly
price sensitive and vulnerable to low-priced imports. In spite of U. S.
protectionist policies, these econ 'omic forces constantly push U.S. indus-
try toward the development of newer and more sophisticated products,
with Japan following behind.

The successful Japanese follower will usually increase hi s export
market share first in less developed countries, where there is no domestic
competition, where demand is growing, and where the U.S. has no innate
advantage.

These exports serve multiple c 'ompetitive functions. They impair
the ability of the U.S. to accumulate experience and lower costs relative
to Japan. At the same time, they enhance Japan's ability to accumulate
experience and to lower costs. Competitively, there is a double experience-
cost effect. This can be very important if the Japanese domestic market
is relatively small and is quickly saturated, or if costs must be lowered
further to stimulate addit 'ional domestic demand. Furthermore, these
exports develop Japan's overseas marketing experience.

These developments are critical if Japan is to gain enough strength
to penetrate the U.S. market. This task is difficult because U.S. market
demand is growing more slowly, in-place capacity is difficult to dislodge,
and domestic competition exists. However, quotas and high tariffs are
seldom applied by the U.S. until after significant market penetration, when
the U.S. industry is already in an obvious state of decline.

Therefore, in spite of the difficulties enco untered, Japan usually
penetrates the U.S. market and local producers go into a state of decline
on their home ground, becoming even more subject to the competitive
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pressures which result from loss of market share and deterioration of
relative cost position.

The repetition of this process in other countries (LDC's) is limited
only by the rate of product obsolescence which may prevent such followers
from catching up.

The product cycle is thus seen as reflecting the diffusion of tech-
nology from one country to another and the impact of comparative accumu-
lations of experience in different economic environments. It also reflects
the fact that a firm's ability to gain market share in the early stages of an
industry's growth enables it to lower costs faster than its competitors,
and thus increase its market share still more.

This process, if properly funded, results in a high growth rate and
a dominant market position. Gradually the firm's growth rate settles
down to that of the market as a whole and the market becomes mature.
Any increase in the dominant firm's market share will reduce its costs
and ultimately force industry prices down, making the industry curve
steeper. The continuing evolution of this process is limited only by a
100 percent monopoly situation.

For Japan (the follower country) to enter the cycle, it must capture
that portion of growth in world demand represented by the growth in its
own domestic demand. This is generally made possible by the protective
policies of the Japanese government, by changes in U.S. (the innovator)
financial strategies, or by the domestically restricted market perception
of U.S. companies.

That is, once the U.S'.. domestic m arket matures, the manufacturer
may decide to forego continued high growth (which requires continued
heavy investment and aggressive pricing) and attempt, instead, to earn
a return on his past investment by maintaining a constant price level.
Moreover, he may decide that the size of the foreign market and the
threat of foreign producers, particularly Japan, are not yet great enough
to justify a fight against the foreign government's protective policies,
though this way of thinking may be changing.

Since demand in many industries is still growing in Japan, her
internal growth rates and growth in world market share is quite rapid
relative to the U. S. As Japanese industries gain experience and benefit
from the process outlined above, they begin to export to the less developed
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countries and subsequently to advanced countries, especially the U.S. ,
whose markets are as yet unprotected and where antitrust policies pre-
vent rationalization. As a result, Japanese industries continue to in-
crease their world market share, generally at the expense of U.S. indus-
try. This situation allows them to further improve their cost position
relative to their U.S. competitors.

This process will continue until other countries enter the cycle and
begin to exert the same sort of competitive pressure on Japan. This has
already happened in the textile industry, for example. At the same time,
however, Japan will have begun the "following" process in some newer
industry, accelerating the catch-up cycle by means of high debt leveraging
and consolidation. This is typical of Japanese firms. Their comparative
competitive success as followers will, however, depend on their industry's
relative growth rate, Japan's inflation rate, and their experience cost
curves. These in turn will be determined by their firm's investment,
marketing, pricing, and financial strategies as well as by the general
economic and political environment in Japan and the U.S.

There are several sensitive points within this,' evolutionary process,
for each country and for each firm. These include initial production,
initial export development, and initial penetration of the U. S. market.
At these points, key variables such as margins can be effectively influ-
enced by ex ., rnal pressures. The ability to apply or resist such pressure
is in turn closely related to:

- a firm's investment strategies (foreign and
domestic);

- its marketing strategies (including exports);

- its pricing strategies (domestic and foreign);
and

- its financial strategies.

In addition, it is related to the country's current position in the product
cycle and its likely position five or ten years hence.
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POLICY IMPLICATIONS

The above analysis has immediate and profound implications for
U.S. policy vis-a-vis Japan. Until now, Japan has quite rationally pro-
tected her growth industries from foreign (U. S. ) exports which would
keep her industry from developing, and from foreign (U.S.) investment
which would merely serve the Japanese domestic market and would not
develop into a major export industry. Japan has been able to adhere to
this policy in part because the U.S., in its trade negotiations, has been
preoccupied with protecting its declining industries (e.g. , shoes and
textiles) rather than its established or growth industries. In addition,
U.S. antitrust policies--which have prevented various industries from
combining into more competitive economic units better able to accumulate
experience- -have only exacerbated the unfavorable competitive situation.

The Japanese have also shown a better intuitive understanding of
the economic forces at work in their competitive development. This is
apparent in many policy statements by Japanese business and government
officials. The U.S., on the other hand, has failed to respond with any
integrated trade strategy, or basic understanding of the competitive
process, and has instead continued to react on the basis of ad hoc political
pressures. These pressures have naturally favored declining industries
rather than growth industries, where we tend to be over-confident.

Furthermore, Japanese financial strategies, incorporating high
debt and high breakeven characteristics, have helped create a finely-
tuned growth system- -a system which, even given the same initial costs
as in the U.S., normally sets lower prices and ultimately achieves lower
costs and still lower prices. This is particularly true in export markets
where trading companies offer a more efficient distribution system than
the one existing in Japan itself. Given this competitive challenge, the
U.S. can only respond effectively by thinking its way through some
necessary changes in its present business practices and government
economic policies.

More specifically, the U. S. has tended to give away experience by
investing overseas rather than exporting. This is a second-best solution
to the problem of access to foreign markets from the point of view of U. S.
costs and contribution to GNP. In some cases, overseas investment is
indeed the only way to gain or maintain access to foreign markets, but in
general it seems that U.S. firms simply prefer to invest overseas rather
than export. This is probably a logical preference; its large volume of
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exports to the contrary, the U. S. is not really structured for export. The
U. S. export distribution system is fragmented and expensive, and there
have been legal restrictions on the integration of functions which might
otherwise have served to reduce costs. In addition, U. S. antitrust laws
deter cooperation by U.S. firms in export marketing and in the creation
of joint or cooperative trading companies which would spread overseas
marketing costs over several products. For example, wbat would the U. S.
government do if Ford and GM cooperated to defeat Toyota competitively
overseas ? Some relief from antitrust is required in this area if the U.S.
is to meet Japanese competition, which concentrates experience in Japan
and invests overseas only in raw materials or declining industries.

The domestic antitrust policies of the U.S. also erode the experience
base for export and accelerate the decline of maturing industries by pre-
venting concentration of experience in one or two producers. The U.S.
currently tends to think of competition only in domestic terms; it needs to
extend its view to worldwide competition. Such a change in viewpoint
would lead to more efficient U.S. production units, a more competitive
position, and lower consumer prices, and would coincide with our tradi-
tional free trade posture as well, since imports would be freed.

Such a change in outlook implies a reversal of traditional U.S. pol-
icy--from protecting only declining industries, as is done now, to protect-
ing only those industries whose growth rate is faster than that of the GNP
or of industry as a whole. That is, the U.S. needs to be more conscious
of the benefits to be derived from the huge U.S. domestic market, from
U.S. R&D capability, and from high growth. The U.S. market is twice
the size of Japan's and will remain so, even if per capita purchasing
power becomes thc' same. This means that the experience base and the
potential cost advantage of the U.S. will always be larger than Japan's if
equivalent industry concentration exists in the two countries. .By protect-
ing this base, the U.S. should be able to remain competitive if it exports
effectively, capturing world market growth.

Conversely, it is essential for Japan to have access to this huge
U.S. market if she is to maintain cost advantage and continue to grow
after her own market becomes saturated. Her alternative overseas mar-
kets are limited, at least in the near future. These markets are growing
fast but they cannot provide the quantitative amount of growth required to
add to Japan's increasingly larger experience base at a rate which will
continue to lower costs significantly. However, effective penetration of
the U.S. market, the largest and most developed in the world, can pro-
vide significant additions to Japan's experience base. Although Japan is
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gaining a greater position in Western Europe; although Southeast Asia
will remain important for initial export development; and although some
specialization agreement with China might be worked out, the U.S. will
remain Japan's major foreign market for the foreseeable future.

One must therefore conclude that a rational negotiating posture for
the United States would be to force Japan to pay for access to certain
U.S. markets with access to certain of their own markets (e.g. their
access to the U.S. auto market in exchange for U.S. access to the Japan.
ese computer market). This policy would naturally force a decision as
to who would specialize in which products, since Japan's ability to devel-
op an industry depends on protection, and her ability to sustain cost
advantage depends on access to overseas markets, particularly the U.S.
market. Consequently the U.S. must move to stop Japan's progress in
a given industry while it still has a cost advantage. Protection is of
little use in an already declining or slow-growth industry. Conversely,
in those areas in which the U.S. is following Japan (e.g. , video cassettes
and reproduction) it could use protection of high-growth indus tries to
even greater advantage than does Japan, given the fact that the size of
the U.S. market permits m~uch faster accumulation of experience.

JAPANESE PRICING: "DUMPING" OR SOUND STRATEGY?

The cost consequences of Japan's rapid growth have been discussed
thus far in terms of the economy as a whole, and of industry or product
groupings. Turning now to the individual firm, the question can be
asked, how do these cost effects translate into pricing behavior? Why
is it that Japanese firms are so often seen as pricing in "unfair," "irra-
tional," "uneconomic" ways? Japanese companies are commonly accused
of "dumping" into world markets. Yet it is clear that if Japanese com-
panties were in fact persistently dumping (whatever that may be taken to
mean), they could hardly continue to exist for long periods, much less
finance their very rapid and continued growth. Is there then a basis for
analyzing Japanese pricing behavior which, taken with the effects of
rapid growth, demonstrates a real competitive advantage? We believe
there is.

The Price Implications of Corporate Debt

To get at the issue of Japanese pricing behavior, one must first
note an aspect of Japanese corporate practice which is strikingly different

BEICST COPY AVAILABLE
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from that of the West. As Exhibit 9 suggests, Japanese companies
characteristically depend very heavily on debt as a source of corporate
financing. Indeed, the typical level of debt financing is so high as to
suggest to Western businessmen that the average Japanese firm is vir-
tually bankrupt. For the typical Japanese firm, less than 20 percent of
total capital employed is owned capital (equity and retained earnings)
with more than 80 percent of total capital employed being made up of
short and long term borrowings and the financing of trade receivables.
U.S. companies characteristically source most of their capital from
equity anti retained earnings, while debt comprises a third or less of total
capital.

The effects on pricing behavior of this very great difference.1n
financial practice are startling, as suggested in Exhibit 10.: Assume two
companies, a U.S. company and a Japanese company, competing with
each other. Assume that their costs are roughly equal, but that the
Japanese company follows Japanese financial practices, and that the
American company uses somewhat more debt than is customary in the
U.S. If both provide their .shareholders an equal return (10 percent on
equity) and growv on a sustained basis at ten: percent annually, the margin
of the Japanese company will be roughly half that of the U.S. company.
Therefore, given equal costs for the two companies,,the Japanese com-
pany can service its debt, pay an eq~tal return to shareholders on theIr
portion of total capital, and yet maintain a growth rate equal to that of
the U.S. company at a far lower price level.

While Exhibit 10 is a generalized example, companies in the twq
economies do in fact display the effects of these differing approaches to
corporate 'finance. "The Bank of 'Japan reported 1968-results for major
companies, in both economies; Japanese companies were far, less profit-
able in terns of after-tax return on sales (Z.6 percent compared to 5.1
percent for the U.S, companies).but'provided a higher return to share-
holders (13.7 percent compared to Il, .8 percent).

Thus the generous use of debt by Japanese firms in ef(ect uncouples
their growth rate from their profitability as long as they are able to cover
their debt service and dividend payout. This practice permits the con-
tinued financing of rapid growth even though sales are made at significant-
ly lower margins.

But if the high use of debt confers so substantial a com~petitive&d
vantage, why do U.S. companies not follow a similar strategy? A full
answer is both complex and outside the present discussion. Briefly,
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EXHIBIT 9

CAPITAL STRUCTURE

(1968)

U. S. U. K.
West

Germans

ED Net Worth

Source: Bank of Japan

Japan

8
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EXHIBIT 10

MARGINS REQUIRED TO GROW AT 10%

Japan U. S.

Assets 100 100

Debt 80 40

Equity 20 60

Sales 100 100

Profit

Before Interest and Tax 14.4 27.2,

Interest 6,4 3.2

Profit Before Tax 8.0 24.0

Profit After Tax 4.0 12.0

Dividend 2.0 6.0

Return on Equity 10.0 10.0

Reinvestment of Earnings 2.0 6.0

Additional Debt 8.0 4.0

Growth Rate 10% 10%

62-790 0 - 71 - pt, 2 - 31



1042

however, it can be said that Japan's business environment reduces the
risk and makes tolerable for large Japanese companies a debt level that
would in fact be unattainable and intolerably risky in the U.S. environ-
ment. The financial risks associated with high debt levels are very
much reduced in Japan by the fact that the central bank stands implicit
guarantor of the debt position of major Japanese companies. No Ameri-
can company can assume a similar support from the Federal Reserve
System. Further, an American company is constantly vulnerable to the
threat of prolonged strikes -which can make enormous demands on liquid-
ity. The thin cash position of Japanese companies would make prolonged
strikes devastating, but Japanese labor relations and personnel prac-
tices make such labor conflicts unlikely.

In looking at Japanese price behavior, then, one must first appre-
ciate that the Japanese business system permits an extraordinary level
of debt financing for corporate growth, and that this sourcing of capital
in turn makes it possible for a company to operate at significantly lower
margins than is possible in the United States.

The Full Capacity Policy

One consequence of this financial policy however is the great finan-
cial pressure on the Japanese company which results from the obligation
to service its high debt level. Sizeable interest charges contribute to a
generally high level of fixed costs for a Japanese company compared with
a U.S. company. This fact too has direct implications for Japanese pric-
ing behavior.

To take a specific, and currently controversial, product, Exhibit
11 compares cost levels for Japan and the United States 'in nylon production.
The Japanese advantage in labor costs is somewhat offset by higher over-
head costs and by interest charges. Total costs are' similar,. However,
owing to the nature of personnel relations in the large Japanese company,-
with employees essentially hired for their entire careers, all labor costs
as well as sales, overhead, and interest costs, are in fact fixed for the
Japanese company. For the American firm, labor is largely if not
entirely a variable cost (this analysis assumes that about one-third of
U.S. labor costs are effectively fixed). Taken with lower overheads
and little if any debt service, a much smaller proportion of the U.S.
firm's total costs are fixed.
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EXHIBIT I1I

COST COMPARISON, U.S. AND JAPAN:
NYLON PRODUCTION

Materials

Labor

Sales and Administration

Overhead

Debt Service

Total Cost

Fixed Cost to
Total Cost"~

Japan, Inc. U. _S. Competitor

20 22

10 15

20 20

15 13

2 0

67 70

70% 54%

*Assuming all Japanese labor cost fixed and 1/3
U.S. labor cost fixed,

Jaa (10 + 20 + 15 + 2 )U.S=(5 + 20 + 13
67 70
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The high fixed costs of a typical Japanese company result in what
might be called a "full-capacity policy." That is, since most costs are
fixed, there is considerable incentive for the Japanese firm to operate
at full capacity so long as the product can be sold at prices that are some-
what above variable costs--in fact, somewhat above the cost of raw
materials. Since the breakeven point is high and cannot be significantly
reduced in the short run, management is constantly pressed to lower
prices as necessary to ensure continued full operations as long as these
prices do not drop below variable costs. In the U.S. case, this price
point is reached much sooner than in the Japanese case, since a sub-
stantially larger share of U.S. costs are variable and can be reduced.

Taken together with Japanese financial practices, this "full-capacity
policy" means that the Japanese firm is able to price lower while main-
taining required levels of return and a high growth rate, and has a power-
ful incentive to price lower in order to maintain full capacity.

Pricing Implicationi; of Rapid Growth

These facts about Japanese companies must be seen in the context
of very rapid economic growth. The implications of Japan's high growth
rates have been analyzed in the larger national context, but rapid growth
impacts on the pricing behavior of individual companies as well. In many
ways the experience of the current generation of Japanese businessmen is
unique. They have known twenty years of uninterrupted growth, and for
nearly all of this time have known growth at rates virtually unprecedented
in history. Further, they have a government that is committed to continued
rapid growth, and the credibility of that commitment is strongly reinforced
by their successful expe'-ience. Indeed, their government's generous
estimates of growth have nearly always fallen short. of realized rates of
economic expansion.

This strong sense of confidence that demand will increase at a rapid
rate, and their long experience with rapidly expanding markets, has con-
firmed the necessity to invest in anticipation of demand. In a national
economic sense, this makes for a self-fulfilling prophecy- -the investment
in anticipation of demand creates the economic conditions that bring about
the increased demand. For the individual company, it means that since
capacity does not increase smoothly but rather expands in large periodic
increments, there will be periods of temporary excess capacity. And
it is evident that Japanese management is likely to clear that capacity at
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temporarily lowered prices, and into world markets. This fact, in
conjunction with the typical approach to export marketing discussed below,
helps explain a part of Japanese pricing behavior that Japan's competitors
object to and often find inexplicable.

But from the point of view of the Japanese company, the preoccupation
with investment and market share in the domestic market is entirely rea-
sonable. At Japanese growth rates, failure to maintain market share can
very quickly lead to a disastrous competitive position. Japanese industrial
output has been growing in real terms at some 13-14 percent per year.
This means that in the modern sector most industries are doubling in size
every five years or less. Put another way, if a competitor enters a mar-
ket from a zero position and simply takes the growth of the market without
reducing the sales volume of other companies in the field, he will hold
half the market in only five years. Given the experience curve effect, the
cost implications of this kind of market sharc loss are clear. The same
phenomenon would of course occur in the United States, but since U.S.
growth rates are generally much lower, management's appreciation of the
effects of market share loss is much less. In the Japanese context,
however, it is entirely appropriate that management accept market share
as a primary objective even at the expense of short term profitability.

Some additi onal special characteristics of the Japanese business
environment reinforce this attention to market share. As Japanese
industry swings away from labor-intensive toward capital- intensive
industries, the effects of scale on cost are increasingly clear. Further,
in the Japanese context, growth and thus market share have a direct
effect on labor costs. Since employees are hired directly from school
for their entire careers, and since their pay is essentially a direct function
of their age, the average labor cost for a Japanese company is directly
related to thie average age of the work force. A rapidly growing company
is hiring large numbers of young people: as the average age of the work
force drops, labor costs also drop. Conversely, a slow-growing company
in Japan has a work force that is aging steadily, and its labor costs are
steadily rising. The payoff for growth then is immediate and clear.

Japanese Pricing and the Experience Curve Effect

All of these factors come together to create a business system in
which rapid growth in demand stimulates rapid investment; rapid invest-
ment and thus maintained or increased market share translates directly
into visible cost advantage; high fixed costs ensure that the additional
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capacity will be fully utilized; and financial and competitive practices are
such that margins in excess of the financial requirements for growth
penalize firms in high-growth businesses. Under these conditions, it is
hardly surprising that price becomes the primary competitive weapon of
the Japanese company. The U.S. firm characteristically prefers to
compete through increased services, additional merchandising or product
differentiation, and uses price competition frequently as a last resort.
And U.S. laws, notably the Robinson-Patman Act and ultimately the anti-
trust laws, reinforce this tendency and place sharp limits on the use of
price as a competitive weapon. The results in terms of international
competition are unfortunate.

It will be evident from this discussion of pricing behavior that the
Japanese firm is under considerable pressure to translate into immediate
price reduction the cost improvements resulting from rapid growth. The
common phenomenon in the U.S. of a "price umbrella" being held over
the market by the leading producer for an extended period is far less com-
monplace in Japan. It would appear that the risk of loss of market share
is too evident and too urgent. Thus Japanese prices tend to follow costs
directly down the experience curve. This phenomenon, together with
rapid growth, makes Japanese goods increasingly price competitive in
world markets'quite apart from other aspects of Japanese price behavior
already noted.

What Are Real Prices ?

This discussion of pricing behavior has so far dealt only with the
individual producer, and with some of the factors that make for differences
in pricing practices between manufacturers in Japan and the United States.
The issue is made more complex, however, by differences in distribution
methods and their effect on pricing behavior.

In Japan the traditional, and still general, approach to distribution
both in the domestic market and for export has been the transfer of goods
to a trading company, rather than the direct management of sales activities
by the Japanese manufacturer. The Japanese trading company is unique
to Japan. The large ones are very large indeed, with sales over $10 billion
annually, and with worldwide office networks, dealing in virtually all kinds
of goods. In terms of pricing behavior, the trading company is basically
interested in rapid turnover, and in handling large volumes at relatively
low margins. In contrast to a manufacturer who is selling for his own
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account, the trading company has less interest in market stability and
permanence. The pricing effects in world markets are obvious.

At the same time it must be noted that the trading company is in
many respects a highly efficient vehicle for export distribution. Especi-.
ally for a producer whose export sales would be below the threshold
volume that would make an export effort economic, the trading company
offers an efficient and inexpensive way of arranging transport, establishing
inventory and reaching customers. The result is worldwide export market
access for Japanese companies of relatively small size, for products whose
export market potential is still limited, and to countries whose market is
small. It seems likely that the lack of a comparable business institution
hampers the U.S. export effort of those many U.S. companies that cannot
economically justify entry to export markets, much less to markets of
limited size.

The apparent efficiency of the trading company as a distribution
mechanism for exports raises a difficult question, however, regarding the'
issue of "double pricing ." It is commonly argued that Japanese companies
are prone to "double price," with a higher price for their domestic market
than for export markets. The real possibility of this kind of double pricing
has been noted above in the discussion of the full capacity policy. it must
also be noted however that distribution costs in Japan are high: distribution
channels are multilayered with compounding margins; customers are
numerous and small and thus expensive to reach; and payment terms are
extended and difficult to enforce. Under these very different conditions
of domestic versus export sales, it is clear that some caution must be
exercised before bringing charges of "double pricing" against the Japanese
manufacturer.

Some Implications for Policy

It is not easy to discuss this critical area of pricing behavior without
running the risk of seeming to justify the Japanese approach. U.S. produ-
cers are in fact at some inherent competitive disadvantage. Japanese
companies with costs similar to Western producers can price lower while
being as profitable to their shareholders and financing faster growth- -

which in turn leads to lower costs, and under Japanese conditions this is
promptly translated into still lower prices. This advantage, unless adjusted
for by a higher rate of inflation in Japan than in the United States, must in
fairly short time be balanced by a change in the exchange rate. The
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alternative- -that U. S. companies might adopt Japanese financial practices--
is not available given government- bus ines s relations in the U.S.

This does not rule out however a more critical review by U. S. firms
of their own export pricing policies. It would seem appropriate that
roughly as many 'dumping' charges should be brought against U.S. firms
as are registered by U.S. firms against foreign competition. The current
disproportion suggests that U.S. companies are not as aggressive as their
foreign competitors in pricing to international markets.

The "dumping' issue also suggests that a change in response by the
United States might be useful. By definition, the charge of dumping means
that Japanese domestic prices are high and that a price umbrella is being
held over the domestic market by Japanese producers, thus providing a
cash flow to finance further product expansion. At present, the U. S.
response to this situation is to close or limit access to the U. S. market.
Strategically, an interesting alternative would be to trade off closure of
the U.S. mark,,(L against wide-open access to the Japanese market. If
Japanese prices are in fact disproportionately high, U.S. producers should
be able to penetrate that market and thus shut off the cash source that is
financing further Japanese growth.

It would also seem useful for the United States to examine the trading
company phenomenon. It is quite clear that most large American companies
are entirely prepared to handle their own export sales (although even these
might find a joint export effort to smaller overseas markets economic).
But it is also clear that many of the smaller, specialized producers that
only our huge economy makes possible have export markets that their
scale and experience prevents them from penetrating. Are there perhaps,
in the Japanese trading company, some of the elements that might be put
together to expand the U. S. export effort and make U. S. producers better
able to compete with the Japanese even outside the United States ?

JAPANESE PASSENGER CAR PRODUCTION: A CASE STUDY

The following simplified analysis will illustrate how experience
curve techniques can be used on specific products to analyze past and
projected future developments in. comparative advantage and product life
cycle evolution between Japan and the U. S. The effect of policy variables
can be examined by an extension of the same approach. The auto industry
has been chosen to serve as an example since it is both important and
topical.
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The competitive strength of Japan's auto industry is now admitted
by its U.S. counterpart. This recognition came very late, however,
although all the signals described above were quite apparent. Whether
this belated awareness was due to overconfidence, U.S. market myopia,
or an absorption in the conventional mythology about Japan is not clear.
It would seem, though, that the U.S. auto industry did not understand
the dynamics of Japan's competitive development.

The U.S. began passenger car production at the turn of the cen-
tury, but annual production was still only about 4,000 vehicles in 1900.
Initial costs were high--around $5,000 in 1958 prices. Although produc-
tion and accumulated experience grew quickly, with some drop in prices
between 1900 and 1904, the real industry shakeout did not begin until
1908. After that time, there was a fairly uniform decline in real (and
current) prices until 1930, reflecting the market dominance of Ford and
the Model T. Accumulated experience doubled about every two years
until 1916. Between 1916 and 1939, doubling occurred within three, four
and five year periods successively.

The Depression and later World War II caused a stagnation in pro-
duction growth, and there were only two further accumulation doublings
between 1929 and 1960. The first took 13 years and the second 17 years.
Possible price declines were thus quite limited. By the 19 30's General
Motors had emerged as the dominant producer and continued to dominate
after World War II. Government monopoly policies, however, effective-
ly restricted GM from reducing prices to further increase market share,
but this did not prevent marginal producers such as Studebaker or Pack-
ard from being forced out of the auto business. Also during the postwar
period, the larger car emerged as the representative model in the U.S.
auto market. This explains the higher price umbrella (horizontal line)
during thi6 period as compared with the 1930's (see Exhibit 12).

Japanese passenger car production, on the other hand, was not'at
all significant until the postwar period, although a few cars were pro-
duced as early as 1935. Most of Japan's vehicle production was instead
concentrated in heavy trucks and busses, small three-wheel trucks, and
motorcycles. By 1952, only about 16,000 passenger cars had been pro-
duced in Japan. Average current wholesale prices at that time were about
$2,900 as compared with $1,500 for a larger U.S. car. As Japanese
wholesale prices include a sizeable excise tax levied at the factory, the
difference between actual factory costs was probably somewhat less
than $1,400 despite the U.S. domestic price umbrella and higher U.S.
margins. In any case, real initial costs and prices for Japanese autos



EXHIBIT 12

U.S. PASSENGER CAR PRODUCTION
PRICE. EXPERIENCE EFFECT. 1900-1969
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were well below original U.S. costs for the same amount of accumulated
experience ($2,900 vs. $5,000).

The Japanese auto industry then proceeded down its experience
curve with a slope similar to (but not steeper than) the U.S. curve at a
similar stage of industry and product development. It also doubled
accumulated experience about every two years and reduced real (and
current) prices sharply. Therefore, despite a 36.8 percent differential
rate of inflation between Japan and the U.S. * during the 1952-J1969 per-
iod, the Japanese were able to lower current wholesale prices to roughly
$1,700 per car as compared with $2,200 in the U.S. (See Exhibits 13 and
14.) At the same time, Toyota and Nissan emerged as the dominant Jap-
anese producers, although the industry shakeout is not yet complete in
spite of government- encouraged mergers.

The competitive interaction between the U.S. and Japanese auto
indu stries clearly reflects their respective price- experience develop-
ments. In 1952, current wholesale prices were widely different ($2,900
for Japan versus $1,500 for the U.S.) and there was little or no export
from Japan. By 1958- 1960, however, the gap had closed to roughly
$1 ,900 for the U.S. and $2,100 for Japan. Nissan was now exporting
some 11,000 vehicles (mostly light four-wheel trucks) and Toyota 5,500
vehicles. Still, 86 percent of Nissan's and 84 percent of Toyota's ex-
ports were going to LDG's, mostly in Southeast Asia and Latin America.

In 1961, current wholesale prices for the two countries were com-
parable ($1,900 for Japan and $1,850 for the U.S.) although the Ameri-
can cars were of better quality and greater size. By 1964, however,
Japanese current wholesale prices, were below U.S. prices ($1,750
versus $1,900), and Toyota's and Nissan's cars were appearing in the
U.S. , although imports were only 2,000 and 10,000 units respectively
in that year. Most of Japan's exports were still to LDC's (91 percent
for Toyota and 85 percent for Nissan). By 1969, the price gap was sub-
stantial ($1,760 for Japan versus $2,270 for the U.S.) and Japanese ex-
ports to the U.S. had become significant. In that year Toyota sold
130,000 units and Nissan 87,000 units in the U.S. , and a dealer network
was established. At that point, Japan's share of the U.S. passenger
car import market was nine percent and still growing. The competitive
price differential had obviously increased to such an extent that size,

The differential rate of inflation is found by subtracting the U.S. rate
of inflation from the Japanese rate of inflation.



EXHIBI1T 13

JAPANESE PASSENGER CAR PRODUCTION
PRICE- EXPERIENCE EFFECT - 1952- 1969
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EXHIBIT 14

JAPANESE AND U.S, PASSENGER CAR PRODUCTION
COMPARATIVE EXPERIENCE DIAGRAM

_________________________(log scale)
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*-Japanese line from which Japanese curve in 1958 Japanese
prices shifted up relative to fixed U.S. line (1958 prices).
This shift reflects 1952.58 differential inflation rate.
(Japan 1.8% increase relative to U.S.)

o -Japanese line reflecting impact of 1958-69 differential
inflation on rapanese real prices compared to the U.S.
(Japan 32.8% increase relative to U.S.)
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service, and other considerations had been offset. And the Japanese
strategy of producing and marketing the "fully equipped" car was quite
successful. A "pocket- conscious" U.S. public also helped offset the
effect of declining economic conditions on the overall demand for autos.

Following the usual pattern, exports and the U.S. market were
providing the additional demand stimulus required to further accelerate
a lowering of costs in the Japanese industry. As can be seen in Exhibit
15, passenger car exports grew from 11.6 percent of production in
1964 to 22. 1 percent in 1969, indicating that export demand was growing
twice as fast as total production and domestic demand. In addition, as
just noted, exports to the U.S. represented the largest portion of this
growth. In fact, by 1970 approximately 50 percent (by value) of Japanese
passenger car exports were to the U.S. ($537 millionn. Nor did Toyota
and Nissan dilute their Japanese experience base by building manufactur-
ing plants in the U.S. Instead they put their efforts into developing large
car carriers which reduced. transportation costs to a fraction of previous
levels, improving export effectiveness and ad ding growth in experience.

Historical and current data comprise the only tool we have in try-
ing to determine whether this competitive trend will continue. Given
Japanese pricing practices and pressures, however, it seems likely that
Japanese auto producers will continue to drop prices in accordance with
cost reductions as they proceed along their cost-experience curves. The
two major producers will continue their fight for domestic and export
share. Their export thrust will be especially vigorous because this
growth'segment gives them added experience which can affect their dom-
estic prices and thus their domestic market share. Moreover, monopoly
phobia is not a limiting factor in Japan as it is in the U.S. Indeed, the
government is encouraging rationalization (mergers) in this industry
specifically for the purpose of strengthening international competitive-
ness. Therefore, no price umbrella situation is likely to emerge. The
rate of continued relative price declines, however, will depend on access
to export markets as well as on the growth of the domestic market. As
has happened with other industries in the past, this export market, es-
pecially the U.S. market, is becoming more and more important as de-
mand in Japan slows and its market becomes saturated.

A continuation of this competitive development by Japan's auto
industry represents a concrete threat to American auto manufacturers.
However there are possible weaknesses in this development, as noted in
our earlier policy recommendations regarding export development, anti-
trust, and control of access to the U.S. market. These and other strate-
gies could be used effectively in this competitive context.
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EXHIBIT 15

JAPANESE PASSENGER CAR EXPORTS
1964- 1969

(Thousand Units)

1964 1965 1966 1967 1968 1969

s

67 101 153 223 406 557

Percent of Total
Production 11.6% 14.5% 17.4% 16.2% 19.8% 22. 1%
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