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CAUSES OF TILE TRADE DEFICIT AND ITS
IMPLICATIONS FOR THE U.S. ECONOMY

THURSDAY, JUNE Ill 1998

U.S. SENATE,
COMMITTEE ON FINANCE,

Washington, DC.
The hearing was convened, p~rsuant to notice, at 10:00 a.m., in

room SD-2 15, Dirksen Senate Office Building, Hon. William V.
Roth, Jr. (chairman of the committee) presiding.

Also present: Senators CDhafee, Grassley, D'Amato, Murkowski,
Moynihan, Conrad, Graham, Moseley-Braun, and Bryan.

OPENING STATEMENT OF HON. WILLIAM V. ROTH, JR., A U.S.
SENATOR FROM DELAWARE, CHAIRMAN, COMMITTlEE ON FI-
NANCE
The CHAIRmAN. The committee will please be in order.
Today marks the beginning of a comprehensive review of our

trade policy, one that I expect to pursue this year and next as a
means of reconnecting our trade policy with the American -people.

My goal is to lay the foundation for trade legislation to be consid-
ered in the next Congress that will establish a new American agen-
da on trade.

Since World War II, we have maintained a strong bipartisan con-
sensus in favor of trade liberalization. As this past fall's debate
over fast-track legislation made clear, that consensus has broken
down. The result has been a political climate- in which many view
trade with skepticism or outright hostility.

In m'y view, unless we address the concerns of the American pub-
lic over trade, the current hostility may foster a new isolationism,
the urge to throw up a protective wall around us to stave off the
economic changes at loose in the world. That would have devastat-
ing economic consequences.

Ultimately, there is no protection in protectionism. The way for-
ward lies, instead, in rebuilding a domestic political consensus in
support of opening markets abroad and encouraging competitive-
ness at home. That is a goal of the trade policy review we will
begi today.

Te first ste p in that process will be a series of Finance Commit-
tee hearings designed to assess the impact of trade and trade
agreements on the economic future of the American People.

To supplement the work of the Finance Committee hearings, I
intend to turn to those agencies with expertise in economics and
trade policy, such as the International Trade Commission, and,



where necessary, to resources outside government to ensure that
the committee gets the answers it needs, to fulfill its responsibil-
ities.

At the outset, I will focus the committee's review on the broad
policy q uestions raised by this past fall's debate such as: what
drives the increasing globalization of markets, and what are the
implications for the American economy; how do our existing trade
agreements serve our economic interest, and, where broken, how
should these trade arrangements be fixed; what domestic policy
changes are needed to ensure American competitiveness in a global
economy, such as the fundamental reform of our Tax Code; what
impact does increasing international trade have on labor, environ-
mental, and health and safety standards both here and abroad?

In later stages of the review, I intend to focus on our relation-
ships with particular trading partners, the competitiveness of par-
ticular sectors of the economy such as agriculture, manufacturing
and services, and on the operation of our existing trade laws.

That hard work begins today with our hearing on the causes and
consequences of the trade deficit. I do not need to inform the mem-
bers of the committee about the dramatic shift that has taken place
in our trade position over the last 20 years.

The last -time we ran a current account surplus for a full year
was in the early 1980's, and our net international investment posi-
tion has eroded steadily during that time to the point that we are
now the world's largest debtor Nation.

While the deficit is substantially smaller now as a percentage of
gross domestic product than it was in the mid- 1980's, it is once
again expanding rapidly as a result of economic developments in
Asia.

That erosion has caused considerable debate over what drives
that deficit, whether it is largely a function of our own domestic
economic policy or the result of foreign unfair trade barriers and
the manipulation of exchange rates.

We are fortunate to have with us today three extremely distin-
guished panels of witnesses to help explain the deficit and what it
means for our economic future.

Kent?
OPENING STATEMENT OF HON. KENT CONRAD, A U.S.

SENATOR FROM NORTH DAKOTA

Senator CONRAD. Thank you, Mr. Chairman. Thank you very
much for holding this hearing. I think it is critically important. I
welcome your announcement that we are going to have a series of
hearings, because I think this goes right to the -heart of the eco-
nomic challenge facing our country.

I think most of us would agree that free trade is a correct prin-
ciple. The devil is in the details. Re presenting the State of North
Dakota and being next to our neighbor tthe north, Canada, we
have had a chance to experience how the details of a so-called free
trade agreement can very adversely affect a State.

Once the Canadian Free Trade Agreement was passed, Canada
went from zero percent of the U.S. durhamn market to 20 percent
of the U.S. durham market, virtually overnight,- not because they
were more competitive, but because of a loophole that was in the



Canadian Free Trade Agreement that was never revealed to Con-
gress.

In fact, we only learned of what was negotiated away when we
had a Binational Panel ruling that went to the negotiating notes
that had never been given to Congress and found that our then
trade ambassador, Clayton Yeuter, had agreed to a formula that
was grossly unfair to U.S. producers.

The consequences have been severe for our State. The State Uni-
versity has indicated that, because of these unfair trade practices
that were allowed in this secretly negotiated deal, North Dakota
loses about $500 million as a result.

Now, not only have we seen it in a specific agreement like the
Canadian Free Trade Agreement, we have also seen the defects of
NAFTA. In the NAFTA agreement, members will remember, we
negotiated a 10 percent reduction in the tariffs. Very soon there-
after, Mexico had a 50 percent devaluation.

As a result, we were worse off in terms of a trade relationship
than when we started. As a result, we went from a $2 billion trade
surplus with Mexico to a $16 billion trade deficit. If that is a suc-
cess, I would hate to see a failure.

Right now our State, North Dakota, is going through a severe ag-
ricultural crisis. We have just had the Secretary of Agriculture to
North Dakota, and he formed a crisis response team that told us
that we are in danger of losing one-third of our farmers next year.
One out of every three, Mr. Chairman. That is a crisis. We are be-
deviled by a double-whammy of low prices, coupled with a severe
outbreak of disease.

Part of the reason we have got low prices, is because we have got
our chief competitors, who are heavily subsidizing their producers,
in fact, at a level 10 times what we do for ours. Ten times. On ex-
port subsidy, they are subsidizing their producers at a rate of 100
times what we do for ours. The outcome is predictable: their mar-
ket share has increased, ours has declined.

Over and over, we have seen this pattern repeated as the United
States has been taken advantage of in trade negotiations and trade
discussions. The result is, we are the largest debtor Nation in the
world, and that has serious economic consequences.

Mr. Chairman, that is why these hearings are so important, and
I, again, thank you for holding- them.

The CHAIRMAN. Thank you, Senator Conrad.
Senator Chafee?

OPENING STATEMENT OF HON. JOHN H. CHAFEE, A U.S.
SENATOR FROM RHODE ISLAND

Senator CHAFEE. Thank you very much, Mr. Chairman. I want
to thank you for holding today's hearing on the important subject
of the trade deficit. I believe there is an enormous amount of misin-
formation and misunderstanding about the trade deficit of our
country. One need only to look at the recent debates in the Senate
to find proof of that.I

For example, one suggestion is the notion that, for every billion
dollars in imports, some 20,000 jobs are lost. This formula seems
to be based on the well-known and accepted statistic that every bil-
lion in exports supports roughly 20,000 jobs.



But economists agree that you simply cannot reverse that export
formula. Why? Because with imports, other questions arise, ues~
tions such as, is there direct important substitution? Is it a su sti-
tution for something that did exist in our country?

For example, let us take a look at coffee. We import $2.6 billion
in coffee. But we cannot say we, therefore, have lost 52,000 U.S.
jobs, for we do not grow coffee in this country.

So I think it makes sense to go back to basics, as you are doing
here today, Mr. Chairman, and take a look at the deficit to under-
stand why it may exist and what it means.

The panels that are assembled today before us are made up of
distinguished experts in this area, and I am especially interested
in hearing from two of our to p economic officers in our country, the
Secretary of the Treasury and the Chair of the Council of Economic
Advisors.'They are going to help us understand the true nature
and implications of the trade deficit.

So I believe this hearing can help clear away some of the mis-
conceptions about trade and its impact on our economy, and I hope
that the information we hear today will be shared with our col-
leagues during the next Senate debate on trade legislation.

Thank you, Mr. Chairman.
The CILARmAN. Thank you, Senator Chafee.
Senator Bryan?
Senator BRYAN. Mr. Chairman, I will waive my opening state-

ment, but I will have some questions for the panels.
The CHAIRMAN. Thank you very much. Time is of the essence,

and I appreciate that.
We will now hear from our distinguished colleague, the junior

-Senator from North Dakota, Byron Dorgan. Senator Dorgan has
been one of the primary proponents of examining the causes and
consequences of the deficit.

I share his concern that we gain a better understanding of what
is driving the trade deficit in light of the trade numbers we have
seen in recent months.

I appreciate, also, Senator Dorgan's efforts to assure that this
important issue is addressed, and his interest in being with us

Senator Dorgan?

STATEMENT OF HON. BYRON DORGAN, A U.S. SENATOR FROM
THE STATE OF NORTH DAKOTA

Senator DORGAN. Mr. Chairman, thank you very much for hold-
ing the hearing. I will be brief. I know you have a long schedule.

But let me begin by going through a series of charts. And if I
might turn them so that some in the room can seen them as well
as those at the dais, it will, I think, set the stage for what I am
about to talk about.

First, is the U.S. merchandise trade deficit. You can see the flood
of red ink. If you are over 21 years old, you have never lived in
this country at a time in which we have not had a trade deficit.
It is 32 out of the last 33 years, 22 consecutive years, of merchan-
dise trade deficits.

If we could have the next chart. That is not a record, it seems
to me, that is a record of success. Second, is the American goods -



deficit is getting worse. These are the average monthly deficits.
You will see that this year, the average monthly deficit is worse
than every other year, and that has been the case every single
year.

The next chart will show, for the past 13 years, a couple of coun-
tries. China, in the past 13 years, has grown in its merchandise
trade deficit with us from $ 10 million to $50 billion.

-The next chart will show Japan. If you take a look at our trade
relationship with Japan, you will see an abiding, consistent trade
deficit with Japan. I believe thatb is the last chart. I simply wanted
to show the flood of red ink dealing with trade policy.

Now, I think it is wonderful to have distinguished economists
testify today. I would encourage you, however, to invite some farm-
ers and some businessmen, some oil drillers, and others who really
know about trade policy.

It is safe to say that there has never been an economist, a politi-
cian, or a journalist that has lost a job because of bad trade policy.
But I would invite, also, in future hearings some folks who know
firsthand about how trade policy affects them and their lives.

There are really two views about this trade policy. One, was in
the Boston Globe in an op-ed piece yesterday by a writer who says,
"Our trade deficit is not a sign of disaster, but of strength," and
goes on to say, "America's balance of trade is not a real economic
event, it is only an accounting fiction."

A piece in the New York Times by a former member of the ad-
ministration said, "What are we worried about? We are importing
tomatoes from Mexico and buying toys from China. But then we
are exporting automobiles and jet aircraft, so what is the big deal?"

It is true, in fact, we import tomatoes from Mexico, but the larg-
est imports from Mexico are auto parts, automobiles, and elec-
tronics. In fact, we now import more automobiles from Mexico than
we export to the entire rest of the world.

I am wondering whether the writer, one of the country's distin-
guished economists, could have confused tomatoes with Toyotas, or
might want to alert customs that those big red vegetables have
combustion engines.

But there is a lot of confusion about trade, so let me talk about
the other view. Mr. Greenspan, whom I rarely quote, yesterday,
was testifying before Congress and talked about trade deficits bal-
looning to record levels that are "unsustainable and pose unknown
consequences and possible dangers."

Buster Thoreaux. "If there is one thing we know about inter-
national trade, it is that no country, not even one as big as the
United States, can run a trade deficit forever."

I have said before, and feel strongly, that our trade policies in
this country that create these deficits or result in these deficits are
both soft-headed and weak-kneed.

By that, I mean soft-headed, one,-they are, in most cases, a re-
sult of trade agreements that we have negotiated badly. Some 60
or 70 years ago, Will Rogers said, "The United States has never
lost a war and never won a conference." He surely must have been
talking about trade.

We negotiate, inappropriately, trade agreements with other coun-
tries, believing that most of it is foreign policy rather than hard-



nosed economic policy, not understanding that our competitors in
this world these days are tough, shrewd, competent, able competi-
tors. Our trade plicy must be tough, hard-nosed, economic p y
not soft-headed foreign policy.

So, one, badly negotiated trade agreements. We ought to do bet-
ter than that. Senator Conrad talked about NAF'TA. I wish I had
15 minutes today to talk just about NAFTA and how incompetently
that was negotiated, at least from the standpoint of farmers in our
part of the country. I mean, incompetently negotiated.

Two, trade agreements are rarely enforced. In fact, they are so
rarely enforced that you cannot find a record of what the agree-
ments are. The U.S. Chamber of Commerce in Japan tried to accu-
mulate the trade agreements we have with Japan and tried to get
U.S. Government sources to accumulate it for them, and the agen-
cies and the government really could not find a record of the trade
agreements.

So, if you do not have a record of the agreements, how on earth
would you enforce them? Of course, they are rarely enforced, and,
when enforced, enforced in very weak terms.

Finally, we have trade agreements that do not recognize currency
fluctuations. When the Japanese yen fluctuates 4.0 or 50 percent,
which makes our exports much more expensive and their imports
much less expensive and you see this flood of red ink, it seems to
me that if you were a producer rather than a Journalist, a producer
rather than an economist, or a producer rather than a legislator,
you would understand and demand that no trade agreement can be
effective if you have wild fluctuations in currency values.

But let me just conclude with a couple of other points. About two
weeks ago, a ship pulled up to the dock in California with Euro-
pean barley. We raise plenty of barley in this country.

The Europeans subsidized that feed barley, which does not have
much value in the first place, probably $2 a bushel. They sub-
sidized it to the tune of $1.10 a bushel, and then shipped it into
Stockton, California, into this country. It was legal under GATT.

Let me say that again. You can take a $2 product raised in Eu-
rope, pay the shipping costs, send it to this country, and subsidize
to $1.10 a bushel, and it is legal under GATT. That describes the
bankruptcy of a trade agreement that says that kind of behavior
is legal.

If any of us think that this trade policy has the respect of produc-
ers in this country, who every day go to work, and try and confront
those kinds- of issues raised by that kind of behavior, we are dead
wrong. We need to fix this, and we can do it if we work together.

I am not suggesting that expanded, open, and free trade is not
important. It is. I advocate it. I demand, however, on behalf of the
producers of this country, that it be fair trade. You cannot look at
those charts, in my judgment, and see the accumulation of red ink
and not understand that it hurts this country.

Finally, let me conclude by saying, the economists who will tes-
tify today will likely have different views of these issues. Some will
say, in fact, gee, things are going so swimmingly, in fact, all these
red marks are signs of economic health. I taught economics very
briefly in college. I was able to overcome that. [Laughter.] And I
think go on to some other things.



I do not dismiss economists. I think they contribute a great deal
to our country. But I must say this. The most basic text of eco-
nomic learning tell us that our gross national product is composed
of four things: consumption, investment, government, and net ex-
ports.

If net exports show a deficit, it detracts from our economy, not
adds to it. There is no debating that, in my judgment. We will find
people who come here and describe all kinds of excuses about why
we are here and why we ought not do anything, and why those who
come and raise some concerns about it are xenophobic protectionist
stooges who just do not understand and just cannot see over the
horizon. That is all nonsense.

This is a problem, and this country would do something that is
responsible on behalf of producers if it recognizes it is a problem
and begins, thoughtfully, to address it. No, not to start a trade war,
but just to serve notice to our trade partners around this world
that times are different.

We are going to stand up for our interests, the interests of our
producers, and demand fair and reciprocal trade policies. When we
do not get them, then others must pay a price for that, but this
country must begin standing up for its economic interests.

The word protectionist is used in the article that I started with
today and it is bantered around. Anybody who has any different
thoughts about trade is immediately branded a protectionist.

I am only interested iht expanded trade opportunities that are
fair to this country. I am not interested in continuing 25 or 50
years of trade policy that really, in effect, is foreign policy and that
undermines and weakens our country.

Mr. Chairman, thank you for holding the hearing. I have intro-
duced the bill that would create a commission to develop strategies
to deal with this issue, and that is, I think, part of the reason for
this hearing. I thank you for being willing to explore what I think
is a controversial, but nonetheless a very important, issue for this
country.

The CHAIRmAN. Thank you very much, Senator Dorgan, for being
here today. The purpose of these hearings are to try to determine
exactly where we are, what needs to be done. Certainly, agriculture
is one of the most critical areas and we intend to spend a great
deal of time on that matter.

Thank you very much.
Senator DORGAN. Thank you.
[A statement submitted by Senator Dorgan appears .in the appen-

dix.]
The CHAIRMN I would now turn to our second panel, which in-

cludes my good friend and colleague, Secretary of Treasury Robert
Rubin, as well as the Chair of the Council of Economic Advisors,
Janet Yellen.

Secretary Rubin, of course, is the administration's principal
spokesperson on economic policy matters. Before becoming Treas-
ury Secretary, he served as Chair of the National Economic Council
and Co-chair of Goldman Sachs.

Chair Yellen, prior to assuming her current position, was most
recently a Governor of the Federal Reserve. Before that, she en-
joyed a distinguished career as a professor of economics, specializ-



tn in- -the international arena, and most recently as a BernardRoa Professor of International Business and Trade at the School
of Business at the University of California at Berkeley.

Senator MURKowsKi. Mr. Chairman?
The CHAIImrN. Yes, Frank?

OPENING STATEMENT OF HON. FRANK H. MUIIKOWSKI, A U.S.
SENATOR FROM ALASKA

Senator MURKQWSKI. If I may just compliment you on holding
these hearings. I believe Secretary Rubin is either lost in traffic,
or slow in coming.

But," if I may proceed very briefly, to compliment you on the sig-
nificance of this hearing, the timeliness of it, and the importance
of it, because an awful lot is taken for granted in the area of trade.

I intend to pursue with Secretary Rubin, who has just arrived,
the question of the role of the Secretary of Treasury in regard to
the stabilization of the yen. The yen is at 141, almost 142. Thie Jap-
anese stock market is at a 52-week low; the Taiwanese stock mar-
ket is at a 52-week low.I

Furthermore, Mr. Chairman, I think it is rather enlightening to
reflect on some of our trade policies associated with sanctions, be-
cause I am under the advice that 65 percent of the world's popu-
lation is current subject to our U.S. sanctions.

-~What that does to our international competitiveness, Mr. Chair-
man, is pretty obvious. It certainly provides opportunities for our
trading partners to have a little better position, whether it be the
Japanese, the South Koreans, the French, or whatever, as we ex-
clude ourselves by our own sanction policies from a significant por-
tion of the world's market.

When you think of the magntude of excluding ourselves from 65
percent of the world's population bytrade sanctions, it suggests
that we review this. I am particularly pleased that Senator Lugar
is proceeding with hearings and an examination of this policy.

So, I will look forward to the Treasury Secretary commenting on
some of the points that I have made and, particularly, when do we
step in, or do we step in, and stabilize the yen or some other cur-
rency.

Finally, Mr. Chairman, as we look at our trade deficit of $199
billion, it is rather interesting to reflect that most of it is made up
of two countries, China and Japan.

The third major factor, is the trade deficit as a consequence of
the contribution of dependence on imported petroleum. Thirty-one
percent. Thirty-one percent of our trade deficit is as a consequence
of our dependence, and there are the figures over there, on im-
ported petroleum, which means we send our dollars and our jobs
overseas.

This administration has been very reluctant to encourage devel-
opment on Federal lands, particularly in my State of Alaska,
where, for the last 20 years, we have sup plied this Nation with
about 20 percent of the total crude oil produced. So, if you want
to address that with relief, Mr. Chairman, you might start with the
old adage that charity begins at home.

With that profound observation, I am finished.
The CHmMAN. Thank you, Senator Murkowski.



Again, I am happy to welcome the Secretary of Treasury, Mr.
Rubin. He is accompanied, of course, by Larry Summers, the distin-
guished Deputy Secretary of Treasury. As I said earlier, it is a
great pleasure to have these three distinguished people here.

Your full statements will be included as if read. I would ask that
you summarize them. Welcome. It is good to have you here.

Senator Rubin, I mean, Secretary. I just promoted you. [Laugh-
ter.]

STATEMENT OF HON. ROBERT E. RUBIN, SECRETARY OF THE
TREASURY, WASHINGTON, DC, ACCOMPANIED BY DR.. LAW-
RENCE H. SUMMERS, DEPUTY SECRETARY, U.S. TREASURY
Secretary RUBIN. Well, you changed me, Mr. Chairman, but I

will note to Senator D'Amato that you so referred to me.
The CHAIRmAN. No, do not do that, please.
Secretary RUBIN. In any event, let me start by saying that I

think this hearing is a very good idea. I think it gives us an oppor-
tunity to discuss a whole range of issues that revolve around the
trade deficit that are very important to our country.

Let me start, if I may, by putting the trade deficit in context. As
you know, Mr. Chairman, this is the strongest economy amongst
the major industrialized world today: we have 4.3 percent unem-
ployment, created roughly 16 million new jobs over the past five
and a half years, low inflation, and rising real wages, all of which
I think is very important to keep in mind as we talk about the
trade deficit.

At the same time, we do have an expanding trade deficit. How-
ever, having said that, also, as a percentage of GDP, as a percent-
age of the economy, it is substantially lower than it was in the mid-
1980's.

In the mid-1980's, it was about 3.5 percent of GDP. It is about
2.5 percent of GDP this year, and private forecasters are estimat-
ing somewhere between 2.5 to 3 percent of GDP next year.

There are many reasons behind the increasing trade deficit, and
I know Chairman Yellen is going to be talking about savings, a
very important factor. But it is our view that the single most im-
portant factor is the relative strength of the U.S. economy com-
pared to virtually all of our significant trading partners.

Within the context of the United States' economy, the driving
force has been domestic demand, although exports have also in-
creased at a rather nice pace, but foreign demand, as a general
proposition, has not increased nearly as rapidly as domestic de-
mand.

First quarter data indicates that the countries that have been
most affected by the recent instability in Asia, Thailand, Malaysia,
Indonesia, the Philippines, Singapore, and Korea are in a pace to
fall somewhere on an annualized basis between $17 billion and $24
billion in terms of our exports to them versus where we were before
the crisis began. Of course, the concern is that if that contraction
in this part of the world increases, then those numbers become
substantially larger.

If you add Japan to those figures, the number is somewhere be-
tween $23 billion and $29 billion on an annualized basis, and, once
again, that could become larger if the contraction increases.



Most of the industrialized nations have also been growing less
rapidly than we have, but I think, most troublingly, and Senator
Murkowski referred to this, is the situation in Japan.

That economy still fails to show signs of recovery, and I do not
think there is any question but that th weakess of the Ja panese
economy and the correlated weakness in their-currency are having
substantial adverse impacts on the Eastern Asian countries, which,
in turn, affects us.

Obviously, the worse the conditions become in Japan, the worse
it impacts on East Asia. We, that is to say, the United States and
the IMF, the QECD, and the G-7-and in our case this has been
going on for close to 2 years now-have strongly and actively urged
the Japanese government to undertake the necessary steps to in-
crease domestic demand-led growth, particularly fiscal stimulus
dealing with the problems in their banking sector, deregulation,
and opening markets.

We have also consistently, particularly over the last several
months, expressed a sharing, if you will, of the concern that they
have expressed about the weakness of their currency. I think it
would be fair to say that we have expressed a growing concern, as
they have expressed a growing concern, about the weakness of
their currency.

It is our view that the weakness of the yen reflects the economic
conditions in Japan. Senator Murkowski, in response to 'your, I
think, very important comments, the fundamental remedy to the
problem of the yen is for the Japanese government to take the
kinds of measures that are necessary to stimulate domestic de-
mand-led growth in Japan.

On the whole, the trade deficit of the United States, as a con-
sequence, is viewed as a reflection of the strength of our economy,
not a weakness. It is our view that, even with this trade deficit,
the most likely scenario in the foreseeable future is a continuation
of solid growth, low inflation, low unemployment.

One thing that is absolutely clear, is that the trade deficit has
not undermined performance in this economy. Having said that, let
me focus on the effects of the trade deficit for a moment, Mr. Chair-
man, because I think that is an extremely important and somewhat
complicated issue. Let me do it in the context of two dynamics. On
the one hand, the trade deficit means that we are attracting for-
eign capital, and that does create claims, both debt and equity
claims, that are some point are going to have to be repaid.

On the other hand, if that capital is used, not for consumption
but for investment, and if it is used wisely, then we can get more
growth in this country out of the foreign capital that has come in
than the claims that we will have to repay so that, on balance, it
will be good for our economy.

I think the evidence suggests at the present time that, in fact,
that is exactly how that imbalance of capital coming in is being
used and that, therefore, this capital coming in is contributing con-
structively to our economy, even when taking into account the fact
that it wil have to be repaid at some point in the future.

Having said that, it also does create vulnerabilities. Increased
trade deficits create vulnerability to a change in sentiment in the
international capital markets with respect to the United States,



and, second, they do give rise to sectoral dislocations in our econ-
omy. Amongst other things, all of this gives rise or underscores the
importance of having strong economic policies at home.

More broadly, Mr. Chairman, I do not think there is any ques-
tion, at least in our view, that trade contributes very substantially
to the economic well-being of our country. Millions of Americans
owe their jobs, directly or indirectly, to trade, and all of us have
both lower prices and greater choice because of the international
competition that trade fosters.

Moreover, trade with developing countries now accounts for
somewhat over 40 percent of our total exports. It is sometimes said
that we cannot trade effectively with low-wage countries, and I
think the evidence I have just put forth suggests exactly the oppo-
site.

W~hile it is true that low-wage countries are able to produce a
range of low-wage, low-skilled items at lower cost than our country,
which, I might add, is to the benefit of American consumers, this
is not true across the board because in many low-wage, low-skilled
products we still have an advantage due to American productivity
and other factors.

Moreover, the developing countries buy American goods, air-
planes, construction equipment, entertainment products, high-tech
goods, and the result is that, as long as we remain a highly produc-
tive and competitive economy, we can, and we will, export effec-
tively to low-wage countries, and increasing trade with low-wage
countries will benefit our economy.

Just for one moment, to put the same thing into conceptual per-
spective, trade is not a zero sum game. A nation does not win by
exporting and lose by importing. If a nation produces its relatively
most competitive goods and services and then exchanges them with
other nations to obtain the goods and services it produces relatively
less competitively, the nation will be better off with than without
trade.

Having said that, it is also true that, while the great preponder-
ance of Americans will benefit from trade, some industries will be
buffeted by foreign competition, which means there will be disloca-
tions for some, though I think it should be observed that technology
contributes far more to those dislocations than trade.

The answer, in our view, is not to try to halt the technology or
to try to halt trade, which contributes so much to so many, but,
rather, to make sure that all of our people are equipped to compete
in the global economy, to help the dislocated re-enter the economy
quickly and successfully, and to have an appropriate safety net,
where needed.

Let me say that I do think, for those of us who believe strongly
in trade liberalization and its benefits to our economy, I think one
thing that we must do is focus on how to continue to provide assist-
ance to those who are dislocated so they can re-enter the economy
effectively.

In terms of promoting exports and also minimizing the trade def-
icit, it seems to us, in terms of national economic policy, there need
to be three pieces: first, an aggressive program of opening markets,
as we have done through NAFTA, the WTO agreement, and scores
of trade agreements, including strong enforcement of our trade



laws; second, promoting growth and development in the developing
world, which I said a moment ago, accounts for something over 40
percent of our exports; third, promoting financial stability and, par-
ticularly where there is financial instability, working to restore fi-
nancial stability.

Let me say with respect to trade policy, Mr. Chairman, the Presi-
dent, as you know, is committed to fast track, and the question is
when that can be most effectively reintroduced. He has also said
recently that, in the context of pursuing fast track, we need to
"harmonize our goals of increasing trade and improving the envi-
ronment and working conditions."

Give me one more moment and I will finish. In the context of fi-
nancial stability, Mr. Chairman, we live in an uncertain world. The
global financial markets have-brought great benefits to our country
and na -tions around the globe.

However, they do carry the risks of financial instability, and I be-
lieve that it is absolutely critical that the Congress, as rapidly as
possible, approve funding of the IMF and approve our contribution
to the International Monetary Fund so that the international com-
munity will have the resources to deal with severe problems,
should they develop.

As I have said, and Chairman Greenspan has said at numerous
hearings, the probability of another major crisis is low, but, if such
a crisis should happen, its effects on country could be severe. It is
not sensible for our economy-to take the risk of not having an IMF
that is sufficiently funded to deal with a significant crisis.

I might add that the IMF is at historically low levels of funding
right now, and there is no cost to the American taxpayers of pro-
viding the funding that we have requested. With your leadership,
Mr. Chairman, the Senate has adopted the legislation with a vote
of 84 to 16, and it is now imperative that the House follow suit as
rapidly as possible.

The only final comment I would like to make, Mr. Chairman,
that is a complement to everything I have talked about with re-
spect to international economic policy, it is also absolutely critical
that we be productive and competitive in the global economy here
at home. That requires fiscal responsibility to keep interest rates
down, increase savings for investment, and investing in our people
through education, training, and the like.

If we pull all of this together, a forward-looking international
economy policy and a domestic economic policy focused on competi-
tiveness and fiscal responsibility, then we are well positioned for
success in the global economy.

Thank you, Mr. Chairman.
The CHAIRmAN. Thank you, Secretary Rubin. Secretary Summers

is not going to make any statement?
Secretary RUBIN. Secretary Summers will be responding to ques-

tions along with me, and I know Chairman Yellen has comments
to make.

The CHAIRMAN. Well, we are delighted to have you here. Please
proceed.

[The prepared statement of Secretary Rubin appears in the ap-
pendix.]
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MS. YELLEN. Thank you, Mr. Chairman, members of the commit-
tee. I appreciate the opportunity to discuss the trade deficit with
you today.

The trade deficit is an important economic statistic, but its inter-
pretation is Subject to substantial confusion. A country's trade bal-
ance is, often wrongly, used as a measure of its success in market
opening policies or as a measure of the benefits of its engagement
in international trade.

So the central point I would like to make today, is that the bene-
fits of increased international trade are reflected in higher real in-
come and not in a smaller trade deficit.

In part, our trade deficit reflects the fact that our* fast-growing
economy is pulling in a lot of imports. At the same time, it reflects
the fact that the United States is attracting substantial inter-
national capital flows because the United States is viewed by for-
eigners as a good place to invest.

Those capital flows have financed increases in plant and equip-
ment investment that have exceeded even the growth in national
saving due to deficit reduction since the beginning of the Clinton
Administration.

One of the most important insights of economics is that inter-
national trade increases the real incomes of all countries that en-
gage in it. Secretary Rubin emphasized this, and I would like to re-
emphasize it: trade is not a zero sum game in which the gains of
some countries come at the expense of other countries. On the con-
trary, it is a positive sum game in which all sides gain.

The benefits from trade are not simply theoretical. Large eco-
nomics literature has found that those countries that are open to
trade tend to grow faster and have higher levels of per capita in-
come than countries that close themselves off from international
competition and trade. In fact, one estimate is that the
globalization of the U.S. economy has added around $1,500 to per
capita income over the last 40 years.

Now, it is often suggested that a major benefit of trade liberaliza-
tion is job creation. When our economy is operating below its poten-
tial, as it was in 1993, export growth can produce job gains, helping
the economy move back toward full employment.

But, in the long term, increases in exports ultimately pull work-
ers away from other activities. Trade still raises real income, but
the boost comes from better jobs and lower prices.

Perhaps the greatest source of confusion about trade relates to
the interpretation of causes of trade or current account deficits and
surpluses. A trade deficit occurs, by definition, when a country's
total spending exceeds it production.

When that ha ppens, the shortfall is made up by importing more
than is exported. So when the United States runs a trade deficit,
foreigners buy less than a dollar's worth of U.S. goods for every dol-
lar they earn through their export sales to us.

The natural question, of course, is what do foreigners do with the
dollars they do not use to buy U.S. goods? In practice, the excess
dollars are invested in U.S. assets. Indeed, it is the desire of for-
eigners to purchase those attractive U.S. assets, to lend us the



money needed to finance a trade deficit that makes it possible to
run such a deficit. Countries can only run those deficits if foreign-
ers want to add to their holdings of our country's assets.

The relationship between spending, production, and the trade
deficit can be expressed another way. I will not bore you with the
details, but it turns out that, in an accounting sense, a country's
current account balance, which is a more comprehensive measure
than the trade balance, is equal to the difference between national
saving and national investment.

When the demand for investment in the United States exceeds
our pool of national savings, that gap, that difference, is made up
by borrowing from foreigners. The United States first experienced
large current account deficits during the mid-1980's, when invest-
ment fell as a share of national income, but net national saving feel
even faster. The trade deficit shrank briefly as investment col-
lapsed in the 1990-1991 recession, but we have seen it reemerge
in the current expansion.

The good news in this expansion, is that investment has been
booming. But national saving has not kept pace, despite the dra-
matic improvement due to the elimination of the Federal budget
deficit.

As Secretary Rubin emphasized, when a trade deficit is used to
finance productive investment, as in the United States now, it can
be viewed as largely benign because the extra investment raises
productivity and that results in future national income that is more
than enough higher to enable us to pay off that foreign borrowing.

So, we would be worse off as a Nation if, over the last few years,
we had been forced to curtail our investment. Our ability to attract
funds from abroad is, I believe, a well-deserved vote of confidence
in the ability of .our high-performing economy to put those funds to
good use.

Let me return for a minute to the more immediate causes of our
rising trade deficit. Increasing trade deficits often accompany
strong economic growth of the kind we have seen over the last few
years, both because expanding domestic demand pulls in imports
and because growing economies tend to have appreciating cur-
rencies.

More recently, the East Asian crisis has boosted the deficit as the
affected countries have cut back sharply on imports of goods from
the United States. Fortunately, this slow down in exports to East
Asia comes at a time when domestic demand growth is extremely'
robust and labor markets have become increasingly tight.

The consensus among forecasters is that the East Asian crisis
could serve as a kind of break that subdues growth toward a more
sustainable pace, permitting continued job growth with a more
moderate path for interest rates and stronger investment spending
than we would otherwise enjoy. Of course, we have the side benefit
that the decline in import prices is a dampening influence on infla-
tion.

I will just take one more minute and conclude. I do not want to
leave you with the impression that there are no reasons- to be con-
cernedabout a large trade deficit. First, even in the absence of any
negative impact on overall output or employment, there have been
sectors that have been adversely impacted. Before 1997, there were



many U.S. producers that enjoyed rapid growth in their exports to
East Asia, and they will see, and have already seen, a decline in
those exports.

The second reason for concern about the trade deficit follows, in
part, from the first. That is, if the rising trade deficit undermines
support for internationalist principles and for market opening poli-
cies like those that have been outlined by Secretary Rubin in his
testimony, including support for the IMF and for fast track, if that
widening U.S. trade deicit were to create the false impression that
the United States stands to lose rather than gain from continued
engagement in international markets and trade, that would be a
very costly development, indeed.

The CHAIRMAN. Thank you very much, Chair Yellen.
[The prepared statement of Ms. Yellen appears in the appendix.]
The CHAIRMAN. Yesterday, Alan Greenspan, I think, appeared

before one of our committees, where he made the comment that the
Asian crisis already has deeply affected the U.S. economy, hurting
farmers and businesses that export to Asia and causing the trade
deficit to balloon to record levels that are "unsustainable and pose
unknown consequences and possible dangers. The trade deficit will
only get worse, since the worst of that crisis, clearly, is not over
in Asia."

Now, I know the importance you attach to IMF and in helping
it out. I have generally been supportive of that effort. But I am con-
cerned about this statement that says that the trade deficit is bal-
looning to record levels that are "unsustainable and pose unknown.
consequences and possible dangers."'

I would ask you, Mr. Secretary and Madam Yellen, what should
the administration and ourselves be doing? What are these dan-
gers, and how can we ameliorate, somehow, these problems?

Secretary RUBitpi. Let me give you a brief response, if I may, Mr.
Chairman, and then suggest that Chairman Yellen or Dr. Summers
might, as distinguished economists, want to respond.

I think that I would interpret the Chairman's comments, al-
though I have not discussed them with him, as referring to long-
term sustainability. As I said in my remarks, as long as your trade
deficit represents savings from abroad that are coming to this coun-
try, and I think Chairmian Yellen referred to this, and then being
used constructively here in investment, if it is being well-used, it
actually, on balance, should be contributing to our growth.

Now, it is true, over a long period of time this can create greater
,problems as your foreign-held assets, relative to your GDP, grow
and grow and grow, if tat, in fact, is the effect of this.

So over a long period of time you could have an unsustainable
situation, but in a shorter period of time, a period of several
years-I will speak now for myself and you can get other re-
sponses-I think that the real key is what is being used, what is
this inflow of savings being used for? If it is being used for produc-
tive investment, that is positive.

On the other hand, there are, as I said in my remarks, two sets
of things we should be worried about. One, is that sentiments could
change abroad with respect to the attractiveness of our economy.

If that were to happen, if we ceased to be viewed as an attractive
place for capital to come and capital sought to leave this country,



then that could drive interest rates up and have all kinds of ad-
verse impacts.

So, I think one thing that we, the administration, and you, the
Finance Committee, and the Congress all need todo is to maintain
a healthy macroeconomic and other policy environment in this
country so we continue to be an attractive place for savings from
abroad to come'and stay. I think that is the key.

I think the second, would be to deal with the sectoral dislocations
that occur as a consequence, and they inevitably will occur.

The CHAIRmAN. Chairman Yellen?
MS. YELLEN. I would certainly agree with Secretary Rubin's anal-

ysis of this. I would add that I think part of the increase in the
trade deficit and the current account deficit that we have seen, and
are likely to continue to see over the next couple of years, part of
it, I believe, is temporary and has to do with slow growth abroad
and the crisis in East Asia. So, hopefully we will see some diminu-
tion of those rising trade deficits/current accounts surpluses if re-
covery occurs abroad.

I would add that, from a policy standpoint, of course, we want
to do everything possible-Secretary Rubin emphasized this in his
remarks-to promote recovery abroad, both in the East Asian coun-
tries that have been affected by the crisis, and similarly in Japan,
that really needs to grow more rapidly and serve as an engine of
growth, both for the Asian region and also for the world as a whole.

The CHAIRmAN. Everyone talks about the importance of Japan,
particularly with respect to Asian flu, the need for it to take meas-
ures to get its economy growing. Yet, it seems, to the contrary,
things are not going well there. If things do not go well in Japan,
things will not go well in Asia.

What do we do about that? I think it is a matter of utmost im-
portance.

Secretary RUBIN. Mr. Chairman, I think it is exceedingly trou-
bling. We would agree with your characterization of the utmost im-
portance. It is a matter of public record, so I am not saying it is
not public, that President Clinton, over the last 18 months, has
spoken with the Prime Minister about this several times.

We have very actively urged the Japanese government- to deal
with the issues of fiscal stimulus, and now, most particularly with
the problems and issues around the financial sector and the banks,
as well as deregulation of opening markets.

We have worked with the G-7, with the OECD, with the IMF,
and others to continue to discuss these matters with the Japanese
governments. In the final analysis, although others may have a dif-
ferent view they would like to express, I think the most construc-
tive and the only role that we can really play is to continue to very
actively work to persuade the Japanese government to face these
very difficult issues they have to deal with.

Dr. Summers, as you may know, is very much involved with this.
The CHAIRMAN. Could I just make an observation. It concerns

me. We eee the yen, in its relationship to the dollar, moving the
wrong direction. There are those who say that the dollar is only
going to get stronger. That means Japan is depending more and
more on exports and that is the opposite of what Asia needs. Some



people say that the administration is willing to see the dollar even
strengthened further. Do you have any comments on that?

Secretary RUBIN. Yes, I have seen that, Mr. Chairman. Every
time that I have seen it, we have said to those who have printed
that, that exactly the opposite is the case, that we are greatly con-
cerned about the weakness of the yen. But, in a fundamental sense,
the ultimate answer to this lies in the Japanese economy.

But it is the administration's position to be very concerned about
the weakness of the Japanese economy and to be very poncerned
about the weakness of the Japanese currency. But the answers to
those issues lie within Japan in terms of actual policy measures
that need to be taken.

The CHAIRMAN. Larry, I know you have been on the front line.
Do you have any comment?

Dr. SUMMERS. I would just say this, Mr. Chairman. I think we
share, and I think increasingly other countries in Europe and in
Asia have come to share, an enormous sense of concern about de-
velopments in Japan. I think many in Japan are coming to share
that concern much more than would have been the case 6 months
ago.

That is, I think, a reflection of, in Japan, what weakness in their
economy means for their capacity to do the things they need to do
as a country, prepare for an aging society, and so forth.

I think there is a very clear recognition that weakness in Japan,
as you suggested, Mr. Chairman, has spill-over consequences for
the rest of Asia. These are very much active subjects of discussion.

In a flexible exchange rate regime, which is the type of regime
that we have, the value of currencies over time are set by the per-
ceptions of people who trade a trillion dollars a day as to where the
fundamentals of economies are.

So, while our concerns are relevant and we have tried to be very
clear about our concerns, we continue, in cooperation with others,
to watch developments in these markets very closely.

What is ultimately most important for the value of any exchange
rate, is the economic policy fundamentals in the country that deter-
mines it.

The CHAIRMAN. I would like to ask Chairman Yellen one further
question, then I will turn to the next questioner.

Chairman Yellen, do you agree, or Mr. Secretary, with the recent
Census Bureau estimates set out in the June 8th edition of the
Journal of Economists that we are under-reporting our exports by
as much as $62 billion, and that our current account deficit may
be one-third lower than the recent Commerce Department statistics
suggest?

MS. YELLEN. Mr. Chairman, that is something that we have been
recently briefed on by the Bureau of the Census. My understanding
is that they have developed these estimates in conjunction with
their efforts to encourage more U.S. exports to record their exports
electronically so that the statistics can be more accurate, and num-
bers in that range have been given by the Census Bureau.

I think a conservative estimate, in their view, of the under-re-
porting of exports would be in the $20 to 40 billion range. It is con-
ceivable, according to their estimates, that the under-reporting
could be, as you indicated, in the $60 to 70 billion range. This



comes about because about 97 percent of U.S. imports are recorded
electronically, the rest are submitted on paper and entered by
hand.

In the case of exports, though, only about 70 percent are recorded
electronically, and there can be delays and other problems in tab--
ulating and recording these exports. So I believe what you have in-
dicated is correct and it could lead to over-reporting of the trade
deficit.

With respect to the current account deficit, I would simply add
that there could be misreporting or under-reporting in other areas
as well. Investment income is a notorious area in which statistics
could be inaccurate.

So, in terms of drawing a bottom-line conclusion on that, I would
hesitate, but certainly, you have indicated about exports, those lead
to over-reporting of the trade deficit.

The CHAIRmAN. Well, my time is up.
Senator Conrad?
Senator CoNRAD. Thank you, Mr. Chairman. I thank the wit-

nesses for being here today.
I must say, as I listen to this discussion, the message going for-

ward here disturbs me because it sounds to me very much like the
message is, well, trade deficits really do not matter, in fact, maybe
they are positive. I personally do not believe that.

It reminds me a little of the discussions we used to have about
budget deficits. People would say, very often economists, that the
budget deficits did not matter. Well, of course they mattered. They
mattered because they put pressure on interest rates and slowed
economic growth. Trade deficits matter because they have got to be
repaid. They represent the claim on the future.

The only way that I know that trade deficits can be repaid is, at
some point in the future, you reduce consumption and increase -sav-
ings. That means a reduced standard of living at the time that it
occurs.

Now, Mr. Secretary, you have acknowledged that these deficits
have to be repaid, the debt that is building has to be repaid. We
are now the world's largest debtor Nation. Not so recently, we were
the world's largest creditor Nation.

When you acknowledge that these deficits and debt has to be re-
paid, how is that to occur?

Secretary RUBIN. I agree, by the way, absolutely about budget
deficits. But on the trade deficit question, Senator, the comment I
made was that if we have a trade deficit, say we have in influx of
capital today of a dollar and then we have to pay interest over 10
years and have to pay it back 10 years from now, but if that dollar
is invested productively in this country and the result is the GDP
10 years now is $2 higher than it otherwise would have been, one
of those dollars would go back to pay that dollar and the other dol-
lar would be net benefit to this country.

So I think it really depends on what this is used for. In the mid-
1980's, as you know, the trade deficits we used largely for con-
sumption. That was not good. The evidence suggests now it is being
used for investment.



Having said all of that, Lhere are still all the vulnerabilities,.
which I mentioned in my testimony. That is the general frame-
work.

Senator CONRAD. Can I go back to my question, and that is, how
are these deficits to be repaid? Am I correct that, to repay them,
requires at some point that we reduce consumption from what it
would otherwise be and increase savings?

Secretary RUBIN. Yes. But the from what otherwise would be
would be higher than it would have been without the investment
in the first place.

Senator CONRAD. Well, I understand the theory. The theory is
that we are productively investing those dollars that we are receiv-
ing today.

Secretary RUBIN. Yes. That is right.
Senator CONRAD. The question is, is that the case or are those

flows being consumed? Now, you indicated in the 1980's, the evi-
-dence was they were being consumed.

Secretary RUJBIN. Right.
Senator CONRAD. You indicate the evidence today is that those

flows are being productively invested. What are the indications of
that?

Secretary RUBIN. Investment today, as a percentage of GDP, is,
I think, the highest we have had in our history, though I am not
sure about that. Chairman Yellen or Dr. Summers?

Dr. SUMMERS. Equipment investment, Senator, is at the highest
share of GNP that it has ever been in our history. If you look at
this period of recovery, business fixed investment as a whole has
risen very substantially greate-r, at a faster rate, than the GDP.

Indeed, there were some recent statistics that came out suggest-
ing that the capital stock, which is sort of the measure of capacity,
had grown more rapidly in the last year than at any point in sev-
eral decades.

I think your concern with the trade deficit is very much war-
ranted, that what in some ways. would be best is if we had a high
level of investment in America that was financed from a high level
of saving in America.

I do not think we do ourselves a favor if we forego attractive in-
vestment opportunities because we have to borrow the money, but
the priority goes very much, for the long-run health of our econ-
omy, to improving national savings. I think we can take some satis-
faction from the fact that the national savings rate is almost three
times as high this year as it was in 1992, but we have clearly got

-a great deal more to do. The budget surplus is an important step.
I think, with the Chairman's leadership, the very important steps
to expand personal savings through IRAs are constructive steps.

Obviously the next place where, on a very large scale, we as a
country wi confront this issue is as we think through the dilem-
mas associated with Social Security reform. It is exactly the impor-
tance of saving that is behind the President's emphasis on saving
Social Security first.

Senator CONRAD. Well, let me just say that I agree very much
with your statement. I mean, it would be even better if we were
financing these high levels of investments with increased domestic



savings. The fact is, the piper must be paid at some point. When
you borrow money, when you build debt, it has to be repaid.

At some point in the future, and I understand the argument that
if it is productively invested we will have more to pay it back with
in the future, but the fact is, at that point in the future am I not
correct that it will require a reduction in consumption in this coun-
try in order to repay it?

Secretary RUBIN. Well, but you would still be at a highei, level
of consumption than you would have been without having the in-
vestment in the first place.

Senator CONRAD. Well, I understand that. If, and there is a big
if in there.

Secretary RUBIN. If it is productively used.
Senator CONRAD. The if, is if it is being productively invested.
Secretary RUBIN. Correct.
Senator CONRAD. I think the fact is, as Secretary Summers indi-

cated, we would be better off if these high levels of investment
were financed by high levels of domestic savings.

Secretary RUBIN. Oh, yes. Yes.
Senator CONRAD. I do -not think we would have a disagreement.
Secretary RUBIN. No, no. We would agee with that.
The CHAIRmAN. Senator Chafee, before Irefer to you, Senator

Moynihan, would you care to make any comments at this time?
Senator MOYNIHAN. I would care to make my apologies, Mr.

Chairman.
The CHAIRMAN. I know you had to be late, and we appreciate

your being here now.
Senator Chafee?
Senator CHAFEE. Thank you, Mr. Chairman.
Gentlemen and Ms. Yellen, I would like to say that this is a hard

sell. Obviously, it is much easier to call alarm to imports and their
effect than it is to point out the benefits that might be obtained.

Let me just give you an illustration in my State. We have suf-
fered from textile imports and, although, as nationally, our unem-
ployment rate is low, nonetheless, we all feel the concern over the
textile imports.

At the same time, in my State, as it is across the Nation, I sup-
pose, for every citizen in our State, they own at least one pair, and
perhaps more pairs, of so-called tennis shoes or sneakers made in
Taiwan, Malaysia, or Korea and they get them cheaper than if they
were made in the U.S. That is why they are buying these goods
that are made in Taiwan, Korea, and so forth.

But it is hard to call attention to that. People just expect that
the low price is there, and they do not make the relationship that
this is a benefit from imports that they are getting.

Also, I might say that you rarely hear anybody declaim, that
comes before this committee, deploring the effect of imports and
the deficit we are running about the surplus we are running, say,
with Australia or the Netherlands. That is not considered evil and
in some fashion, that is praiseworthy, whereas, the high imports
from China, Japan, or wherever it might be are considered very
detrimental to our country.

So it seems to me that we have been through this. We go throu ha
this when we do NAFTA, or whatever it might be, GATT, and tce



benefits of trade. But I think it behooves you, as spokespersons for
the administration and for the Nation on thia subject, to continue
to make your views known. I think you have done a good job here
today.

it is a complicated subject. It is much easier to point out the
difficulties tat corne with high imports than it is vice versa. It pre-
viously was mentioned here, I think Senator Murkoweki men-
tioned, about these sanctions. Particularly, we are in a situation
where, in some areas of the world, there is no flexibility at all in
the sanctions. Many of these sanctions originated up here in the
Congress, so we are not guilt-free in this.

But I certainly want to applaud the efforts, as I understand it,
that Senator Lugar is making to examine these sanctions. If we are
going to have sanctions, I personally am skeptical of sanctions. I
think, where you have got multinational imposition of sanctions
they do some good. I think in South Africa they did some good. But
I have trouble finding many other places in the world where U.S.
sanctions have done much good.

But I look forward to wh at Senator Lugar is undertaking, as I
understand it, and want to be helpful to him. Thank you very
much.

The CHAIRMAN. Thank you, Senator Chafee.
Senator Bryan?
Senator BRYAN. Thank you very much, Mr. Chairman. After

hearing Senator Dorgan's opening statements, which I know, Mr.
Secretary, you were not here, but Ms. Yellen was here, and then
hearing the testimony of each of you, I get a sense that there are
two ships passing in the night.

Senator Dorgan laid out a very strong indictment in terms of our
current trade deficit. You all have responded, at least in part, that
the economy is doing well, and that is absolutely the case. We have
the strongest economy in the world. We have created all kinds of
new jobs, inflation is low, employment is high, interest rates are
under control. It is a very sanguine assessment. -

In part, Mr. Secretary, you have indicated that our trade deficit
is exacerbated by the circumstances in the Far East. I think that
is undoubtedly the case. But it strikes me, and I am not an econo-
mist, that there is an intractable structural problem here.

A decade ago when I held a previous position and had occasion
to visit the Far East on behalf of my State a couple of times, the
yen was appreciating in value. We still had a trade deficit at that
point. So, both when the yen has been appreciating and depreciat-
ing, we have had this trade deficit. It strikes me that there is
something that is fundamentally wrong.

Can I ask you to focus on that? It strikes me that, even if we
did not have this Asian crisis, that we would still have a very, very
serious trade deficit. As Senator Conrad and others have pointed
out, ultimately we have to pay the piper. Let me get your response
to that, if I may.

Secretary RUBIN. Well, yes. However, had it not been for the slow
growth in the rest of the world and the Asian crisis compared to
our very rapid growth, which is good for us, we do -not want to slow
our economy down, the trade deficit as a percentage of GDP would
now be much lower than it was in the mid-1980's.



I think-in the mid-1980's it was 3.5 percent, and I think, Chair-
man Yellen, correct me if I am wrong, it is about 2 percent now,
but it probably would have been appreciably under 2 percent, so it
actually was heading very much in the right direction.

Second, I think there is this whole question of, how do we react
to the fact that we have a trade deficit in the first place, which is
the conversation we had with Senator Conrad before. I will not re-
peat all of that, but I think that was a good framework for thinking
about it.

Dr. SUMMERS. If I could perhaps add to what the Secretary said.
Senator BRYAN. Certainly.
'Dr. SUMMERS. I think the Secretary is right in asserting that a

large part of the very recent deterioration can be ascribed to the
Asian crisis. But I think your question is a very important one,
which is, in good times, in bad times, however these cyclical fluc-
tuations work out, there is a tendency for our trade with Asia not
to be what we think it should be.

I think that points to the importance as a Nation of us having
a very active structural set of policies directed at market opening
in the products where we are particularly competitive.

I think, to use a bit of the lingo, if you look in Asia, penetration
ratios, particularly in manufactured goods, are low relative to those
of many other economies around the world.

I think that is why we have had a very activist policy towards
Japan, including the discussion, where appropriate, of possible 301
actions that has led to a number of substantial agreements and
had led to a substantial increase in the trade with Japan in the
sectors we had negotiated about relative to the sectors where we
had not negotiated about.

That is why, as part of the task of fixing these economies, the
IMF programs include quite far-reaching structural conditions as
well as the usual macroeconomic stuff. For example, an end to di-
rected lending industrial policies from the commercial banking sys-
tems, which have been an important source of the distortions in
those economies that have worked to their detriment.

That is why we have tried to focus on some of the other barriers,
for example, by new policies, something we have worked hard on
at the Treasury, that counter other countries' tied aid with tied aid
subsidies from us that have resulted in. an agreement that has
backed that off and produced a more level playing field for Amer-
ican exporters.

Or what I think was a significant accomplishment this year, we
got an OECD convention that makes the payment of bribes crimi-
nal and no longer tax deductible, which restriction had put our
business at a disadvantage relative to others'.

So, I think there are a whole set of things that we need to do
structurally that are directed at promoting our exports into those
economies because it is a problem quite apart from the cyclical con-
cern, and, in particular, in these IMF conditions in these countries,
we are drawing the two problems together and taking advantage
of the opportunity the problem creates to make long-run progress.

Senator BRYAN. Any evidence that currency manipulation is ex-
acerbating this problem at all, and if so, what should we do?



Secretary RUBIN. Let me speak from my experience, and see if
others have an additional view.

Senator BRYAN. Sure.
Secretary RUBIN. I used to run a currency trading operation. It

is actually something I know a little about in a firsthand sense. I
do not think that a country could successfully manipulate, if you
really mean manipulate.

I mean, you can try to sustain an unsustainable level for a while.
That usually has a rather unfortunate ending. But I do not think
that you could manipulate a currency for a substantial period of
time successfully, and I, at least, do not recollect ever having seen
any evidence of it. But, I do not know. Others may feel differently.

Dr. SUMMERS. I think, Mr. Secretary, that there was a period in
the late 1980's and early 1990's when it could fairly have been said
that, with relatively closed capital accounts, a number of Asian
countries, because they had closed capital accounts, were holding
their currencies down, basically, for commercial advantage.

1 think the legislation that Congress passed, and the procedures
involving designating manipulators, and so forth, acted as a sub-
stantial deterrent to that.

I think if you look at Asia today, the problem is not that the
countries are strategically reducing the value of their currencies,
the problem is that, faced with a confidence crisis, they are dif-
ficulty avoiding devaluations that are very painful for them and
their citizens. So, I think that could, at some point, be a problem
in the future, but that is not the problem of the hour right now.

Secretary RuBIN. Those devaluations, you know, are a key prob-
lem because they have large external hard currency debts that they
now are finding extremely difficult to repay.

Senator BRYAN. Thank you very much, and thank you, Mr.
Chairman.

The CHAIRMAN. Senator Murkowski.
Senator MuRKOWSKI. Thank you very much, Mr. Chairman.

There is cause for alarm if you look at the direction. In reality, the
trade deficit in goods was $199 billion last year, an increase of 4
percent. The first 3 months of this year, the deficit increased 14.5
percent to $57 billion. Significant.

Relief example, Japan. We encouraged them to open up their
markets, housing markets, as an example, but they refused to
eliminate the tariffs on wood products from the APEC countries.
So, our ability to penetrate that and get them more transparent is
not working.

Further, to exacerbate the increased trade imbalance is the Sig-
nificance of our dependence on imported oil, which, as I indicated,
is 52 percent. Nobody pays much attention to it, but the Clinton
Administration suggests that it is going to be 70 percent the year
2000. So, if those are factual generalities, it is going to get worse.

Question relative to the role of the Secretary of Treasury and the
experience you had in Mexico, and your success and my projected
failure of your process. Again, I will commend you for your fore-
sight, because you were right and I was wrong.

But are you doing anything internationally to help stabilize the
yen now, and do you intend to, at some point, in the sense that the



yen seems to be the focus of Asian difficulties now? Then I have
two other questions.

Secretary RUBIN. This is my view, and I think it would be fair
to say that it is our view. I think, Senator Murkowski, you have
raised what may be the single most fundamental question about
what is happening right now, and, that is this whole question of the
Japanese economy and their currency.

I think the question is, what can you realistically do, or what is.
it that will affect that economy and that currency and will cause
that currency not only to stabilize, but to appreciate?

While it is true that you can talk about intervention, which is
really the only instrument available from outside of the country, I
am confident that you will find that most people who are steeped
in the questions of foreign exchange trading will say that interven-
tion can be useful at times, it can have effects at times, but that,
fundamentally, over any period of time, that currencies will fall on
fundamentals.

That is why I said before', in response to your opening remark,
that the fundamental key to the yen, and we absolutely totally
agree with you about the concern, we share that concern to a very
high degree, is what happened inside Japan.

For the last year and a half, or maybe it is a little longer than
that now, we have been very, very actively involved, privately and
publicly, and also with the rest of the world, expressing our con-
cerns to Japan.

I think what Dr. Summers said is right. Over the past few
months, this concern about Japan, the yen, and the problems in
Japan really have become a worldwide concern. We meet with the
Finance Ministry, with leaders, and so forth, and this almost al-
ways comes up now.

Senator MuRKowsKI. But you have not done anything yet to sta-
bilize it other than-

Secretary RUBIN. Well, when you say we have not done anything,
Senator, I think the question is, what can we do.

Senator MURKOWSKI. Right.
Secretary RUBIN. I think, if the premise that I stated is correct,

which is that intervention is a temporary tool and not a fundamen-
tal solution, then, sure, you could try to intervene if that seemed
appropriate, and we have said many times we intervene when it
is appropriate, do not when it is not appropriate.

But, if that is not going to fundamentally change anything for
any period of time, then the whole answer lies in Japan doing what
it needs to do, and we have exerted enormous energy in that direc-
tion.

Senator MuRKowsK. All right. Let me take you one step further
down the path.

Secretary RUBIN. I think it is very important to say, this has now
become a worldwide concern.

Senator MURKOWSKJ. Right. But what triggers reaction? Because
if you look at what we hear, that somewhere in the neighborhood
of $750 billion in the Japanese banks consist of nonperforming
loans, and I do not know what China is, China is estimated that
47 percent of their portfolios are nonperforming, and Murkowski's
law on nonperforming loans, as a commercial banker, is things are



much worse than they appear to be in the general conformance of
the terminology.

In many cases, you are broke and do not know it because your
capital accounts simply cannot take the hit associated with the
charge-offs. As we look at our own experience with the S&Ls, we
took the hit. What did it cost us, $300-$400 billion? But we took
it.

I am suggesting to you that, -at some point in time, our econo-
mists x,..ed to focus in on whether the capital base of some of these
banks is big enough to realistically recover. I would suggest. that
it is not. We can get carried away on the significance of having a
favorable balance of payments, but Japan has one overall and it is
in the tank. ,L

Secretary RtuLN. That is right. I say, Sengtor Murkowski, we
have been very *focused. I think Murkowski's law, unfortunately,
not speaking about Japan for a moment, but I think, on the whole,
is correct. We have been very focused in our conversations with the
Japanese on doing precisely what you said, which is facing and
dealing with the problems in their banks. But it is their banking
system, and it is their regulators, and it is their government.

Senator MTJRKOWSKI. Right. Larry?
Secretary RUBIN. I think1 you have got this analysis right. The

question is, how bad does it have to get before they take the hit
and before they do what they need to do.

Senator MuRKOWSKI. Right.
Secretary RUBIN. The role that we can play, and I think have

played, is to very actively discuss this with them, and also with the
rest of the world, express this concern about the effects of what
they are doing on the rest of the world, including East Asia.

Dr. SUMMERS. I would like to add two points to that. First, I
think you are absolutely right on the centrality of their addressing
their banking system. In many ways, the challenge, to continue
your analogy with our situation, is to take the kinds of steps that
we took in the late 1980's that involved facing up to the problem,
closing institutions that were under while protecting depositors,
and critically liquefying the bad assets, putting them on the mar-
ket, letting the mark- et find its level so the situation could start to
return. That is what we did. That, frankly, is not what we did in
the period up until then. We had a period in which we did not fully
face the problem, and the problem grew.

Senator MURKOWSKI. Right. And it cost more.
Dr. SUMMERS. The challenge for Japan, reallyr, is to address the

problems in the way we did in the late 1980's and early 1990's
rather than the way they did earlier.

I do think it is important, because people tend to group these sit-
uations together, to distinguish Japan in one very important re-
spect from many of the others. Japan has many, many serious
problems, as we have been discussing, but it also does have more
than $200 billion in hard currency reserves.

So the situation in Japan is not a situation of international li-
quidity and hard currency liquidity in the way that the situation
was in Mexico, or has that element in Asia. Wat is crucial, and
this is something that we pursue at the technical level as well as
at the political level, is the Japan take-steps.



As you know, the Prime Minister has recognized the problem and
Japan has made commitments of substantial public funds, nearly
30 trillion yen, which is several hundred billion dollars. But the
question is, what kind of framework and with what en ergy those
problems will be addressed. That is absolutely critical.

Senator MURKQWSKI. Well, under their system, who takes the
fall, too?

Mr. Chairman, let me just, in conclusion, point out what I think
is rather interesting for this committee to reflect on, because in the
1980's we heard economists report from time to time that the rea-
son we had a huge trade deficit was because we had a large budget
deficit. We were told to eliminate, you remember, the budget deficit
and the trade deficit would disappear. Well, today we have a budg-
et surplus and a record trade deficit.'

I am questioning the realities of 1998 to suggest that the budget
deficit we have really has nothing to do with the trade deficit. The
trade deficits result from foreign trade barriers, exchange rates,
varying rates of economic growth. What I think, and Senator
Chafee brought it up as well, is the terrible dilemma we have with
our sanctions that have complicated this.

The CHAIRMAN. I would just like to inject one question. This mat-
ter of Japan is of such importance. Did this matter come up in the
Group of Eight? Was any effort made to resolve the problem and
get some kind of a solution there?

Dr. SUMMERS. If you look at the statement of the G.-8 leaders,
there was a quite pointed reference to the situation in Japan that
referenced, in particular, the theme that Senator Murkowski was
stressing, having to do with resolving bad asset problems in the
banks.

It is something that has been discussed in the Group of Eight for
some time, and has been very much an important part of the bilat-
eral discussions that President Clinton and Prime Minister
Hashimoto have had. I think it is fair to say that the very senior-
political discussions have gotten into quite a bit of detail on these
financial questions.

The CHAIRMAN. It just seems to me this is a global problem, basi-
cally, and to make those meetings really relevant, this is a matter
that ought to have the highest priority.

Senator Grassley?
Senator GRAsSLEY. Senator Murkowski did not ask me, but if you

look at Japan, and it is a long-term solution to this problem we are
talking about, but there is nothing that is going to help in Japan
more than a competitive political system with at least two strong
parties, and reducing, subsequently, the power of the faceless bu-
reaucrat. I see that as a basis for all of the problems in Japan.

Mr. Chairman, I want to put my entire statement in the record,
but I would like to refer to a couple of points that I was going to
make before I ask a question of Secretary Rubin, and that is, the
significance of the hearings that you are having.

Anyone who watched the debate last year on fast track will ap-
preciate the value of this hearing, and that is that, even though the
Senate strongly endorsed fast-track authority, the opponents of free
trade really clouded the debate with these emotional arguments
about the trade deficit and ignored the facts all the time.



These facts coming out at this hearing are very important, and
most of these facts have already been stated. But one of the most
misused statistics by opponents of free trade in that debate last
year was the trade deficit allegedly causing all these job losses, low
growth rates, or declined the manufacturing sector.

As a practical matter, the trade deficit ranks right after El Ni$o
as a cause of every problem that America has faced. The sad com-
mentary is, and I think my good colleague here from Rhode Island
referred to the fact, that the public generally believes these argu-
ments, even though they are not based on fact.

Those of us who are in public office need to begin to build a case
for free trade from the ground up. Hopefully, that is what these se-
ries of hearings will do. We need to talk about the tremendous ben-
efits of freeing up trade.

But we also cannot ignore the arguments of those that are
against freeing trade, or even the arguments why we need freer
trade, especially when so many of those arguments can be easily
refuted, the arguments of the opponents of free trade. If we can
have an open and comprehensive debate on these issues, I think we
win.

The -most interesting thing that we can do to increase the ex-
ports, in my judgment, and to send a clear signal that the United
States is in the game of promoting free trade once again, is for us
to give the President fast-track authority.

Now, I know that probably is not going to happen, but we ought
to do all we can to make it happen. Those who use the trade deficit
as an excuse for not supporting fast track miss the point. There is
not going to be any substantial progress made on addressing the
trade deficit or on reforming our trade policies until the President
is at the table, wherever that table is in the world, negotiating new
trade agreements. We can only be hurt if we are left out.

In fact, there are many instances, and I cannot go into them
now. Well, just last week, Europe is negotiating with Mexico now
on a free trade agreement because they do not want to be left out.
If that happens, we are going to be left out.

Secretary Rubin, there is going to be a witness on the next panel
that I believe is going to express the view that the trade deficit is
such a problem, that he will be advocating devaluing the dollar rel-
ative to other major currencies in order to address the problem.
What is your view of this potential remedy to the trade deficit, and
what would be the possible side effects if that were to take place?

Secretary RUBIN. Let me comment very briefly, if I may, Senator,
and then ask C1~ airman Yellen maybe if she would. I do not think
it makes sense, and I have said this many times, to use the dollar
as an instrument of trade policy. What we would be doing is reduc-
ing, in effect, the terms of exchange in which we are obtaining for-
eign goods and services in exchange for our goods and services. I
think the right thing to do about the trade deficit is exactly what
we all have been doing, including what you have just referred to,
which is to try to open markets abroad, stimulate growth abroad.

I think the IMF is critically important, with respect to these
countries, to get into problems of financial instability. Then I think
we have to be productive at home and increase our savings rate.



It seems to me that that is the right answer with respect to the
trade deficit. Janet?

MS. YELLEN. Well, I fully agree. I think, if you just look at how
our economy is doing, when we have a 4.3 percent unemployment
rate and labor markets are as tight as they are now and real wages
are rising and people, if we look at the statistics that directly re-
flect on how individuals and families and households are doing in
their everyday lives, well, we can see pols show very high consumer
confidence and there is every reason for it to be high, with greater
sense that people -can get jobs, that their real wages are rising, that
their living standards are improving.

Those are the things that directly reflect how they are doing and
not the trade deficit. Of course, as I have indicated earlier, this is
really a reflection of strong investment now in our economy.

[The prepared statement of Senator Grassley appears in the ap-
pendix.]

The CHAiRMAN. Senator Graham?
Senator GRAHAM. Thank you, Mr. Chairman. I also wish to ex-

press my appreciation for the panel. I would like to turn to page
six of the Secretary's statement where he states that a forward-
looking international economic policy to derive the full potential
from trade and best promote our export of goods and services has
three components: first, continuing an aggressive effort to open
markets, and through strong enforcement of our trade laws."

I am concerned a bout that second component of the first compo-
nent, and that is the strong enforcement of our trade laws, because
there is a pervasive feeling, and I think this is particularly true in
American agriculture, that we have not had strong enforcement.

Two illustrations of that in American agriculture are the fact
that the person who was most responsible for this hearing today,
Senator Dorgan, comes from a State in which agriculture is the

principal segment of the economy, and second, politically, that sig-
n ificant components of agriculture abandoned te free trade move-
ment in 1997.

In my own State, six to eight members of our Congressional dele-
gation who had voted for NAFTA would have voted against fast
track, and they were almost all from agricultural areas of Florida.

It is estimated that, within the House, there were some 25 pri-
marily agricultural members who were no votes on fast track, the
principal reason being their concern about the adequacy of enforce-
ment of our trade laws.

So, with that background, what do you think fuels this 1percep-
tion of inadequate enforcement, if it is a perceptive problem, or .

substantively, what are the real issues of enforcement -and how can
we attack those as a component of both a political strategy to ex-
pand trade and to realize the goal of reducing our trade deficits by
increasing our exports?

Secretary RurnN. Senator, let me comment on two pieces, if I
may. The enforcement of our trade laws is something that we have
been very focused on from the very beginning of the administra-
tion.

As you may remember, I guess, in 1993 and 1994, I have forgot-
ten precisely when it was, we had some very significant differences
with the Japanese, for example, at the annual summits. I believe



it is correct to say that this was the first time that a President
really has allowed some discord to be expressed at a summit over
these trade issues.

We have had a commitment to strong enforcement. The person
responsible, as you know, or the agency responsible, is the USTR
and they are not here today. So, I cannot deal with the specifics
of the agricultural trade agreements. I just do not know them. But
I do know that there has been a consistent policy perspective of
strong enforcement, and I think the best thing we can do, Senator,
is to get you a more detailed response from USTR.

But I think your point is well taken. I think if we are going to
have the support of trade liberalization and fast track that we
need, there also has to be not only a reality, but a perception, that
our trade laws are being strongly enforced. So, I think that point
is absolutely correct.

Senator GRiiHI". I would look forward to getting that further de-
tail of what the administration, including the USTR, feel to be the
necessary steps in order to adequately enforce our trade law. If
there is some role for the Congress in that, we would appreciate
identification.

The third of the components that you identified, Mr. Secretary,
was to address financial instability by developing an architecture
of the international financial system that is as modern as the mar-
ket.

The subsequent remarks focus, appropriately, on the need to ade-
quately fund the existing IMF, but I wish you would comment on
what you think the IMF which is as modern as the market would
look like. What are the reforms that we should be attempting to
secure?

Secretary RuBIN. As you correctly say, Senator, the immediate
focus is to have sufficient resources so we can deal with what lies
before us right now. But, in a broader sense,. and it does not nec-
essarily all relate to the IMF. In fact, a certain part of it will, a
certain part of it will not, I suppose.

But it comes in three pieces: one, greater transparency in disclo-
sure, and actually steps have already been taken, and are being
taken, in that respect, so there are actually changes going on; sec-
ond, steps to strengthen the financial sectors in developing coun-
tries, since that is where so many of these problems come from or
they are exacerbated.

There is a lot of work going on right now around the world devel-
oping standards, and there is a lot of thought being given in the
international arena as to how to better incentivize, if you will, or
promote effective supervisory regimes in these developing coun-
tries.

Then the third piece of it, is to create mechanisms-and this will
take time, this is a very, complicated subject-such that the private
sector, the creditors, the investors, will more fully bear the con-
sequences of their decisions, though I did think you see a beginning
of that in the Korean bank resolution.

But that is a broad framework of the work that is being done,
and I think you will see the results of that work their way into the
system over time, and some of it will take a fair bit of time because
of the complexities.
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Senator GRAHAm. But is it your feeling that we should separate
those more fundamental reforms from the immediate issue of re-
funding the IMF as it exists?

Secretary RuBIN. I believe, Senator, there are changes that we
can make with respect to the IMF now, so the answer to your ques-
tion is yes, in large measure, it is imperative that we provide the
funding now to deal with the problems immediately in front of us
and not hold up that funding over changes that wil take a longer
period of time to put in place.

Senator GRAHAM. I agree with you. I would suggest that one of
the ways that would give comfort to the process of fuding the sta-
tus quo, albeit a status quo that many of us have some
dissatisfactions with, and I gather from your answer including
yourself, to a strong case of what is happening with U.S. and other
world leadership to achieve those reforms at the same time that we
are providing substantial new resources to the existing inter-
national financial system.

Secretary RuBIN. I think that is a very good suggestion. Let me
Just say, I would not characterize it quite as funding the status
quo, because it is funding the IMF, but the IMF is undertaking a
good bit of change, much of which has been a funrction of U.S. lead-
ership.

The CHAIRMAN. Senator Moseley-Braun.
Senator MOSELEY-BRAUN. Thank you, Mr. Chairman. I would

like to join my colleagues in thanking you for holding this hearing,
and thanking the witnesses for their testimony. it has been very
illuminating. But I want to share a concern, to take a page from
a Senator from Iowa.

I was out on the campaign trail talking about all the good news
and kind of giving the speech that the Honorable Yellen just gave
a minute ago about what 'good times we are enjoying, economic
times, and how we are really on a par with the rest of the world
in terms of, our trade deficit really was not causing us that big of
a problem because it created all these new jobs, and, you know, the
speech.

Having given the speech, however, I was in a group of blue collar
workers in southern Illinois and I noticed a kind of silence in the
room when I finished speaking, and it was almost as though no-
body in that room really had experienced all this good news.

These workers were very concerned, working-class people. They
were very concerned that all this expansion of trade and job cre-
ation had nothing to do with them and, as much to the point, had
probably nothing to do with their children either. This was a real
concern in that room.

That relates to this subject, in that one of the things that I think
ought to concern our economic analysis has to do with the issue of
the effects. of the downward pressure on wages that the trade defi-
cits cause. The downward pressure on wages caused by the trade
deficit clearly has a negative effect on savings, national savings,
the ability of people to save.,

So the stagnating wages, the income inequality, all of those
things that working-class Americans, particularly those who work
in traditional manufacturing jobs, that they are experiencing, has
a real relationship to this conversation.



So the question becomes, assuming that we are going to say,
well, the trade deficits do not really matter, we do not really have
to do anything, what do we do to improve the quality of life for
those people, to give them some hope that they can maintain a
standard of living that we all associate with the American dream,
give them some hope that their kids will have that opportunity,

and that they are not being shut out as a result of all of this goal
conversation.

Let me just say as an aside, I was really taken by the debate
that we had here. This sounds like a digression, but it is not. We
had a big debate not too long ago, and we are maybe still having
it, about the awarding of some additional H-i visas.

The high-tech community has been coming in to Congress asking
for the ability to import some more workers in the high-tech area
because they cannot find enough people who are qualified to do the
work from our American work force, which should be stunning. I
mean, it is stunning to me.

I am not a xenophobe, by any means, but it is just stunning that
you have got to go outside of this great country and import workers
because you cannot find them to do your high-tech widgets. But,
that is clearly the case.

So we are, I think, ignoring the human side of this whole equa-
tion, ignoring the lack of investment in human capital, lack of in-
vestment in education, the lack of concern for the national' savings
rates among working-class people. I fear, frankly, that we ignore
that part of this equation to our peril. I would like your comment
on that.

MS. YELLEN. If I might just start off. I think that you have raised
a very important set of issues. I think the perception certainly is
common among households that trade may have something to do
with the trends that you have mentioned. We have seen, certainly
since the late 1970's, an increase in income inequality in this coun-
try.

I believe it has been stabilized and possibly is beginning to be
reversed recently, but simply looking at the wage gap of skilled
versus unskilled workers, or even the progress in real terms that
has been made by less skilled workers since the late 1970's, there
is reason for concern and it is very natural that you should see that
expressed by your constituents.

Now, there has been a great deal of thinking, and research about
what is responsible for that trend. While it is natural to say, it is
competition, particularly from low-wage countries, from less-skilled
workers, the research that has been done suggests that it is not the
major cause of the problem.

I think the major thing that is responsible for these trends are
pervasive technological changes that are raising the demand for
skilled labor in comparison with less skilled workers.

The trends that you see are apparent throughout the economy,
not just in sectors that are impacted by trade, but also in sectors
that are entirely sheltered from trade. And, while it is natural 'to
blame it on trade, I do not think that that is the major cause of
this important phenomenon.

When you mention education and training, that is essential. This
increase in the gap between skilled and unskilled wages is a meas-



ure of the market's reward to skill, or the rate of return to edu-
cation.

That is why the -administration's policy is so heavily focused on
giving our workers the, skills they need to succeed in this economy
to benefit from trade and to benefit from the technological changes
that are raising the rewards to skills.

Senator MOSELEY-BRAUN. Thank you.
The CHAIRmAN. Senator Moynihan.
Senator MOYNIHAN. Mr. Chairman, I think we have more than

exploited our panelists. I think they might have complaints that
they could lodge against us.

Just to make one comment outside this box, you might say.
There is always this measure of free-floating anxiety in any society.
Just yesterday, Alan Greenspan said, we have the best economy he
has seen in 50 years of watching it every day. Are people happy?
They are not.

At the moment, when we have every reason to think that the in-
crease in trade has been extraordinary and central to the increase
of the growth of our economy, you cannot get a simple extension
of tia~ fast track through the House of Representatives, something
Cordell Hull could do in 1934.

I see Murray 'Weidenbaum back there smiling and saying, you
will not find an answer. Schumpeter might help you, Stiglitz can
sort of help you, Milton Friedman might help you, but, on the
whole, it is going to happen anyway no matter how well you do.

Secretary RUBIN. You are suggesting Freud would be more--
[Laughter.]

Senator MOY'NIHAN. Yes. No matter how well you do. It might
sometimes be best to just accept that as a given of the economists'
condition.I

But one question, and only -that. Is it not the case that a large
part of the trade deficit is a form of importing capital because we
do not have a sufficient savings rate? I see Dr. Yellen.

MS. YELLEN. Yes, indeed. The current account deficit measures
the gap between a country's investment and saving. Our invest-
ment is strong. It has been very strong, it has increased. Our sav-
ings has increased too because of conquering, finally, the Federal
budget deficit. But private saving is not strong, it is rather weak,
and the gap has grown.

Senator MOYNIHAN. And would you not suggest that it would be
a good thing to pay down some of our debt?

MS.- YELLEN. I think, certainly thinking about ways in which the
Federal Government, particularly as we embark on restructuring
Social Security, could contribute possibly to raising the national
savings rate, is appropriate.

Senator MoYNIHAN. Just pay down the debt. Just pay off all
those bonds that Rubin has. [Laughter.]

Secretary RUBIN. Some were there before we came around.
Senator MOYNIHAN. I just think it is a fact that the trade deficit

represents a form of capital importation.
MS. YELLEN. It does.
Senator MOYNIHAN. When you get that clear, you have other

things that come to mind.



Senator MOSELEY-BRAUN. Mr. Chairman, not to keep the wit-
nesses too long, but Senator Moynihan just raised a question. If it
is all right, before you dismiss the witnesses, if I can follow Senator
Moynihan with a little, tiny question.

The CHAIRMAN. I would ask you to keep it brief
Senator MOSELEY-BRAuN. It will be very short..
The CHAIRmAN. All right. Please proceed.
Senator MOSELEY-BRAuN. Oh, are you finished?
Senator MOYNIHAN. I am finished. I just want Rubin to sell all

of those bonds. [Laughter.]
Senator MOSELEY-BRAUN. And I do not want to do a Chicken Lit-

tle kind of question here, but the euro, when and if it really takes
off, to what extent will that be a problem for us?

Secretary RUBIN. I think you will need another hearing, Senator.
No, you are right to raise the question. Let me give you a one-sen-
tence answer. The one-sentence answer is, if it is good for Europe,
it is good for us.

But I think you are correctly raising the question of, what are
the various issues that could exist within the context of its effect
on Europe. I think that is a very complex and appropriate question.

Senator MOSELEY-BRAuN. Thank you.-
Secretary RUBIN. Mr. Chairman, can I make just one comment,

because I think there is something that happened that could mis-
lead markets, and I do not want that to happen. All right?

The CH.AiRmAN. Please proceed.
Secretary RUBIN. With respect to Senator Murkowski, we dis-

cussed Japan, the yen, and I think, appropriately, at great length.
It was right to be at length, because this is so fundamental. I do
not want anyone to infer, though, that we were suggesting that in
all cases intervention is not an appropriate strategy for short-term
effects.

We have often said in the past, Mr. Chairman, that we will inter-
vene when appropriate and not intervene when it is not appro-
priate, but it is always a tool that is available for the kinds of im-
pacts it could have.

Senator MOYNIHAN. And you will always know when it is appro-
priate and when it is inappropriate.

Secretary RUBIN. We will, and we will absolutely announce it ex
post. [Laughter.]

The CI1Am~RAN. Well, I want to thank the distinguished panel for
being here today. It has been a long session, and I appreciate your
patience. We will permit questions to be submitted until tomorrow
evening to be answered in writing. So thank you.

Senator MOYNIHAN. Thank you very much, all.
Secretary RUBIN. Thank you, Senator.
The CHAIRMAN. This will be a serious series of hearings on trade,

because I think nothing is more important than developing a new
consensus. Thank you very much.

Secretary RUBIN. Thank you, Mr. Chairman.
The CHAIRMAN. I would now like to introduce the third panel. I

am going to be very brief in the introductions, because all of these
gentlemen are well known. We will have Dr. Robert Scott, who is
a well-known economist With the Economic Policy Institute.



We are delighted to welcome Dr. Murray Weidenbaum, who is
currently chairman of the Center for the Study of American Busi-
ness.

We are pleased to hear from Dr. Robert Lawrence, the Albert L.
Williams Professor of Trade and Investment of the John F. Ken-
nedy School of Government at Harvard.

And, finally, we welcome, indeed, Mr. Daniel Griswold, the asso-
ciate director of the Center for Trade Policy Studies at the Cato In-
stitute.

Gentlemen, we are delighted to have each of you here. We would,
of course, include your full statement as if read and ask you to
summarize.

We will start with you, Dr. Scott.

STATEMENT OF DR.. ROBERT E. SCOTT, ECONOMIST,
ECONOMIC POLICY INSTITUTE, WASHINGTON, DC

Dr. Scomr Thank you, Mr. Chairman and members of the com-
mittee, for giving me the opportunity to testify here this morning.
Make no mistake about it, our trade deficit is a problem. It is de-
stroying jobs, depressing wages, hurting our competitiveness, and
contributing to the stagnation of real incomes that has plagued our
economy for the past two decades.

The trade deficit results, in part, from the use of the U.S. as a
market of last resort for exports from around the world, and also
from several macroeconomic problems. Both kinds of problems can,
and should, be addressed with new trade and international policies.

As you have heard this morning, many attempts have been made
to create economic excuses for trade deficits. I frequently heard
claims that trade'deficits do not matter. This lays a fair claim that
it is both wrong and dangerous to the health of our economy, as
I will show a little bit later in my testimony.

I will very briefly summarize the negative consequences of trade
deficits, to save time for other issues. First, there are three major
consequences of trade deficits: first, trade deficits have eliminated
millions of high-wage manufacturing jobs in the United States; sec-
ond, they have also put downward pressure on the wages of pro-
duction workers, not only by eliminating good jobs, but also push-
ing down the prices of domestic products and by decreasing labor's
bargaining power with multinational firms; finally, trade deficits
have reduced investment in research and development and, there-
by, undermined productivity growth and contributed to the stagna-
tion of incomes which have plagued our economy for at least two
decades.

I want to turn, next, to the causes of these, what I call, struc-
tural trade deficits. Many economists have emphasized the impor-
tance of so-called fundamental accounting identities.

For example, the economic report of the President this year notes
that, by definition, any excess of national investment over national
savings must be financed through an inflow of foreign capital, as
we heard this morning. This, of course, generates an offsetting cur-
rent account deficit. In this view, a low level of national savings
must necessarily result in a trade deficit.



However, just because trade is influenced by macroeconomic
forces such as the savings rate and currency values, it does not fol-
low that trade policy cannot influence the level of the trade level.

There are at least two issues we have to think about: first, what
determines these macroeconomic flows, and, second, how can public
policies, both at home and abroad, affect trade balances?

These accounting identities we have been talking about do not,
and cannot, explain the causal relationship between savings and
investment. Do low savings rates cause trade deficits, as we have
heard this morning, or does causation run in the other direction?

A trade deficit, as Senator Moseley-Braun pointed out, reduces
the incomes of domestic workers, pushing many into lower income
brackets. Families with lower incomes generally save less. They
find it much harder to save. Therefore, trade deficits can, and do,
reduce national savings.

In addition, the council's report also points out that, in the last
two decades, our trade deficit has been closely tied to movements
of the dollar and it links these movements to macroeconomic prob-
lems.

However, our trade deficits and our exchange rates are also
heavily influenced by other countries' economic policies. For exam-
ple, in 1994, China devalued its currency by 30 percent against the
dollar. Since that time, it has continued to purchase dollars and
has piled up a huge reserve of over $140 billion in foreign cur-
rencies. Since then, our bilateral deficit with China has been in-
creasing at an enormous rate of about 25 percent a year.

Japan has also intervened heavily-in foreign exchange markets,
with similar consequences. In 1996, there were more than $125 bil-
lion in official capital inflows, official government purchases of U.S.
assets, and those contributed to the decline in the value of the yen,
which has lost about 50 percent of its value.

Of course, as we have heard this morning, there are many other
ways in which governments also intervene to increase our trade
deficit. There are many countries that have substantial restrictions
on trade flows.

China certainly has been using heavy restrictions on imports, in
particular. They also use offsets and technology transfers to cap-
ture market share from U.S. firms in high-tech products, such as
automobiles, computer products, and aircraft.

In fact, I have estimated that over 148,000 jobs in aerospace and
related industries alone are at risk in the next two decades because
of these particular discriminatory policies in China.

In summary, the U.S. trade deficit has been increased by both
mercantilist macroeconomic policies of foreign governments, as well
as interventions and distortions in individual product markets.

These problems have been exacerbated, as we have heard,
through the Asian financial crisis and by financial market deregu-
lation in the last several decades. These deficits have contributed
to a widening of income inequality in the U.S., and to the stagna-
tion of income and productivity growth here in our country.

Turning now to policy implications, I am going to very briefly
summarize five ideas that we might pursue for reducing these
trade deficits. First of all, as was mentioned earlier, I think we



need to devalue the dollar, not in general, but against the yen and
the Chinese wan, because of the interventions I mentioned earlier.

Briefly, I will just finish my summary. Second, we need to coordi-
nate macro policies with Japan and' Europe to encourage those
countries to reflate their economies. Third, we need to attack trade
barriers to U.S. exports.

Fourth, I think we should promote labor rights and environ-
mental standards. Fifth, I think we need to develop a plan for ad-
dressing these critical trade problems, as suggested by Senator
Dorgan earlier this morning.

To conclude, I think we have a breathing space at this moment
to develop plans and policies that will enable us to address our
trade problems when the next crisis hits us, as it inevitably will.

Effective planning can help us nurture a consensus on the desir-
able future directions for our trade policy. This consensus must be
achieved before we can move ahead.- A continuation of the trade
policies of the past is no longer a viable option. Thank you.

The CHAIRMAN. Thank you, Dr. Scott.
[The prepared statement of Dr. Scott appears in the appendix.]
The CHAIRMAN. Dr. Weidenbaum, it is always a pleasure to wel-

come you.
Senator MOSELEY-BRAuN. Mr. Chairman, before Dr. Weidenbaumn

starts, because I will have to go vote, I have an issue with the
Chair. I was just writing you and the Ranking Member a note, in
fact, regarding the confirmations that are coming up, and that is
after this panel.

I would like to raise it before we go vote, because I could have
an issue and there could be a problem in regards to6 the confirma-
tion panel. I wanted to raise it with the Chairman before we ad-
journ or recess.

The CHAiRMAN. Why do we not discuss that later. We will pro-
ceed with this.

Senator MOSELEY-BRAuN. All right. Thank you, sir.
Senator MOYNiHAN. A very special welcome.

STATEMENT OF DR MURRAY WEIDENBAUM, CHAIRMAN, CEN-
TER FOR THE STUDY OF AMERICAN BUSINESS, FORMER
CHAIR, COUNCIL OF ECONOMIC ADVISORS, ST. LOUIS, MO

Dr. WEIDENBAUM. Thank you, Senator. That is very greatly ap-
preciated.

The trade deficit is the most misleading indicator in our statis-
tical tool kit. Bad news for the economy is good news for the trade
deficit, and vice versa. That is not theory, it is practice. In 1992,
we were in a recession. The trade deficit came down. The next
year, the economy revived and the trade deficit rose.

Our trade with South Korea furnishes a current example. In
1996, we enjoyed a trade surplus with them. In 1997, their econ-
omy went into the tank. Korea got rid of its trade deficit with us
overnight. We now have a trade deficit with them. Reducing our
imports from Korea would make it more difficult for them to get
back to normal.

I think we pay too much attention to the trade deficit with
Japan. Here is a neglected set of numbers. The average Japanese
spends more on U.S. products than the average American spends



on Japanese products, $535 to $432. We have a larger population,
is the reason for our imports being greater than our exports there.

The trade deficit is a symptom of a basic imbalance. You have
heard that from the previous panel. We invest more than we save.
We can reduce the trade deficit constructively, but not by barriers
to imports or subsidies to exports.

By the way, we do a lot of that. We are not an island of free
trade in a world of protectionism. I would be glad to cite, for the
record, chapter and verse on that. Yes, we need to encourage Amer-
icans to save more, to provide at home the funds needed to finance
economic growth.

Frankly, you folks here are part of the problem. So many of the
complications in the Internal Revenue Code arise when the tax-
payer dares to save and invest. Yes, you have helped deal with that
with some current reforms, but there is a lot more I think that
needs to be done.

However, the trade deficits remind us that economic progress
produces losers as well as winners. The challenge, is to help those
hurt without undermining the progress.

A constructive response means making the U.S. a more attrac-
tive place to hire people to do business. Tax reform, regulatory re--
form, are important. We need to raise the skills of Americans who
have difficulty finding good jobs, but it is silly to quiver at the sight
of international competition. We are the pace-setters. Other nations
are copying our economic system, business practices, culture, fash-
ions, freedom.

American companies are the global leaders in aerospace and air-
lines, beverages and brokerage, chemicals, computers, and cars,
electronics and entertainment, paper products and pharma-
ceuticals, soap and scientific equipment. In the years ahead, we
will be benefitting from the upsurge of R&D during the 1980's and
1990's.

There is a new development. Since the early 1980's, most R&D
is financed by the private sector. That makes -it -more likely that
there will be a future flow in the U.S. of new and improved civilian
products and production processes.

To sum up, the trade deficit should not be the focus of economic
policy. It is a painful side effect. We should not be so preoccupied
with it that we adopt policies that weaken the basic strength of our
high-performance economy.

Senator MoyNiHAN. Mr. Chairman, may I just say, that was bril-
liant. Succinct and brilliant. You were necessarily distracted for a
moment, but Dr. Weidenbaum began by saying, "The trade deficit
is my favorite candidate for the most misleading indicator in our
statistical tool kit. More often than not, bad news for the economy
is good news for the trade deficit, and vice versa." Feel better?
[Laughter.]

The CHAIRmA. Much better. I was, fascinated by the fact that
the Japanese, individually, spend $535 compared with what for
Americans?

Dr. WEIDENBAUM. $432.
The CHAIR MAN. $432.
Senator MoYNiHAN. Stunning.
The CHAIRmAN. It really is stunning. Very significant.
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[The prepared statement of Dr. Weidenbaum. appears in the ap-
pendix.]F

The CHIRMAN. Dr. Lawrence, please.

STATEMENT OF DR ROBERT LAWRENCE, ALBERT L. WIL-
LIAMS PROFESSOR OF TRADE AND INVESTMENT, JOHN F.
KENNEDY SCHOOL OF GOVERNMENT AT HARVARD UNIVER-
SITY, CAMBRIDGE, MA
Dr. LAWRENCE. Thank you, Mr. Chairman. It is really a pleasure

to testify here today, and I want to commend you for holding these
hearings. I think that we need to understand what the trade deficit
is, and it is critical that it not be used as a pretext, either for de-
laying fast track or for adopting protectionist measures.

Indeed, I want to argue that, over the next few years, our trade
deficit will get larger, and, perhaps provocatively, that it should get
larger. I mean it as a temporary adjustment, and I think we need
it from the standpoint of the world economy.

Basically, what we know is, we have a crisis in Asia, and that
is going to mean that the Asians can borrow less. That means that
the world pool of savings is being increased. Some other parties
have to be prepared to step forward and borrow that money and
use it productively in order to sustain global economic growth.

So it is basically, in order to stabilize the world economy, that
what we would like to see happen, or what I would like to see hap-
pen, is that a part of that excess in global savings be used in the
United States. The key, is that those savings go to investment, to
fund productive investments..

if that is what is happening as a result of the trade deficit, I
would submit we have little to worry. If, on the other hand, we use
those savings for consumption, then there is a greater cause for
concern.

But there are other concerns which Americans express about the
trade deficit, and I will deal briefly with two major concerns. The
first has to do with employment, and the second has to do with the
potential negative impact on our future living standards.

Now, I think these could be problems in some circumstances, but
are not problems currently. First, there is this argument that,
automatically, a deficit costs jobs.

Indeed, Senator Chafee quoted statistics which are often bandied
about where people equate a certain value of trade with a certain
job equivalent, and then claim automatically that the trade deficit
has caused the loss -in jobs.

The fact is, a trade deficit gives us the difference between Ameri-
caps spending and its production. So it is quite possible that our
spending is growing very rapidly and our production is also grow-
ing. -That means that we could get very rapid spending by Ameri-
cans. They buy a lot domestically, they buy a lot from the rest of
the world, so we get a trade deficit and we see employment cre-
ation at the same time.

Indeed, that is exactly what we have seen in the course of the
1980's, when 12 million jobs were created during the period when
our trade deficit burgeoned, and in the 1990's, where w~e have seen
a similar phenomenon.



A second concern, has to do with the deficits and increasing
international indebtedness. There, I think Secretary Rubin got it
exactly right earlier on when he pointed out, it does not matter or
not whte yuaebrrowing, that is not the key question, it is,
what are you doing with the money? If the borrowing is going to
fund investment, then there is much less reason for concern.

Of course, it would be even better still if Americans would save
more and could finance the borrowing themselves, but, given that
we have not, we are better off borrowing for that purpose. Indeed,
in my testimony, what I show is that in the 1980's, in effect, we
had a deficit that was driven by a savings bust.

It was not an increase in investment as a share of our net na-
tional product. It was, rather, a decline in our National savings
rates. Those 1980's deficits were, therefore, by this metric, a source
of concern. In the 1990's, it is different. The deficits seem to have
gone to fund investment, and that gives us less reason for concern.

I do acknowledge, and I think we need to accept, that as a result
of international trade some jobs will be lost. But we need to also
remember, before we quickly jump to the conclusion that a bigger
trade deficit leads to a smaller manufacturing sector, that what the
trade deficit allows us to do is stay in investment in this country.

What investment means, is more spending on plant and equip-
ment. That means more jobs in construction and more jobs in the
manufacturing sector that produces the equipment.

So we cannot simply assume that we could eliminate the trade
deficit and hold everything else constant, because what we have to
understand is, if we eliminate the trade deficit, we could see less
investment in this country, and by that means reduce the number
of manufacturing jobs.

I also think it is inappropriate to use the trade deficit as an indi-
cator of unfair trade practices. I think there are problems in gain-
ing access to foreign markets. We need to care about those. We
need to take them very, very seriously. But we should not use the
trade deficit as an indicator of whether we are successful or not.

I would submit that, if Japan balanced its trade simply by using
more of the things it exports today at home, that would not mean
a more open Japan. We would not like that. What we need to see,
is a genuinely open market abroad. So that is what the thrust of
our trade policy should be designed to do, open foreign markets.

The trade deficit is going to be misleading as an arbiter, and
many people in this discussion already have referred to the trade
deficit as if it measures whether our economy is relatively open
compared to others or not.

What we have seen, is that we have had virtually balanced trade
in the 1980's, virtually balanced current account in the 1990's, 'and
at the same time we have had big deficits. Do we honestly believe
that our economy, relative to others', has fluctuated and is becom-
ing more or less open over those periods?

I was going to go into some policy implications, but I look for-
ward to answering some questions on that. Thank you very much,
Mr. Chairman.

The CHAIRmAN. Thank you very much, Dr. Lawrence.
[The prepared statement of Dr. Lawrence appears in the appen-

dix.]



The CHAIRmAN. Mr. Griswold?
Mr. GRISWOLD. Mr. Chairman, first, so I am not accused of mal-

practice, it should be Mr. Griswold.

STATEMENT OF DANIEL GRISWOLDv ASSOCIATE DIRECTOR OF
THE CENTER FOR TRADE POLICY STUDIES, CATO INSTI-
TUTE, WASHNGTON, DC
Mr. GRISWOLD. Mr. Chairman, thank you for allowing me to tes-

tify on this important subject. Perhaps no aspect of American trade
is talked about more or understood less than the trade deficit.

It has been cited as conclusive proof of unfair trade barriers
abroad or a lack of competitiveness among U.S. industries at home.
It has been blamed for destroying jobs and dragging down economic
growth. I welcome the opportunity to present a more charitable
view of this much-abused trade number.

The U.S. trade deficit is the result of a net inflow of capital to
the United States from -the rest of the world. Because of our stable
and relatively free domestic market, we remain the world's most
popular destination for foreign investment. We have become a net
importer of capital because Americans do not save enough to fi-
nance all of the available investment opportunities in our economy.

This inflow of capital from abroad allows us to pay for imports
over and above what we export. In other words, the trade deficit
is simply a mirror reflection of the larger macroeconomic reality
that investment in the United States exceeds domestic savings. If
we want to change the U.S. trade deficit, we must change the rate
at which Americans save and invest. There is no alternative.

In a study published by the Cato Institute in April, I addressed
four enduring myths about the U.S. trade deficit. Two of them re-
late to causes, two to consequences.

The first myth, is that the overall U.S. trade deficit is caused by
unfair trade barriers abroad. Foreign barriers are certainly a prob-
lem, just as our own barriers to imports remain a problem. But
trade restrictions do not determine the overall U.S. trade deficit,
nor do they fully account for the differences in bilateral trade bal-
ances.

For example, the United States runs a large trade surplus with
Brazil, a country with relatively high trade barriers, while we run
deficits with Mexico and Canada, two countries far more open to
U.S. exports.

The second myth, is that trade deficits are caused by a lack of
U.S. industrial competitiveness. This myth has been refuted by the
stellar performance of the American economy, which today is the
envy of the world.

Since 1992, during a time when the U.S. trade deficit has tripled,
U.S. industrial production has surged 24 percent and manufactur-
ing output, 27 percent. The American people sell more gods and
services in the global marketplace than people of any other coun-
try.

The third myth, is that trade deficits destroy jobs. Again, the
performance of the U.S. economy in the last decade should lay that
myth to rest. While the trade deficit has expanded, so have Amer-
ican payrolls.



Indeed, there is a strong correlation between rising trade deficits
and falling rates of unemployment. The reason is simple: the same
expanding economy that stimulates demand for labor also raises
demand or imported goods and capital.

The final myth, is that trade deficits are a drag on the U.S. econ-
omy. With the slow-down in East Asia, this seems a reasonable
-claim. But the drag is not the deficit itself, but falling demand for
our exports in the Far East. A trade deficit that reflects both rising
exports and even more rapidly rising imports can be a sign of
health. That has been the case in the United States for most of the
past two decades.

Since 1980, the U.S. economy has grown an average of 3.1 per-
cent in years in which the current account deficit has expanded
from the previous year and an average of only 2.0 percent in years
in which the deficit has shrunk. If trade deficits are bad for growth,
why does the U.S. economy grow more than 50 percent faster when
the trade deficit expands?

Frankly, we would have more reason to worry if the U.S. were
experiencing a rising trade surplus. In Mexico in 1995, and more
recent~r in South Korea and other East Asian countries, trade bal-
ances ipped overnight from deficit to surplus because of plunging
domestic demand and the flight of foreign capital.

In Japan today, a soaring trade surplus has been accompanied
by record high unemployment. It is no coincidence that America's
smallest trade deficit in recent years occurred in 1991, in the
trough of our last recession.

In some ways, I wish Senator Dorgan's chart was up here on the
trade deficit. If you look, every time the trade deficit has improved,
or even went into surplus, it was right, smack in the middle of
their most recent recessions. So, basically, if you want to cure a
trade deficit, nothing works better than a good recession.

What does all this mean for policy? First, there is no emergency.
The trade deficit is not a sign of economic distress, but of rising do-
mestic demand and investment. Second, the trade deficit is largely
immune to change in trade policy. Imposing new trade barriers will
only make Americans worse off, while leaving the trade deficit vir-
tually unchanged.

In conclusion, I would urge Congress to ignore the trade deficit
and focus, instead, on reducing and eliminating barriers to trade
wherever they may exist.

Thank you for letting me speak, and I would be glad to answer
any questions. Thank you.

Senator MURKOWSK1. Thank you, Mr. Griswold.
[The prepared statement of Mr. Griswold appears in the appen-

dix.]
Senator MtJRKOWSKI. There are a number of questions that the

profession&b sta-ff has put together, and I will go through as many
as I cani.

First of all, let me ask you, Dr. Scott, relative to your suggestion
that we devalue the dollar, and what was the yen 18 months ago,
80?

Dr. Scorn About 2 years ago. Yes, I think that is right.
Senator MuRmowsKI. All right. Something in that nature. We

had a trade deficit then.



Dr. Scorr. That is correct.
Senator MURmowsiu. Why devalue now?
Dr. Sco'rn Well, certainly the trade deficit in the last 2 years has

increased and it will increase much more rapidly in the next 2
years as a result of the yen's devaluation. It taes 18 to 24 months
for a devaluation to have its full impact on the trade balance.

But, more importantly, I think trade is a long-run issue. We have
had a structural trade deficit with Japan for two decades and, as
I think Senator Dorgan pointed out this morning, since 1985, that
deficit has not fallen below $40 billion.

I think this indicates that we certainly need to take steps to re-
duce that deficit. One way to do it is to devalue the dollar. I think
that would also put pressure on Japan to take other steps to open
its economy, as others have suggested here this morning.

Senator MTJRKOWSK. The earlier panel that I had an opportunity
to question, Secretary of Treasury Rubin and others, really did not
have an opportunity to relate to the significance or connection of
the role of our increased trade sanctions, which are obviously a po-
litical quasi-effort to try and bringr conformancy to those that we
are somewhat unhappy with, and the connection between the trade
imbalance, which is an entirely different set of circumstances.

But, clearly, as we eliminate our participation for markets, it is
my understanding that 65 percent of the world's population is now
affected in some way by sanctions from the United States. How
much of a factor is this in the complications, or is it independent?
I would ask that of Dr. Weidenbaumn, who obviously has been nod-
ding his head in response to my leading question.

Dr. WEIDENBAUM. Thank you, Senator. Every study I have ever
come across concludes that unilateral sanctions do not work. They
do not achieve their objective and they hurt American industries
who otherwise would be increasing their exports. So, it is clear to
me that this multiplicity of sanctions is contributing to our trade
deficit, and the economy would be better off by economizing on
sanctions.

Senator MuRowSKi. I have got a function that I am late to, and
Senate Chafee has agreed to carry on until Senator Roth comes
back. So, if you gentlemen would excuse me.

Senator Chafee?
Senator CHAFEE. Yes. Gentlemen, I am sorry that I was not here

for your testimony, but I have looked it over.
Mr. Griswold, you say that the trade deficit reflects both rising

exports and even more rapidly rising imports, can be a sign of
health. Franly, we would have more reason to worry if the U.S.
were running a trade surplus. I am a free trader. Would we worry
if we were running a surplus

Mr. GRISWOLD. Well, I think we would have more cause to worry
if we were moving towards the surplus in rapid fashion. In my tes-
timony, I cited a number of examples of countries. For example,
Mexico in 1995, and South Korea, and other East Asian countries
recently, who flipped dramatically, overnight, literally, from a defi-
cit position to a surplus position.

What that is a sigOF is plunging domestic demand and capital
fight. We have heard several times today that the reason we have
a trade deficit is because of a net inflow of capital into our country.
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Well, a surplus can be a problem and a sign of distress when it
is a sign of a net outflow of capital, as Mexico- saw in 1995 and as
East Asia has seen. So a surplus or a deficit are not necessarily
good or bad in and of themselves. I would argue, they are basically
neutral. But if we are moving rapidly towards a surplus, I think
that canl be a sign of distress.

As I mentioned, with Senator Dorgan's illustration of all of the
rec',-nt trade deficits in the movement, every time the trade deficit
"improves" in this country, it has been because of a recession that
we are having. So, in that sense, that is why I pointed to that cor-
respondence between recessions and a falling trade deficit.

Senator CHAFEE. Dr. Scott, presumably you would not have too
much trouble with us running a surplus.

Dr. Scomr No. I think that, in the long run, large and wealthy
countries such as the U.S. should be running a trade surplus. If I
might add a few comments on the previous question and remarks.

Certainly, there is a correlation in the U.S. between the business
cycle and the trade balance. There is no question about that. But,
as I remarked earlier, we have to move back from the correlations,
the simple correlations, to look at causation.

I think the key issue to look at there is not the short-run trade
balance, the year-to-year variation in the trade surplus or deficit,
but the status of the economy over the last several decades. Over
that period of time we have seen a steady increase in the trade def-
icit as a share of GDP, but at the same time we have seen-

Senator CHAFEE. The prior witnesses would argue that, as you
have said, it is a steady increase in the trade deficit as a percent-
age of GDP.

Dr. Scowr. That is right.
Senator CHAFEE. Well, I do not think that is accurate. According

to the prior panel, and I remember Secretary Rubin specifically
said-were you here when he was testifying?

Dr. Scowr. Certainly.
Senator CHAFEE. He said, and I cannot put my fi anger on it,

maybe it was in answer to a question, that the deficit, as a percent-
age of GDP, is constantly declining. What about that, Dr. Law-
rence, have you got some facts there?

Dr. LAWRENCE. Yes, Senator. The current account, as a share of
our net national product, was a deficit of 3.8 percent of GDP in
1987, and it is 2.2 in 1997, so it is about half the size relative to
the size of the economy. We do not want to be confused by either
inflation or the fact that our economy is growing. It seems to me
that we have had fluctuations in our trade balance.

In our current account, we have a virtual balance in 1981, we got
a big deficit in the 1980's, we went to virtual balance, indeed, in
the national income accounts there is a small surplus in 1991, and
now we have got the emergence of a large deficit again.

Senator CHAFEE. Do you agree with that, Dr. Scott? Are these
figures wrong, in your opinion?

Dr. Scomr. No, the igures are not wrong. The time frame, I
think, is incorrect. I would add two points. One, we had a strong
surplus in the U.S. in the 1950's. In the 1960's and 1970's, we
moved to trade balance, roughly. In the 1980's, we moved-to a sub-
stantial trade deficit. And here I can bring up my second point,



that the trade deficit in 1987 was certainly heavily influenced by
the over-valuation of the dollar.

The remarkable thing today, is that the U.S. currency has lost
most of the value it had in the mid-1980's, and yet we still have
a substantial trade deficit as a share of GDP.

So, looked at it over the last four decades, we move from a sur-
plus to a relatively rapidly growing deficit today. There is no dis-
agreement that the deficit is going to grow much more rapidly in
the next several years.

Senator CHAFEE. Senator Moynihan, do you have some ques-
tions?

Senator MOYNIHAN. Well, I do not have questions, I just have ex-
clamatory thanks to our panelists. They have clarified this subject.
I know that they all do not agree. But Murray Weidenbaum is one
of the-in Japan, where they know how to run these things, he
would be called a national treasure, probably.

But you were voting, Senator Chafee, when Dr. Weidenbaum.
said that, "The trade deficit is my favorite candidate for the most
misleading indicator in our statistical tool kit. More often than not,
bad news for the economy is good news for the trade deficit, and
vice versa." He pointed out that the average Japanese spends more
on U.S. products, $538 a year, than the average American spends
on Japanese products, $432. There are more of us, so the trade vol-
ume is different.

But I did not hear Dr. Lawrence, as I had to vote. I read Mr.
Griswold's statement, and, of course, Dr. Weidenbaum. You do, the
three of you, agree that the trade deficit basically reflects too low
a level of domestic saving?

Mr. GRISWOLD. Yes, sir.
Senator MOYNIHAN. And you, sir?
Mr. GRISWOLD. Yes. Or to put a positive spin on it, we have a

lot of investment going on.
Senator MOYNIHAN. You need more investment than you are sav-

ing for.
Mr. GRISWOLD. Over and above what we save, yes.
Senator MOYNIHAN. Dr. Lawrence? I am sorry, sir.
Dr. LAWRENCE. Yes. Although I would distinguish, one of the

things I tried to bring out in my testimony is that, if we look at
the world economy over the next year, we know the Asians are
going to be unable to absorb a whole lot of global savings. They are
not going to be borrowing, they are going to have to be adjusting
their positions.

So, from a world standpoint, there is going to be an excess supply
of savings. It is very critical that we, and other countries, mop up
those savings so we do not plummet the whole world economy into
a recession. So, in that context, I would argue that the key is for
us to invest it and for others to spend the money which is now
available in productive investment.

But, given that, currently I do not think there is a problem in
the next year or two. We have a chronic long-run problem of inad-
equate savings. I think, in the long run, our goal should be to move
towards balance and towards surplus by generating our own sav-
ings.



Senator MOYNIHAN. Could I ask, does the profession have much
to say about savings? I mean, they do not seem to respond to text-
books.

Dr. LAWRENCE. Well, Senator, the textbook, unfortunately, tells
us, in my reading of it, that the impact of increased incentive to
save is ambiguous. That is what the textbooks tell us.

Senator MOYNIHAN. Keynes argued that, as income goes up, sav-
ings would go up.

Dr. LAWRENCE. That is a short-run relationship.
Senator MoYNiHAN. Yes. But I think we have since learned from

Friedman and such that, no, no, you will learn that you need two
cars and one will not do any more.

Dr. LAWRENCE. Well, if you are a fully employed economy, you
need to change the balance between current consumption and fu-
ture consumption to create an incentive for people to want to shift
into consume more in the future.

The problem is, if you have a higher rate of return on your sav-
ings, you make people richer. A response to being richer may be
to spend more today. So, there are these offsetting effects.

Senator MOYNiHAN. Keynes originally thought the response to
being richer would be to save more. That might have been true in
the 1930's.

Mr. Chairman, I think we have had a wonderful panel and I
think we should-

The CHAIRMAN. Proceed?
Senator MoyNiHAN. Well, I just think we should tell some of our

colleagues. We should send this testimony around. It is clarifying.
Liberating.

The CHAIRMAN. Well, I appreciate the panel being here today. I
regret that it came up so late. I know that i8 not the first time that
has happened to you, nor the last.

I just have one question I would like to ask.
Senator CHAFEE. Mr. Chairman, I have to go, but I want to

thank the panel, likewise. I appreciate their being here. Thank you.
The CHAIRMAN. I have just one question, and I may submit some

others in writing. But I would like to ask, what can we do to im-
prove savings in this country?

Dr. WEIDENBAUM. I think one of the things that the Senate Fi-
nance Committee could do, is to take a look at the Tax Code from
the viewpoint of the average individual who is filing out a tax re-
turn and look at all of the disincentives that are in the Tax Code
that face the individual who dares to save, and, worse yet, to invest
his or her savings.

You have made progress, certainly. I think the Roth IRAs are a
good example. But, on balance, you still have a Tax Code that dis-
courages saving and investment from the viewpoint of the individ-
ual taxpayer.

The CHAIRMAN. Yes. Dr. Scott?
Dr. Scorr I would, again, hearken back to the incomes question.

I am an unreconstructed Keynesian and I do think that raising in-
comes can increase savings, particularly at the bottom end of the
income distribution.

I would point out that, since 1979, as I showed in my testimony,
production and nonsupervisory workers have experienced declining



real wages, declining wages in real terms, on a steady trend, to the
point that their real wages are now about 15 percent below where
they were in 1979.

If we can find some way to raise the wages of production work-
ers, who make up, by the way, three-quarters of the labor force in
our economy, then we can certainly increase savings in that way.

Might I add a second point, which is, I think we also have a
problem with savings imbalances in the world economy. The U.S.,
as a whole, savings 17 or 18 percent, I think, of GDP. In total, Eu-
ropeans save around 20 percent, and many of the Asian economies
save on the order of 30 percent of their GDP. I think that is a
major imbalance and we need to address that through coordination
mechanisms as well.

The CHAIRMAN. Yes. Dr. Lawrence, please.
Dr. LAWRENCE. I think we need to look at private incentives to

save. But I think we also need to think deeply about the govern-
ment savings, that is to say, the budget deficit. I think we have
made major progress in the budget deficit in bringing it into rough
balance today.

I think the single most important contribution the government
can make over the medium term is generating surpluses. That is
the way to increase national savings. If it is really a goal, the pri-
vate sector is elusive in its response mechanisms, so I think it
would be the public sector that could take the lead.

The CHAIRMAN. Some would say the public is pretty elusive too.
Dr. LAWRENCE. Well, that has been true.
The CHAIRMAN. Mr. Griswold?
Mr. GRISWOLDS. Mr. Chairman, I would just add that one policy

move would be to try shift the Social Security system away from
a pay-as-you-go to an investment system, and that would create a
new pool of savings that, instead of going immediately to consump-
tion, would go into the stock market and enlarge the pool of sav-
ings available for investment.

The CHAIRMAN. Well, time is running out.
Senator MOYNIHAN. I might say, that is a proposal that a num-

ber of us have made to bring the payroll tax down to pay-as-you-
go and have the 2 percent reduction be available for your savings
plan.

Mr. GRISWOLD. Yes.
Senator MOYNIHAN. Which would suit your purpose of increasing

savings.
Mr. GRISWOLD. It would be a very good start.
The CHAIRMAN. A number of us are very interested in these pri-

vate saving accounts, and we will be making some proposals in
that area.

Senator D'Amato, did you have any questions?
Senator D'AmATO. No, Mr. Chairman.
The CHAIRMAN. Gentlemen, thank you very much for being here.

This has been an excellent panel, and I think most helpful in our
efforts in shaping a new American trade policy. Thank you very
much.

[Whereupon, at 12:37 p.m., the hearing was concluded.]



APPENDIX

ADDITIONAL MATERIAL SUBMITTED FOR THE RECORD

PREPARED STATEMENT OF HoN. ALFONSE D'AmATo
Mr. Chairman thank you for holding this very important hearing today. The cur-

rent U.S. trade deficit is alarming. For the first quarter of 1998, it was $1317 billion.
And the deficit in March was $20.2 billion in the services sector.

Mr. Chairman, we will hear testimony today that the trade deficit is not some-
thing to be afraid of. We will be told that the trade deficit is particularly high for
some very' specific reasons, like the Asian economic crisis, the fluctuations in the
cost of oil, and other macroeconomic occurrences in the economy which should not
be of great concern to the United States.

However, Mr. Chairman I am more concerned now than ever before with the con-
tinuing increase in the trade deficit. The numbers are grown at an unmanageable
rate. Perhaps one of the reasons for this steep increase is tt U.S. goods and serv-
ices are not being afforded a fair and equitable opportunity to compete in many of
the world's markets.

For example, Mr. Chairman, the Japanese government continues to manipulate
the way foreign goods are distributed, marketed, and displayed in retail outlets
throughout thei country. One of the most blatant examples of this predatory mar-
ket manipulation can be seen in the case of Kodak film.

The Japanese government has erected a series of walls and hurdles that make '

it impsil or fieign company to compete on an equal playing field. In effect,
the Japanese government simply "privatized" protection, delegating. the function of
blocking foreign penetration of the market to private industry groupings, and pains-(
takingly guiding the restructuring of those grupings to maximize the degree of pro-
tection achieved. Plain and simple, Fuji hasused Japan's lax anti-trust laws and
closed market system to erect barriers to free and open competition.
.Market access, Mr. Chairman, is of paramount importance to maintaining free

and open trade. American companies must have the opportunity to bring their prod-
ucts to market. Without truly free access to consumers, U.S. goods and services will
never get a fair opportunity to compete, and the United States' trade deficit will
surely spiral out of control.

One specific example, as it relates to Canada, is the wool-apparel tariff preference
level. Using this loophole in the NAFT1A rule of origin requirements is letting Can-
ada flood the U.S. market with wool apparel mad foforeign, non-NFA fabric
from countries like China, Turkey and Korea. And these foreign fabric products are
getting the same special, low NAFTA duties as if they were true NFA products.
Thousands of U.S. jobs have been lost as a result. It seems to me that the Adminis-
tration has an obligation, when it comes to fast track authority, to assure Congress
that only strong agreements absent any loopholes will be negotiated.

The United States has fought hard to open markets throughout the world to U.S.
Products. Unfortunately, there remains much to be done when it comes to expand-
ing market access for American goods and services. One additional area of partiru-
lar concern to me is cross-border, Canadian-U.S. dairy trade. The Canadians ha' e
made it impossible for the United States to gain market access for our dairy prod-
ucts by erecting huge tariff barriers. These practices have priced U.S. dairy goods
out of reach to Canadian consumers.

Mr. Chairman, I realize that in return for this trade deficit, the United States
is running a current account surplus and exprting capital to so many of the world's
economies. While that helps the American financial sector and leads to productive
economic growth, we must not allow this prosperity to blind us to effects of an un-
controlled, unmanaged trade deficit.

(47)



The trade deficit is an indicator of our nation's economy. It is like an engine warn-
ing light on a car. When it blinks uncontrolled, we must pay attention and correct
the problems we are facing. This hearing will shed light on that important indicator
and will allow this committee to adequately address the reasons that that indicator
is "flashing."

I look forward to working with the Chairman over the course of these important
hearings and successfully addressing the problems this country is facing as it re-
lates to increasing trade deficits and closed markets.

PREPARED STATEMENT OF HOw. CHARLEs E. GRASSLEY

Mr. Chairman, thank you for holding this hearing. Anybody who watched the Sen-
ate debate the fast track legislation last fall, will appreciate the value of this hear-
ing. Although the Senate strongly endorsed fast track in a bipartisan manner, the
opponents of free trade attempted to cloud the debate, with emotional arguments
that ignored the facts. This hearing, and the others planned by Chairman Roth, will
finally allow the facts to come out.

One of the most misused statistics opponents of free trade is the trade deficit. The
trade deficit is alleged to cause job loss, low growth rates, and the decline of the
manufacturing sector. In fact, the trade deficit ranks just behind El Wino as the
cause of everything that is wrong with America.

Unfortunately, for the opponents of free trade, the facts don't support their argu-
ments. Also unfortunately, for those of us who favor expanding trade, the American
public generally believes our opponents arguments, even though they are not base
in fact. That's why this hearing is so important. Those of us in public office need
to begin to build the case fof free trade from the ground up. We must continue to
talk about the tremendous benefits of trade. Such as its contribution to increased
employment, higher wages and low inflation.

But we also can't igoe the arguments aainst trade. Especially when so many
of those arguments can be ear~ily refuted if they are dt~ated in an open, comprehen-
sive manner.

I'm confident that the distinguished group of witnesses here today will dispel
some of the myths associated with the trade deficit. I would just note that in my
own studying of this issue, I have found very little correlation between the size of
the trade deficit and the unemployment rate, as an example. In fact the last time
we ran a trade surplus, 1975, the unemployment rate was over 8.5%.

Recently, with record trade deficits, we've enjoyed the lowest unemployment rate
in a generation. So although trade is often the scape goat when a factory shuts
down or moves offshore, the facts fail to support the proposition that the trade defi-
cit significantly affects employment levels.

And the most important thing we can do to increase exports is give the president
fast track authority. Those who use the trade deficit as an excuse or not supporting
fast track miss the point. No substantial progress will be made on addressing the
trade deficit, or on reforming our trade policies until the president has the authority
to negotiate new trade agreements..

Withholding fast track authority is a prescription for failed trade policies. Hope-
fully, this hearing will begin a process of rebuilding the public's support of trade
in order to create an environment where it is politically popular, once again, to sup-
port free trade policies.

So thank you, Mr. Chairman, for holding this series of hearings. That's not to say
the trade deficit is a good thing. In fact, it is a strong indicator that Americans don't
save enough of what they earn. The low savings rate forces American companies to
import capital to continue to invest in their business, which in turn, increases our
trade deficit. But this problems should be addressed by balancing the federal budget
and through vehicles like the Roth IRA-and other tax incentives to save money. Not
through trade poiy

With that said, there is one area where the federal government has an important
role in reducing the trade deficit. Both Congress and the administration must work
tirelessly to break down trade barriers wherever they exist. The 1998 National
Trade Estimate Report on Foreign Trade Barriers lists over 400 pages of trade bar-
riers to U.S. exports.

We have a lot of work to do to create an environment where American workers
and farmers are able to compete fairly in every market in the world. So let's focus
our energy on increasing exports and we'll see the trade deficit reduced.
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Mr. Chairman and members of the Senate Finance Committee: Thank you for al-

lowg me to testify' on the causes and consequences of the U.S. trade deficit.
Theeconomic crisis in East Asia has thrust America's trade deficit back into the

news. Perhaps no aspect of American trade is talked about more and understood
less than the trade deficit. It has been cited as conclusive proof of unfair trade bar-
riers abroad or a lack of competitiveness among U.S. industries at home. It has been
blamed for destroying jobs and dragging down economic: growth. I welcome the op-
portunity to present a more charitb le view of this much abused trade number.

The U.S. trade deficit is the result of a net inflow of capital to the United States
from the rest of the world. Because of our stable and relatively free domestic mar-
ket, we remain the world's most popular destination for foreign investment. We
have become a net importer of capital because Americans do not save enough to ft-
nance all the available investment opportunities in our economy. This inflow of cap-
ital from abroad allows us to pay for imports over and above what we export.

In other words, the trade deficit is simply a mirror reflection of the larger macro-
economic reality that investment in the United States exceeds domestic savings. If
we want to change the U.S. trade deficit we must change the rate at which Ameri-
cans save and invest.

In my study published by the Cato Institute in April, I address four enduring
myths about the U.S. trade deficit. Two of them relate to causes, two to con-
sequences.

The first myth is that the overall U.S. trade deficit is caused by unfair trade bar-
riers abroad. Foreign barriers are certainly a problem, just as our own barriers to
imports-remain a problem. But trade restrictions do not determine the overall U.S.
trade deficit, nor do they fully account for the differences in bilateral trade balances.
For example, the United States runs a largely trade surplus with Brazil, a country
with a number of unfair trade barriers, whie we run deficits with Mexico and Can-
ada, two countries virtually open to U.S. exports.

The second myth is that trade deficits are caused by a lack of U.S. industrial com-
petitiveness. This myth has been refuted by the stellar performance of the American
economy, which today is the envy of the world. Since 1992, the U.S. trade deficit
has tripled. During tha t same time, U.S. industrial production has surged 24 per-
cent and manufacturing output 27 percent. The American people sell more goods
and services in the global marketplace than people of any other country.

A third myth is that trade deficits destroy jobs. Again, the performance of the
U.S. economy in the last decade should lay that myth to rest. While the trade deficit
has expanded, so have American payrolls. Indeed, there is a strong correlation be-
tween rising trade deficits and falling rates of unemployment. The reason is simple:
The same expanding economy that stokes demand for labor also raises demand for
imports of goods and capital.

The final myth is that trade deficits are a drag on the U.S. economy. With the
slowdown in East Asia, this seems a reasonable assertion. But the drag is not the
trade deficit itself, but falling demand for our exports in the Far East. A trade defi-
cit that reflects both rising exports and even more rapidly rising imports can be a
sign of health. That has been exactly the case in the Uited States for most of past
two decades. Since 1980, the U.S economy has grown an average of 3.1 percent in
years in which the current account deficit has expanded from the previous year, and
an average of 2.0 percent in years in which the current account deficit has shrunk.
If trade deficits dampen growth, why does the U.S. economy grow more than 50 per-
cent faster when the trade deficit expands?

Frankly, we would have more reason to worry if the U.S. were rniga trade
srlsinMexico in 1995 and more recently in South Korea, trade=lne flippd

dramatically from deficit to surplus because of plunging domestic demand and the
flight of foreign capital. It'. no coincidence that America's smallest trade deficit in
recent years occurred in 1991-in the trough of our last recession.

What does all this mean for policy? First, there is no emergency. The trade deficit
is not a sign of economic distress, but of rising domestic demand and investment.
Second, the trade deficit is largely immune to changes in trade policy. If Congress
wants to reduce the trade deficit, it must seek to increase the amount Americans
save or reduce the amount of domestic investment.

Trade barriers aimed at allegedly unfair trading nations, or at imports generally,
will only deprive foreign producers of the dollars they would earnby importing to
the United States. With fewer dollars in circulation abroad, the value of the dollar
would rise, making it more difficult for U.S. exporters to sell abroad. Exports would
fall along with imports damaging the efficiency of the U.S. economy while leaving
the trade deficit virtua4i unchanged.
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In conclusion I would urge Congress to ignore the trade deficit and focus instead

on reducing and ellmntn barriers to trader, whether abroad &iat home.
Thank you.

A4mericas' Maligned and
Misunderstood Trade Deficit

by DanielT Griswold

'Executive Summary

Ameicals annual trade deficit, already
large by historical standards, could
reach a new record in 1998, fueling

protectionist sentiment in Congress.
Political fallout from the trade deficit
numbers could impede efforts to reduce
barriers to trade in the United States and
abroad.

Contrary to the popular conception, the
trade deficit is not caused by unfair trade
practices abroad or declining industrial
competitiveness at home. Trade deficits
reflect the flow of capital across interrna-
tional borders, flows that are determined by
national rates of savings and investment.
That renders trade, policy an ineffective tool
for reducing a nations trade deficit.

A survey of America's major trading
partners reveals no relationship between
bilateral trade balances and openness to
U.S. exports. For example, the United
States runs a bilateral surplus with Brazil,
which is relatively protectionist, while we
run deficits with Canada and Mpodco,
which ame almost totally open to U.S.
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exports thanks to the North American
Free Trade Agreement.

There is no connection between trade
deficits and industrial decline. Between
1992 and 1997, the US. trade deficit
almost tripled, while it the same time U.S.
industrial production increased by 24 per-
cent and manufacturing output by 27 per-
cent. Trade deficits do not cost jobs. In
fact, rising trade deficits correlate with
falling unemployment rates. The US.
economy has actually grown faster in years
in which the trade deficit has risen than in
years in which the deficit has shrunk
Trade deficits may even be good news for
the economy because they signal global
investor confidence in the United States
and rising purchasing power of domestic
consumers.

What matters to the economy is not
the* difference between imports and
exports but the exent to which Americans
are fiue to benefit from the efficiencies,
opportunities, and consumer choice creat-
ed in an economy open to world trade.
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Introduction
One of the most polldcafly volatile cocuie-

quennes of die financial and economic turmoil
in tie Pacifi Rim will be a rising U.S. trade
deficit in 1991L plunging prwthrauts in the
region will mean less demsnd-for U.S. exports,
while aIling fogn currency values will make
Asia exports to the United Stame mome
affostla*espurting demand by American con-
smesa 7%e residewidely predicted by econko-
mits, winl be a mercandist's nigoare: a
growing gap between the vabse of the goods
and serices we import and the value of what
we wo.The U.S, merchandise trade deficit
in IM9 could appmoeh 5250 bill~on breaking
the rei dof598.7bflonjustseein 19V7.'If
the pantia anyguide, dhe growing trade gap will
fuel anguish in die news media and protection-
ist sentiments in Congress.

Whengve the government announcesa
record, or just a rising, deficit, the media mou-
tinely declare the Obed news' that the trade gap
has 'wonened-no matter how good the
accompanying economic news may be on infla-
ion employment, and prwth. Medi reports

were typically gloomy in February when dhe
Commerce Departmentrepote a 5114 bil-
bion tade deficit for 1997, the largest trade gap

sInM18. On February 19, the day of the
report, Dan Rather announced on CBS Mw,.
that *the govrment sr ayth 1997 U. ade
deficit was the wetx in nine yeaia. The sm
&A~ Lou Dobbs host ofCWI;sMenmstpro-
gram, said, *We begin tonight with today's
troubling report on trad, a report that showed
the nations trade deficit soared by 24 percent in
December." The tnt *a the WeSi ren
Jsdvuadded daddy that IM9 could shape up
to be an eve moe dismal year for trade than
1997.*'

Not an be left out on March 23, 1998, tie
U.S Senate voted an spend $2 wmo to fu~nd
an Emergency Trad Deficit Review
Commission. The 12-member commission
would be given 18 months an study the causes
of the U.S. merchadise and current account
deficits and recommend policy changes, with

spca focus on the bilateral deficits with

China and Japa&-
No aspect of international trade is take

about mome and understood less than Americas
perennial trade deficit. Critissof fce tade, anid
most Amercans for that me-z- btei the
trade deficit is prima fade evidence tha
American companies ame filig an compe1- in
global mares or that U.S axpores fasce
'unfair trade barrers abroad, or both. Th6e

obvious impliciatoi that, if other main
were an open their markets a wide as we hae
supposedly opened outs, or if American corn--aue became more competitive against for-
eigs rivals, we could export more relative to
imports, thus reducing the tade deficit

T'he popular thinking on trade deficits is
simple, appeaing-and wrong Trade deficits
ame not determined by the macroeconomica of
trade poicy or inlusualcompetiivens.m~c
reflect underlying macroeconomic factors,
specifically investment flows and, ultimately,
the national rune of savings and iavnvetent
duat determine those fiews. The recent apen-
nce of the United States and its trading part-
ners confihms this conchison.

Understanding the trade deficit has pro-
found implications for our national debate
about trade. We cannot reduce the US. trade
deficit by restricting imports an the American
market or by persuading or bullying other gov-
erniments an lower barriers an their markets. We
cannot reduce the trade deficit through gos'
erment-directed industrial policy; managed
trade, or export subsidies aimed at boosting
national "competitiveness' (however one
defines the concept). And, contrary to the
headlines trade deficits are not necessarily bad
news for the U.S. economy. They may even be
good news.

Current Accounts, Current
Cointroveersies

Americans have nun an annual trade deficit
in goods and services with the rest of world in
every year since 1976. That unbroken strin of
deficits has colored much of the trade debate in
the Urtited States in the las two decaes.

Beginning in the early 1980s, annual U.S.



trade defiis reached wipeedented level.
After daesof Postwar surplus, the US.
trade deficit topped 1100 billion in 1984 and
peake a a reo- SID3 billion in focal yma
1987. The ade deficit shrank to.a low of($31
billion in 1991, but it has grown again to mome
tha 1100 billion a yea since 1994, reaching
8113.7 billion in 1997. OThe 8198.7 billion
deficit in goods Iat year ws offset by an 88S
billon surplus in ervice..)

Throughout the 1980a and 19904 tad
deficits hawe spawined wor about Oun ofar .-
upg trade bareers lost jobs, and, Amanea
ability to compete in the global marktetplace
Indeed, the trade deficit was pardyto blame for
a wow of angst in the late 1990o wicanz
*decline.* Best-selling booles such as Paul
Kennedy's The Rie Asd/#Wfre Grewt Rsew
and Clyde Preatwitzs 7)udiss PAwH u No n
AlbeuaJapss h U& & hLasdcauight the mood
of the time.

In the mid-1990. lawmakers on Capitol
Hill responded to dhe trade-deficit aroety with
protectiost-lemning proposals In 1986 the
House approved by a two-to-one margin an
amendments offered by Rep. Richard Gephaedt
(D-Mo~) that would allow the imposition of
imsport quotas againt countries; that wenru cn-
ning large bilateril trade surpluses with the
United States (JapaN Taiwan, and West
Germany wesa considered the most likely tar-
gets at the time.) The amendment paced the
House again in 1987, by a nanow margin,
although it was ultim*tl eckde fiorn the
1988 Omnibus Trade an.d Compeatiteneas
Act in rwof the 'Super 301law threatening
retliation against countries engaged in
saleg dly u ra de Pracc.

In Noveinl -r 1991 Gephardt trie again,
proposing an amendment that would activate
Section 301 sanctions against any nation whose
bilateral trade surplua with the United States
accounted for more than 15 pes et of the total
U.S. trade deficit. 'Like the original Gephardt
amendment of 1986-8. this proposal oploit-
ed two widely shared belifs: that nations
ougt normally to balance their trade bilatra-
ly and that deficits we caused, in important
part, by the surpus country's barriers to

iWWofy'bsrnmd ade scholar 1. M. Deadlen
The trade deficit has continued to haunt

US. trade policy, in the 1990.L In the debate in
the fall of 1997 oae renewal of fas-track trde
authority, oppoento of the mestire cited the
continuing ovril U.S. trade deficit as evidence
that trade harms the U.S. economy anid
destroys jobss. To discredit the North American
Free Trade Agreement and by association all
fieetrde agreements, opponents of fast-track
arthoe*' hammnered away at the bilateral trade
deficits the United Stutn runs with both of its
NAflA pamers, Mexico and Canada.

TIM deficit With Mexic dre the most fe
because America's bilateral balance with
Medwc had been in surplus before 1995. In
September 1997 Steve Beckmua an economist
fir the United Auto Woekera labor union, te
tied beibe the Subcommnittee on Trade of the
House Ways and Means Committee that bilat-
ael trade deficitswith Canada and Meocw had
created atrside debacle' costing the U.S. econ-
oay more than 400,00 jobs.

Bilateral trade deficits continue to compli-
cate Americas oommecial relations with a
number of majo trading partnera chief among
them Japan anid China In 1997 the United
States recorded a 855.7 billion bilateral trad
deficit with Japan and a 849.7 billion deficit
with Chui, by har our two largest bilateral
imbsliancea." The deficit with China appear
even more threatening to som trade cntias
becus it has paown so rapidly in recent Years,
more tha quadrupling fin 11.5L billion in
1990." Our b ial deficit with China has
been used to ague against renewal of Chinas
Most Favored Nation status and aganst
admitting it to the World Trade Organization
Americak bilateral trade deficit with Japan hs
pobably been the single bigget source of ta-de
ficton betwe the two countries.

If the overall U.S. trade deficit rises in 1998
ns predicted, it could spu a whole new round
of sttacks on free trade, prompting government
intervention to curb imports anid spu exports.

Undezmtaning the Tird Dfcidt
The trade deficit has been at the heart of

Throughout the
IM80 and 1990%
trade deficits have
spwnied worry
about 'unfair" for-
eign trade barriers,
lost jobs, and
America's ability to
compete in thie
global marketplace.



one of the oldest debates in economic The
mercantilist approach to tade: that dominated.
thinking in the 17th and 18th centuries
soased the need for nations to accumulate
gokl By sporting more than they imported,
naos could hoard the nibm'ney alos
lways gol or ",ms generated by the trade
surplus. A tasury bulging with precious met-
ala was considered the am sign of a national
wealth anid might. The more metallic money a
state possessed, the -o able it would be to
wage war if necesary.

Predictal4 the obsession with running a
positive %balance of tade' led to all sot of
protectionist ea- n ueport subsidies.
igh wari&f and outright import bans were the

rule among European natons before 1800.

Back to Smith a&d Hume
In arguing fixt free tade, the 18th-century

clasaical liberals David Hlume and Adam
SmthA attacked what Hlume called "a stong
Jealousy with regard to the balance of trade.'
Hlume reasoned that a nations supply of gold
was ultimately determined by its capacity to
produce walt" not the other way around A
nation that attempted to accumulate gold
through a tade surplus, by either blocking
imports or subosidizing exoms would soon
find that its gol stocks were rising in relation
to the total goods available foe sale/TMat eCess
of money would cause a general rms in the
price of domresftic goods C(Le., inflation), making
them less appealing to foreign buyers. As long
as prices kept rising, demand for exports; would
&II until the inward flo of gold ceased. As
flume understood two centuries ago, any
attempt to mAJantuturade surplus through
trade policy was doomed to fil because the
flow of money would be self-correcting.

flume's contemporary and fiend Adam
Smith also dismissed worries about the trade
deficit. 'Nothing ... can be momt absrvd than
this whole doctrine of the balance of trae, he
wrt. What mattered to Smith was not the
difference between acports ad imports but the
gan firm specialization that trade allows.
Thos productivity gan allow a nation's resi-
dents to produce goods and services ofta high-

cc tooal valie--the only aie measure of a
nation's economic wealth. Any intrfeence in
the freedom to trade, no matter what is effect
on the tade balance, diminishes that wseslth.
*A trade which is fosceby mns of bounties
(susdies] and (protected] monopolies may be.
and commonly is. disadvantageous to the
country in whose favor it is fmant to be estab-
lishe.... But that aiode which, without fore
or conaswaisi, is naturally and regularly carried
on between any two places, is always advanta-
geous, though not always equaUy so, to both-"
Smith and flume's critique of the balance of
tade doctrin remains valid two centuries lat=

Investment Flows Drive die Deficit
The most important economic truth to

grasp, about the U.S, tade deficit is that it has
virtually nothing to do with tade policy A
nation'ls trade deficit is determined by the flow
of investmnent fitnda into or out of the country
And those owe are determined by how much
the people of a nation save and invet-o
variables that are only marginally affected by
trade policy.

An understanding of the tade deficit
begins with the balance of payments, the
broadest accounting of a nation'ls international
transactions. By definition, the balance of pay-
ments always equals zero-that is, what a
country buys or gives away in the global mar-
ket must eqa what it sells or receiver-
becase of the exchange nature of mr&e'
People, whether trading across a stree t or acoss
an ocean, will generally not give up something
without receiving something of comparable
value in return. The double-entry nature of
international bookkeeping means that for a
nation as a whole, the value of what it gives to
the rest of the world will be matched by the
value of what it receives.

The balance of payments accounts capture
two sides of an equation: the current account
and the capital account The current account
aide of the ledger cover the flow of goods, ser-
vices, investment income, and uncompensated
tansfer such as foreign aid anid remittances
acros borders by private citizens. Within the
current account, the tade balance includes

A nations trade
deficit is determined

by dhe flow of
investment funds
into or out of the

country. And those
flows ame determined

by bow much die
people of a nation

save and invest.



goods and series -o and the meseisndlse
trade balanc reinc goods only On the other
side, the caital aont ichads the buyn
and selling; of investment sets such as real
estate, seocks,bonds and government securi-
ties.

Ifsa country ruus a capital accunt surplus of
5100 billion, it will nan a currentacscount
deficit of 5100 billion to balance its payments.
As ecnmast Douglas Irwin explains, 1f a
country is buying more goods and service
from the rest of the world than it is sellng, the
country must also be selling mnoreassets to the
rest of the world than it is buying"'

The necessary balac between the current
account and the capital account implies a direct
connection between the trade balance on the
one hand and the savings and investment bal-
ace on the odiec Thaw relationships is captured
in die simple formula:

Savings - Invesunaene - Exports - Import

Thus, a nation that saves more tha it
invests, such as Japan. will export its wess sav-
ings in the form of net foreign investment In
other words, it must run a capital aemount
deficit The mney sent abroad as investment
Will return to the Country as payments for its
exprts, which will be in was of what thoe
country imports, creating a corresponding
tade surplus. A nation dut invest more than
it saves--the United States, for exampl-
must import capital frm abroad I odher
words, it must run a capital accunt surplus.
The imported capital allows the cation's citi-
zens to consume rost goods and service than
they produce, importing the dilfrence thro
a tride deficit.

In 1996 American invested 51, 117 billion
privately and another 5224 billon through
government, for a total of 51,341 billion in
gross domestic investment National savings,
however, fell. short of tha amount, requing
Americans to import a net 5133 billion in cap-
itsi'

5
1 Mlia same year Anicans paid 51,238

billion to the rat of the world for imnpomt of
goods and service net tran& payments, and
income on foreign investments in the United

States while receiving 51,105 billion for
export and inetent income.The- result was
a curnent sccount deficit of 1133 billion, equal
to the net inflow of foreign capitalY

The tranmissims belt that-lnk the capital
and current accounts is the exchange rate. As
more net investment flows into the United
States, demand rises, for s*p dollar needed to
buy US. assets. As the dollar grows stonger
relative to other currencies, US. goods and ser-
vices become more expensive to foreign con-
gumers, reducing demand, while imports
become more affordable to Americans. Falling
ctports and rising imports adjust the trade bal-
ance until it matches the net inflow of capital.
I effect, foreign investors will outbid foreign

consumers for limited US dollars until the
usvestor sadisf their demand for US.ases
Of course, most day-to-day currency transac-
tosis are not directly related to trade, but
demand for US goods, services, and asts
actsw demand for the dollars needed to buy
then, thus influencing the value of the dola in
global curency markets.

Germany in the early 1990s offers a case
study of how this mecharnsm works. West
Germans routinely ran large current account
(and trade) surpluses in the 1980st, but between
1990 and 1991 Geranys current account
flipped from a surplus of 3.2 percent of gross
domestic product to a deficit of 1.0 percent."
The reason for the reversal was not that
German manuficturers suddenly lost their leg-
endary efficienc); or that Germany*$ trading
partnsera imposed new And unfair tride ban
on the night of December 31, 1990. What
caused the switch was the huge increase in
domestic investment needed to rebuild former-
ly commnunist eastern Germany. An increase in
domestic investment repatriated a huge amou4-nt
of German savings that had been flovnng
abroad, thus reducing the amount of German
maria in the foreign currency markets and rais-
ing their value relative to other currencies. The
stronger mark, in turn, raised the price of
German exports and lowered the price of
imports, evaporating Germany's trade surplus.

in an October 19917 study for the Economic
Strategy lnstitute co~rnist Peter Morici

Imported capital
alBows a nation's
citizens to consume
more goods and
services tha theyr
produce, importing
the difference
through atrd
deficit.



attempts toffer an alterAtiw explanation fox
the trade deficrA prear4ku- acomspanyiasg
the study dismisses; "ie old chestnut that die
cuiret ~acc w a amply the other side of an
imuzattable samcunting idetity."s Asevidencs
Mond cies dhe effect on the trade defii
caused by die purchas o(U.u,uin partic-
War Treawybillk b ,seign governments.

Morid'so analysis is not a refistatiosao athe
acoxoting identity but a restatement of it
Whether the transaction tavokes a priate for-
eign investors buying shaes in LBM or.a for-
tip governments' buyingT-billa, it still counts
a an inflow of llxeign capital to die United
States. IndeedMoridls own regression armlysia
finds thatchanges in the U.S. trade balances ame
strongly correlated with privt invesmn
Bows. Overall variations in priva sector
behavior appear to be mos important than.
direct measures of eame US or foreign goy-
-nmet ,flcies," he concluded. 'Among pea-

vate varuahi. noc foegn. private investment
(NFPI) news to explain mor, of the variationt
in the made and current accounts balances than
the domestic private savings balance "0 In
other woea, the old chestnut still rings true:
inesaient flows drive tie trade deficit.

WIT, Poetismn Cannot Cure die

The casal "in between uwestmne Bows,
chege rates, and die balance of trde

explains why ptoectionism cannot Cure a trade
deficit In his 1997 book, Ow. Wag~ Rrady~ or
NA~ Washingto journalist William Greier
proposes in'"emergency taifof 10 or 15 per-
cent wo reduce the U&S amde deficitY If
Congress wer to implemnent diat awfu idea,
American inpor would probably decline as
intended. But fewerimporta would mean ewer
dollars flowing into the international currency
markets, raisng die value of die dollar relative
to other currenoes. The stronger dollar would
malte IT. upon. mot expesive for foreign
consumers and imports more attractive to
Americans EVprt would fall and import.
would riae until die trade balance matched die
swings ua investment balance

Waghout a change in aggregate levels of aav-

inga ad investment, die trade deficit would
remain largely unaffeed. Al the new tiff
barriers would accomplish would be to reduce
die volume of bodh imports and report., lay--
ing Americans poorer by depriving di= of
additional gain fiom die specializaton that
accompanies expanding international trade.

Government expot subsidies would be
eq&uly ineffective in reducing die trade deficit.
Party in response to die Asian financial ama.
President Clinton proposed in has 1999 federal
budget an increase in subsidies to U.S.
apr through dihe Export-impoT Bank By
allowing certain exportes to lower th=i prices
on sales abroad, die subsidies would stimulate
foreign demand, but die greater demwa for
dollar needed to buy U.S goods would bpid up
die dollars value in foreign exchange rets.
The surner dollar in nrum would raise die
effective price of US export. generally, offset-
ting any price advantage -ane by die suai-
dies. Total exports, and hence die made deficit.
would remain unchanged. Subside only divert
expot. from les favored to more Favored sec-
tons.

In theory, trade policy can intadicty affect
die trade deficit by influncinkg a nation's level
of savings and investment. For example. a
kher tariff would presumably carat govrn-~
ment revnue through additional customs
dudes, thus reducing the buaaget deficit (or
increasing the surpus) and reducing the need
to borrow From abroad-resulting in a smaller
trade deficit. But a tariff can also stimulate
investment in the protected industry, increasing
demand for foreign capital and leading to a
large tade deficit. After surveying die varnous
therns, Labor Department economist Robert
C. Shelbune concluded, *rade policyui liltelv
to have a marginal impact on savings or invet-
ment and thus only a marginal impact on the
ade bslace." Even Mond concurs, noong:

that *changes in made policies have had mini.
mal effects on aggregate net atprta in reent
Years."n

Another temptation is to intervene by
intentionally devaluing the national currency in
die foreig ashange market. A nations central
bank can put downward pressure on the value

ADlnewtarff
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be to reduce &he
volume of bodh
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of its own currency by creating an emeas
amount of that currecy and using the oxesa to
purchase foreign currencies. A faing cuffncy
can stimulate eriporta and dampen demand for
imports, thus reducing a trade deficit.
However, a cheaper currency als nmns that
asset values in that country' drop in foreign cur-
rency terms, attracting foreign investment
Bowe that increase the capital account (and the
correponkding current account deficit). And
eventually the wtaier currency feeds back into
the domestic economy in the form of higher
overall prices, that is, inflation. In the longni=4
higher domestic prices will offset any price
advantage gained in the international market-
place by a 'competitive devaluation.*

PromenTrade-Deficit Cutter A
Recession

One way to reduce the trade deficit would
be for Americans to save mome A larger pool of
national savings would reduce demand for for-
eign capitsiL with les foreign capital floiwing
into the country, the gap between what we buy
from abroad and what we sell would shrink5

A related way to cut the trade deficit is for
the government to borrow less. Reducing the
government deficit (a form of 'diasaving")
releases more fonda for domestic investment,
reducing the demand for foreign capital That
eailains the 'twin deficits' phenomenon of the
IM80, when huge federal budget deficits
claimed a rising share of national savings,

If dhe trade deficit
really is one of our
nation's most
pressing problerms,
die surest and
swiftest way to
tackle it would be
to engineer a deep
recession.

FMure I

The-Trade Balance and U.S. Recessions

1.5 - - - --

Sources: Trade Wanrm dat rm Couma of Economfc Advises
Eonce* Reporl of ft. Pu&V 1997 (Wael*vWo: Government Prfing
Offxce 1997), Tabl 8-101, p. 414. Daft on recessions from U.S.
Dapartenl od Coomerce. &ayey of Csaun Baeiea 78, no. 3 (March
1996): 0-43.



Coummiwith
which the United
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more Protectionist
toward U.S.

aports than arm
those with which
we run a aurphis.

nquirtil the inaportation of -vng from
abroad to m-et domestic demand for invs-
meit. The inflw of foswign captal prompted
by te bdedeficiowd Aericoas o buy
even rm goods and services than they sold in

the ifltsratiwna markeetplace. As the Woeral
budget deficit declinedsindthe 1900s, so too
dad Amencaes trade deficit

Anodhe less appealing way to reduce the
trade' deficie is to seduc nvestmnt That
occurs most or less nattual dudn times of
recession, when business confiderace fall and
companies ait bW& on expansion plans. As
Amrericans mammaln and uwvest less, demand
for. imports an foreign capital falls alon witrn
dx trade deficit. Tha t pisins why the sma-
cot U.S. &Kad deficit sinc e early 1990s
occurred in 1991, in the midst of -th most
recent recession.' In fict as Figur I ilus-
testes, the U.S. current account balance tends to
shrink during tie ofasreio n and grow duir-
ing ecinosac expansions. If the trade deficit
mealys oneofour nasos's wm piuning prob-
lema, dxe sumes and swiftest WILY to tackle at
would be to engineer a deep eson

71w is ec*ywhat happened to Mexico in
1995. In the aftershock of dx peso criis,
Mo-dcool real GDP shrank in 1995 by 61 per-
cent.Because offa ing domesti demand Ree-
in; capital, and a plunging peso. Mexico. over-
%A trade balance slipped fiesta a deficit in 1994
to a surplus in 1995. Mexico'o bilateral balance
with the United Stares did the same, going
fiom. a deficit to a surplus. That supposed
'made debacle fordxh United Staes had noth-
ing to do with NAPTA or any othe change in
trad poliq It was caused by mismanagement
on dxe pae of Meitcoks monetary authorities,
snd die chief victims of that mismanagement
wes Mexican workers, Perhaps NAFA crit-
ics who believe our bilateral trade deficit wish
Mexico is such a terrible development would
have prefered that the U.S. economy, not the
Mexican economy, contract 6.2 percnt in one
ytam Of course, American worker, would have
suffered, but it would have done wonders for
our bilateral. trade balance.

An undmertnding of the all-important role
of investment sow should Mierate trade poli-

cy firom its obsessive fiocu. on the current
account balance. The trde deficit is not a
functio of trade pol"c and thes'foe trade
pokiy cannot ba a tool for reducing the trade
deficit

Enduring Myths about the
Trade Deficit

Misunderstanding of the US. trade deficit
has spawned a number of myths about intema-
tional tde and Americaks place in dxe gloal
conomy Those myths have allowed trade

deficits to be used to fiuther a number of anti-
trade and ants-market positions, including
otport subsidies, industrial pol"c and ssne-
dons agnst'unfau rading pairtrs The fol-
lowing ame among the most common and
harful myths surrounding dxe trade deficit

Myth.-U.S. Extposten Face UnfatirTrade

Mlany Amercans are convinced that a bilat-
ernd trade deficit proves that the foregn coun-
tr's markets d ratvlclosd to U.S. export
compared with the 'open" U.S. market
Amnerics~ large bilateral deficit with Japan is
amoac unanimously sam as a problem by U.S.
poLcymakers who share that vimw with blame
for dx deficits placed wpurel on 'unfii for-
eign trde barriem

A suvey of Amricas major trading part-
rn challenges that assumption. Countries
with which the United States runs larg
deficits are not characteristically more protec-
tionist toward US. exports than are those with
which we run a surplus. Canada and Mtimo
twocounmcres that are veryopen toU.S. reports
thanksa in parn to MAFTA, are both among die
five countries with which dxe United States has
the largest bilateral trade deficits. On dxe other
side, Americas third largest birtral trde stir-
plus is with Brazil, a country whose barriers to
imports remain relatively high. Americans face
a common external tariff when exportng to
member of the European Union,yet some EU
member (the Netherlands and Belgium) are
among the top surplus trad partners and oth -
era (Germany and Italy) are among dxe top
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deficit partners. Trade polic cano explain
those differences (Tab" 1).

Blaming bilateral deficits eacivelyon di!-
(trences in trade policy once asan mise the
reality of inevestmoent flows. In Japan, high
domestic savings rates provide a pool of capital
that far ecdsdomestic irrvesuraent oppoirtu-
nieses. Japan "export? capital to the United
States, which aws Americans to import
more goods fion Japa tha we export The
main reason tha Ameria' bilateral trade
deficit with Japan expoded in the l9ft~ is that
the Japanese government lifted many of its
capital controls with the pump of the Foreign
Exesange and Foreign Trade Control Law in
December 1980. That allowed a bwssaa'ti of
Japanese savings to Saow Acoss the Pacific to
the United States, where it could draw a more
favorable rate of return

Despite die common pereptioen,)ap" was
actually more open to U.S export in the 198th
than in the 1960s and IMt when Amnericant
bilateral trade deficits with Japan were much
smaller As Robert T.Parrypresidnt andchief
executive offcer of the Federal Reserve Bank
of San Franocm erplained.

Of all the US. trading partners, Japa
acfnesaes to be singled oum for having
dhe most unfair trading PracerL But
it's doubds that suchs policies hav been
IamagOrca ofUS trade deficits. Firs
ofl dite Japinese market has hbecome,
somewhat more open-not more
closed-over the past decade. Second,
Japan's share of changes in the toes US
non-ail merchandise trade deficit has
been proportional to its US trade share.
Foreammple, in 1901, about 9 percent of
out eaports wient to Japan, a.nd about 20
percent of our imports came fiamJapan.
Tharleft us with a bilateral deficit ofS 16
billion. If the same shime prevaled in
1992, we would have had a bilateral
deficit of 357 biflionr-whih is in fact a
Wite larger than the actual deficit of SS I

billion. So I think there's not much evi-
dene to say that restrictive trade prac-
tdoes have been the driving iote behind
changes in the U[& trode deficit.'

Th)e sams cannot be said for our bilateral
deficit with China. Despite substantial
progress in the last 10 yersn, its bantiers to
usspors remain relam*el high. Those banriers
partl explin the bilatera surplus China runs
with the United States, but the primary cepla-
nation is more benign: We lik to consume the
products China sells. In 1995 the Council of
Econmic Advisers concluded, 'Chinas persis-
tent surplus with the United States in part
reflects its specialization in inxpensive mass-
market consumer goods. China similarly runs
bilateral surphises with Japan and Eutope for
thi resson.""

If China were to tiurther open its market
America's bilateral deficit with China would
probably shrink, but our overall trade defict-
deterined by agregate savings and invest-
ment-wovuld remain largely unaffected. A ris-
ing dollar caused by increae demand for US
expots to China would lead to larger bilateral
deficits (or smaller surpluses) with other U.S
aiding pertniess If the United States were to
impose higher tarifl aimed at imports Scam
China (Wa by revokting its Most Favored

Japa was aumfly
more open to U.S.
exports in the
1980. dhan 'in the
1960. and 1970s,
when American
biltral trade
deficia withhJapan
wern much smaller.

*4
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Nation status), shu too migt seuc the bilat-
cod1 deficit. but not the overall U4S trade
defici. Hihe tariffs against Chinese imports
would mealy shift scene of the bilateral trade
defii to othe counties while raiing prices
foe American consumers.

Mfy&- OAmericaIs Louinag Its

In 199 the Cuomo Commission on
CampeauiwnessW* leed s trade deficit one
of America 10 mos urgent economic prob-

lema.'Because of American knuansty's declin-
ing competitvtness and our openness to the
global economy the economic demnd spurred
by the federal budget deficits in the early I99Os
precipitated a huge Raow of importsO &h coin-
mison concluded in its report, which imply
asmed a connection between tade deficits,

oens.and comp. ivnes
The 'compeuszness myth has gone into

remission in recen t yewr. Sines the Cuomo
Commission report, the United Ssates has
aaytr seven consecurw yeas of helW&.



noninflaionaqygrowth along with historically
large and rising trade deficits Meanwhile,
Japan and German, the two aeport-drien
jugernauts that were supposed to eclipse the
United Stores aa.ecoonomic powers in the
1990s, have struggled with slow growth and
rdoing isnemploymenit.

Americo's etpersence in both the 198s~ and
the 1990s relusws any connection between trade
deficits and a loss of industrial might. Figure 2
shows that industrial production in the United
States has climbed steadily in the past to
decas during a time of historically larg U.S.
trade deficits.

Between 1980 and 1987,when the US. cu-
rent account deficit was rising to a peak of 3.6
paen3t of GDP, US. industrial production
rose by 17 percent and total manufacturing
output by 23 percent t.-" The same story has
repeated itself in the 1990a. Between 199 and
1997 the annual US. trade deficit almost
tripled. 6com 539 bilio to $114 billionYm
Meanwhile, since 199 total itdsrial produc-
tion in the United Staes has surged by 24 per-
cent and manuifacturing production by 27 per-
cent.

5 
In Japan during the sae period, indus-

trial production haa grown by only 8 percent,
and in Germany growth has been less tha 1
percent " America runs substantial bilateral
trade deficits with both countries.

America is the world's number-one trading
nation in both imports andl etpot. Between
199 and 1997, US. etpoets of goods and ser-
vices surged frome 1617 billion to 5932 billion.
The reason the trade deficit has grown is that
import have increased even faster, fl-cm 5657
billion to 11,046 bilion.

5 By any defnition,
the ability of American industry to compete in
the world has not suffered because of a rising
trade deficit The eapesiesse of the 1980s and
1990s points in quite the opposite directions.

Myth.-Trade Defiits Mean LostJobs-
A study by the Institut for Pblcy Studies

in January 1998 predicts that the larger ade
deficit caused by the East Asian financi melt-
down will ost the US. economy more than 1
million jobs. Columnist Patrick Buchanan,
when running unsuccessfully for the

publian presidential nomination in 1996,
offered his own, back-of-the-envelope esimat
ofiobs lost becam ofthe &pOurmer-
chansdise trade deficit was 5175 billon (in
1"95). For every $1 billion, you get 20,000 jobs.
Thsats 3.S million American wodmes who
would have had good maufacturing jobs if we
simply had a trqde bslance." Both estimates
are based on a fundamental misunderstanding
ofthe relationship between trade: and aggregate
employment in the United Staes.

The total number of jobs in the United
State is largely determined by fundamental
macroeconomic factos such as labor-supply
growth and monetary policy. Trade with other
nans does not reduce the number ofjobs, but
it does quicken the pace at which production
shifts from one sector to another Trade, like
new technolog); loers demand for some jobs
while raisn demand for others. Tirade alw
the United Stare to produce more Boeing jet.
lines, pbsrmaceutica softwam and financial
M sV fo ototbutrdealo meanswe

produce fewer shoes, T-shirt., Happy Mea
toys, and computer memory chips. Meanwhile,
total output and total employment keep grow-
ing.

In reaity, larger trade deficits correlate pos-
itively with facing unemployment. Fgur 3
ilustrates how closely the unemployment rate
corresponds with changes in the U.S. trade
deficit. When the tade deficit expands, as it
did in the 1980s, unemployment fall. When
the deficit shrinks, as it did during the 1990-91
recession, the unemployment rate rises. As the
trade deficit has expanded. in the 1990s, the
unemployment rate has fallen steadily The
unemployment rate fell in all but 2 of the most
recet 14 years in which the trade deficit grew

larger than it had been the previous year
(1976-78,1992-87,1992-94. 1"96-97).- As
an expading economy creates jobs, it alao c--
are demand for imports and for capital 6rorn
abrood -

There is no reason to believe that eliininat-
ing the trade deficit would create any gan in
manufacturing jobs, never mind 3.5 millon.
With the US. eonomy already operating at a
low level of unemployment, it is nor clear

MeanwhlleJap
and Germany, the
two export-driven
jugernauts ta
were suppoed to
eclipse the United
States as economic
powers in the
1990s, have swtr
gied with slow
growth and rising
unemployment.
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where 3.S million new manufacturing workers
would come from. And as we hae already
seen, aprotectivtaiftclsdataedeit
would only succeed in reducing etports as well
as imports, thus eliwinating manufacturing
jobs in the etpoi t sectoc 1f Buchanas calcu-
lations had any meaning, we should xec to

sea ErLU in manufacturing employment during
periods ofrising trade deficits. Recent econom-
ic trends tell a different story. Since 1993 the
US. merchandise trade deficit has grown froim
$132 bilion to 8198 biflion." In that sme
period the number of Americans employed in
manufacturing his grown fiorm 18,075,000 to

18,678,000--an increase of more thin
600,000.P

If anything. rising ade deficits signal more
jobs, not fewer.

Mydthne Trade Deficit Is a Dragon
Economic Growth"

The Asian financial crisis is expected to
shave a few tenths of a percentage point off the
rate of growth of U.S. GDP in 1998, but to
blame slower US. growth on an expanded
trade deficit is to confuse cause and effct.

The real drag on U.S. economic growth is
falling demand in East Asia for U.S. exports.

88-7799.3



At the same time, fllng currency values in
East Asia make the regions exports to the
United States more srtrsctimr leading to a lug-
er U.& trade deficit. A growing trade deficit is
notth =wo ~sloe U.S. growth, instead,
dower growth and a bqger trade deficit are
both 1fx of East Asia's economic slowdown.

In his snud Marid claims that *persstenst
trade deficits reduce long-term, economic
growth by shifitiiglabor and capital from high-
R&D to low-R&D actiides" That claim is
based partly on the face that research snd
development expenditures, and wages, tend to
be higher in trade-related (that is, exporting
and import-competing) sectors than in non-
mrade-related sectors of the economy The
proper lesson to be drawn is not that trade
deficits are bad flir economic growth but that
trade is goo for growth. In other words, the
true measure of the effect of trade on the ewes -
oniy is nor exts smiew imports but export
phu import.

Far from being a drz& a trade deficit can be
good sign for an economy when it reflects

growing demand for imporcs When an econo-
my expands, consumers sae able to afford more
goods, both domestic and imported. Retumas
on investment also increase, attracting foreign
capital. The cormbisnation of Mnfowing capital
and increased demand for imports tend to
widen the trade deficit. That explains why
everymrcen t US economic expansion has been
accompanied by azi expraing trade deficit.

Since 198D, in the six yeaw in which the
current account deficit has shrunk firm the
previous year as percentage of GD, the aver-
ag growth rare of the US. economy has been
2.0 percentL In the 11 years in which the cur-
rent account has grown larger as a percentage
of GDP (i.e., 'worsened'), the average growth
rate ofGDP has been 3.1 parent" Those who
maintain that the trade deficit is a drag on
growth need to explain why our economy
grows 50 percent fater in ytars in which the
deficit expandt.

Without a trade deficit, Americans would
need to finance domestic investment exluaive-
ly from domestic savings. To bring investment
in line with savings, domestic interest rates

would need to rise, reducing invesunent and
economic growth. A. the Council of Economic
Advisers recn tly concluded, the trade deficit
haa been a'safetywv? for thexapndig US
economy Imports of goods have kept inflawin
low, while isnporti of capital have kept interest
rates &o%% helping to sustain rapid income
growth. In the strongly expanding fisll-esnploy-
mane economy that the United States now
enjoys, it should be easier fbe Americana to se
that wrade deficits do not necessarily reduce
output and emnployoientefO

The United States ran trade deficits
throughout much of the 19th century during a
perod of dynamic growth and expansion.
Front independence until dxe INN, America
was a net importer of capital from the rest of
the world in particular Great Britain. Foreign
investors provided the capital to build the rail-
roads and canals; America needed for a conti-
nentwidt economy *In dx 19th century espe-
cially after the cotton boomn ofd the0IM it was
the current account that went into the red in
order to balance the heavy inflow of fiinds to
finance American enterprise. The United
Stares had more profitable investment oppor-
tunities than it had domestic savings to finance
them. The British, Germans, Dutch, and
French stepped in and made themselves (and
our American forebear) richer."

Today Americans run trade deficits with the
ret of the world for much the same reason:
America's relatively fire and unregulated econ-
omsy offers attractive investment opportuiies.
Attempts to reduce the trade deficit through
government intervention would reduce our
economic efficiency slowing investment and
-Lyw

Exports Are Good,
Imports Are Better

Underlying each of those myths, and much
of the misunderstanding about trade deficits, is
the assumption that expors are good and
imports are bad. To anyone who accepts that
premise, a trade deficit will by definition be a
problem.

Pat Buchanan, during a 1996 campaign

Those who main-
taini that the trade
deficit is a drag on
growth need to
explain why our
economy grows 50
percet faster in
years in which thc
deficit expands.



It is imnport$, not
exports diat alflow

Americans to enjoy
a highe sandad of

li~ng. Eprt
widmot imports Sm

like ajob without a

atop in Maryand. sated the case with charac-
teirip bluntes This harbor in Baltimore is

one of the biggest and busiest in the nation
There needs tobe rom Am rican goods going
ouL We've got to start eiqsortingfznoe goods
and stop exporting our factories anid exporting
our jobs* Even many advocates of free trade
implicitly agree with Buchanan. In his state of
the union addra in Januasy, President Clinton
urge Congress to pass fat-track trade legisla-
eaon to open moms new markets* for U.S.
exports and to Ocreate mosm newjobs.'Imports,
in contest, west painted as a threat. The pres-
Wdent waned that, without US. aid through
the Intanational Monetary Fund, falling ar-
rens in the Far Eaue would mean 'die price
of their goods will drop flooding our market
and others with much cheaper goods, which
make it a lot tougher for Our People to COrn-
FpMa

By focuin exclusively on the danger of
'cheaper goodi and nor the benefits, the pres-
ident chose to champion the cause of a small
group of producers while ignoring the welfare
of the large majority of consumers who will
benefit from mose affordable imports.

Imports bless Amnericans in a number of
substantial waya. First imports mean lower

-and wider choice for American con-
ser.By exerting downward pressure on

prices, imports raise the real wages of
American woriters Imports create price com-
petition where a domestic mnxopoly or oligop-
oly might otherwise extist. They also spur
domestic producers to control costs and raise
quality in response to foreign competition.

Second, imports of intermediary inputs
beneft American producers by keeping final
prices down. One reason the U.S. computer
industry is so successful and competitive is tha
it is able to import component parts, such as
disk drives and D-RAM chips, at world-mar-
ket prices. The largest categories of goods
imported to the United States are not con-
stainer goods but capital goods anid industrial
supplies and materials. Together they com-
prised mote thun half of the 1803 billion in
goods Americans imported in 1996.'
Restricting imports hurts unprotected produc-

esn as well.a consumers.
Third. imports of capital goods make

Americans more productim Hgher pro&--
tivity means a higher standard of in.
Without imports, Americans would be
deprived of the technology and know-how
enbodied in new imported machinery

Exports are not the reason we made; they
are the means by which we acquire imports. It
is imports, not exprts that allow Americans to
enjoy a higher standard of livng. Exports with-
out imports are like a job without a paycheck.

Condusion
Misunderstanding of the trade deficit

threatens to undermine the freedom to trade by
encouraging faulty and damagingsolutiom* to
a problem that does not exist. Any attermpt to
fix the trade deficit through protectionisn.
export subsidies. or currency manipulation is
bound to fail because none of those tools or
intervention addrse the underlying causes of
the trade defit.LThe trade deficit will respond
only to changes in a nation's net flow of foreign
investment, which in turn is determined by its
underlying rates of savings and investmnt

America's 8 114 billion trade deficit in 1997.
and the prospect of alargerdeficit in 1998, are
not a came for worry. There is no 'emergency"
to justify spending 52 million for a special
commission on the trade defiCaL Our trade
deficit reflects the benign fact that America
remains an attractive haven for international
investors. The trade deficit allows Amencan
to maintain a Level of investment in our future
produsctivity that would be impossible if we
wer required to rely solely on our current level
of domestic savings.

None of the common concerns about the
trade deficit holds up to empirical scrutiny.
Trade deficits cannot be blamed for unemplov-
ment or slowr growth, nor are they a sign of
unfair trade practices abroad or declining
industrial cumpetitivenesa at home. Trade
deficits may even signify growing consumer
demand and expanding investment oppomauna-
ties.

Ws
t hat matters to a nations economic health



s not the difarnce between atporta and
imports but the degree to which its citizens ame
free to trade aid invest across international.
borders. When citizens ame allowed to buy and
sell goods, rnaoe, arid investment "sets freely
in the international marketplaceia nation's pro-
dutive resources will ten to flow to the best
and highest use, racing the nations overall
standard of iving.

In the final analysis, nations do not trade
with each other, people dc Every interrution-
sIltransaction that Americans engage in will, by
definition, leav both parties to the tranisactioni
believing they are better off than before-oth-
erwise the transaction would not occur. By this
measure, the "balance of trade' is alwAya posi-
tive, benefiting the nation as a whole.
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(Submitted by Senator Dorgan]

EMERGENCY TRADE DEFICIT REVIEW COMMISSION

Mr. Chairman. For two decades, the twin deficits of trade
and budget have plagued this nation. Finally, we have achieved
some measure of success in bringing our unified federal budget
under control. Yet, the economic future of our nation continues
to be jeopardized by a serious trade deficit problem that has
reached record proportions. Each month, new records are being
set. While we congratulate ourselves for finally achieving a
balanced unified budget, the trade deficit has been receiving
very little attention by public policy makers.

our nation's trade deficit is a deficit that this country
must address. As Lester Thurow has stated, "if there is one
thing we know about international trade, it is that no country,
not even one as big as the United States, can run a trade deficit,
forever.* While we-have made real progress on the budget
deficit, few recognize that the trade deficit represents an
equally serious underlying economic problem in our country.

For each of the past five years, we have reduced the unified
federal budget deficit to zero and is headed toward a surplus.
At the same time, our merchandise trade deficit has been a record
four years in a row. In 1997 the merchandise trade deficit
reached the highest level in American history at $199 billion.
During the first three months of this year, the trade deficit has
set several new records: January, February and March were a
record merchandise trade deficit for one quarter; two of the
three months were record merchandise trade deficits; the goods
and services deficit was a record for one quarter; and experts
are forecasting that the current account deficit will also be a
record for the quarter.

We need to solve these deficit problems, because together
and individually they are threatening the economic security of
Americans. Today the trade deficit is huge and growing, whether
we choose to consider the merchandise deficit, the goods and
services deficit, or the current account deficit. It is time for
action.



I have made a number of attempts, with the assistance of
others, to address this crucial problem legislatively. The
amendment establishing an "Emergency Trade Deficit Review
Commission," which is part of the legislative branch
appropriations bill, will establish a commission to study the
causes and consequences of our trade deficits and help us develop
a competitive trade policy for the 21st century, which will not'
only increase production and manufacturing in our country, but
also job opportunities and wages.

Just as balancing the budget has come to represent the need
to take a more disciplined approach to deciding our national
fiscal priorities, our goal in ending the trade deficit must be
to develop a more disciplined approach in deciding and carrying
out our nation's trade policies.

Our trade deficit is symptomatic of larger economic
conditions and questions that must be addressed. My purpose in
this legislation is not simply to get rid of the red figures at
the bottom of our trade ledger. Instead, it is to help develop
the national economic and trade strategies which will rebuild the
American economy and make America the unquestioned leader in the
global economy.

GROWTH OF TRADE DEFICIT

Many economists predicted that our trade deficit would
disappear as we reduced our nation's budget deficit. That is not
what is happening. Instead, as we have begun to gain control of
our fiscal deficit, our trade deficit has continued to grow.

Last year, the United States experienced its twenty-second
consecutive annual merchandise trade deficit. During these past
two decades we have piled up a total merchandise trade deficit of
$2 trillion.

The trend line in the growth of this deficit should be of
great concern to the American people. Not only have we had four
record-breaking trade deficits in a row, the economic forecasts
indicate that the merchandise trade deficit will continue on its
present path. In fact, at our present pace, it can be expected
to double during the first decade of the new century.



THE CONSEQUENCES OF THE TRADE DEFICIT

As a result of our trade and budget deficits over the past
two decades, the United States has shifted from being the world's
largest creditor nation to the world's largest debtor nation. Our
country has gone from a net creditor position of more than $250
billion in the early 1980s to a net debtor position of over
three-quarters of a trillion dollars by the mid-1990s. The
positive net interhational asset position that we had built up
over the past 100 years was eliminated in a short six-year period
during the 1980s.

The current account'deficit indicates that there is a net
outflow of dollars from the United States, dollars which must be
replaced through foreign borrowing.

The most basic economic text teaches us that our Gross
National Product is comprised of consumption, plus investment,
plus government, plus =~ exports. Our negative net export
position reduces our gross national product.

Thus, our trade deficit retards the growth of our nation's
gross national product, increases the cost of servicing a higher
net foreign debt, makes the United States more dependent on
international financial considerations, and erodes our economic
base.

IMPORTANCE OF TRADE DEFICIT

The persistence and growth of our trade deficit is not just
a concern of academics and ivory tower economists. It is a
question of fair trade and fair competition. It is *an issue of
American jobs and the purchasing power of American wage earners.
It is a matter of what opportunities we will have for our future.

Today the bulk of the products that we import are not labor-
intensive goods. Instead our merchandise trade deficit consists
primarily of high-value manufactured items. Autos, office
equipment, electronic goods, and telecommunications equipment
make up three-fourths of those imports.

imports of manufactured goods have increased from 11 percent
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of the total U.S. manufacturing gross product to more than 50
percent. This means that rather than expanding our own
manufacturing base in this country, we are importing more of our
manufactured goods from abroad. it means that we are shipping
jobs and new plants overseas.

Neither the American consumer nor the American economy is
making any long-term gains by the continuing trade deficit.
Instead, it represents an erosion of both our sovereignty and our
economy.

CAUSES OF TRADE DEFICITS

Our merchandise trade deficit is a result of a series of
trade imbalances with a handful of countries. Six countries
comprise 92 percent of the U.S. merchandise trade deficit. These
include Japan, China, Canada, Mexico, Germany, and Taiwan. Over
one-half this trade deficit is with only two countries: Japan and
China.

Our trade relationships are most accurately described as
unilateral free trade. As a nation we have opened our borders
wide open to almost anything and everything that can be produced
anywhere. Unfortunately we pay little attention to the
conditions under which these goods have been produced or if the
competition is fair.

While the United States has one of the most open borders and
open economies in the world, this nation faces significant
barriers in shipping American goods abroad. As a result, these
negative trade balances do not reflect the actual competitiveness
or the productivity of the American economy. Yet, there is no
question that we are one of the most competitive economies in the
world.

Instead, most of our bilateral trade deficits effectively
illustrate the barriers that continue to exist despite hundreds
of new trade agreements in recent years. To a very large measure
the trade deficit is structural in nature. As documented
annually in the reports of the office of the U.S. Trade
Representative, reciprocal market access remains an elusive goal.



M DING THE TRADE DEFICIT

As a nation we need to bring the same attention and the same
commitment to working on the trade deficit that we have given to
reducing- our budget deficit.

it has been a quarter of a century since the last
comprehensive review of national trade and investment policies
was conducted by a presidential commission. Since that time we
have witnessed massive worldwide economic and political changes.
These changes have profoundly affected world trading
relationships.

The cold war has ended. It is no longer necessary or even
prudent for U.S. trade policy to take a back seat to our foreign
policy objectives.

Regional trade relationships including the European Union
and the North American Free Trade Agreement are redefining
political, economic, and trading geography. The Uruguay Round of
negotiations under the General Agreement on Tariffs and Trade has
resulted in the creation of the World Trade Organization.

Globalization is part and parcel of the increased mobility
of capital and technology that is reshaping comparative and
competitive advantages among the nations of the world. It is
part of the growth of multinational corporations. It is also
part of the trend of outsourcing production across national
boundaries.

Unilateral free trade no longer serves the interests of the
American people, if it ever did. We need fair rules and
reciprocal market access if our competitive economy is to thrive
within a global system. I am not calling for trade restrictions.
Rather I am calling for expanded trade, but with rules that are
fair.

EMERGENCY COMMISSION

The United States is once again at a critical juncture in
trade policy development. The persistence and growth of the
trade deficit must be reversed, We must identify the causes and
consequences of our trade deficit.
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Rather than allowing our trade defici 't to double during the
next decade, we need to develop a comprehensive trade policy for
the twenty-first century. That is why I introduced a bill with
Senator Byrd to establish an Emergency Commission to End the
Trade Deficit, and why we added an amendment to the Legislative
Appropriations Bill to accomplish the same goal.

The purpose of the commission is to study the causes and
consequences of the United States merchandise and current account
deficits and to make recommendation for trade policy for the
twenty-first century.

The bill directs the Commission to develop the necessary
strategies to achieve a trade balance that fully reflects the
competitiveness and productivity of the U.S. economy while
improving the standard of living for the people of this country.

The Commission would look at five !)road areas:

1. - The manner in which the government of the United States
establishes and administers the nation's fundamental trade
policies and objectives.

2. - The causes and 'consequences of the persistence and
growth of the overall trade deficit, as well as our bilateral
trade deficits.

3. - The relationship of U.S. trade deficits to the
competitive and comparative advantages within the global economy.

4. - The relatio 'nship between investment flows, both into
and out of the United States,' and the trade deficit.

This Commission would consist of a blue-ribbon panel of
leaders from a broad spectrum of the economic life of our nation.
The members would be appointed by the leadership of Congress.
They would be given the responsibility to study the situation,
gather necessary data, conduct at least five public hearings, and
evaluate strategies to end the trade deficit and make America
more competitive in the global marketplace.

I



The Commission would be required to present its final report
not later than eighteen months following the enactment of this
bill. The final report would outline its findings and
conclusions, and provide a detailed plan for reducing our
nation's trade deficits together with recommendations on
administrative and legislative actions that may be required to
achieve that goal.

The Commission's report would be submitted to the President
and the Congress for review, consideration, and implementation.
To facilitate the Commission's report through Congress, this bill
would have the House Ways and Means Committee and the Senate
Finance Committee conduct hearings on the report within six
months after it is submitted to Congress.

TIME FOR CHANGE

Today it is apparent that we do not have a consensus about
where we should go with our national trade policies. We are not
even sure whether we have the necessary tools to effectively
achieve our trade goals.

Most important, we do not have a good set of alternatives
and strategies to place before the American people so that they'
can effectively participate in making the decisions that are
shaping their future.

It is time to develop a new trade strategy for the twenty-
first century. We can get started on this path by making our
first goal to end the trade deficit. once we have set that goal,
then we need the strategies to get 'there. That is why I believe
it is time for such a commission.

The amendment establishing the Trade Deficit Review
Commission has passed the Senate once, as part of the
Supplemental Appropriations bill. The conference committee
declined to include the amendment, but stated its preference that
the amendment be included in the appropriations for fiscal 1999.
By attaching the amendment to the legislative branch
appropriations bill, we have complied with the directive of the
conference committee.

I would appreciate the support of the members of this
committee i.n the effort to explore the reasons for our trade
deficits and to find solutions to a critical national problem.

Thank you.
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Mr. Chairman, I welcome the distinguished panels of economists along with our
colleague, Senator Dorgan, and Secretary Rubin. Their insights on the causes and
consequences of the trade deficit is critical to the manyr trade-related decisions that
will face this Conres during the balance of this session and, I suspect, even more
so in the new 106th Congress.

I am of the school that believes the trade deficit gets a bad rap. The deficit's
causes and effects are badly mnisconceived for the most part. Let me ox plain.

The trade balance-which is to say the existence of a surplus or deficit-is caused
more by macroeconomic rather than microeconomic problems, such as denied access
to foreign markets and related trade barriers.

The exchange rate for the dollar against other currencies is a case in point. The
rate reflects the global demand for dollars, much of which is made by those who
seek to use our dollars as instruments for trade-related purchases. The impact on
the value of the dollar should not be misunderstood in this sense; it has a vast effect
on the supply and value of the currency that we use domestically every day in our
financial activities, obviously, as demand drives uip the value of the dollar, it raises
the cost of our exports, which in turn adversely affects the trade balance.

Managing this deficit, incidentally, has led to what we now increasingly refer to
as the problem of "twin deficits," the budget and trade deficits, which are both fi-
nanced extensively through foreign sources, and which depress the national saving
rate while simultaneously increasing capital outflows in the form of interest pay-
ments. All of this contributes to trade deficits.

We acknowledge that we are a consumer economy, and more income will lead to
more consumption, including increased purchases of foreign goods and services.

In fewer words still: the current trade deficit is the aggrgate outcome of the deci-
sions made by individuals, households, businesses, and even governments within
the framework of a relatively strong economy. In the current global framework, this
deficit trend is accentuated by the contrasting deterioration of other economies in
Asia and Latin America, as well as in parts of Europe.

Now some would say that a different monetary and fiscal policy mix could reduce
the trade deficit. I would argue that this change carries many potential pitfalls. For
example, a conscious decision to obstruct consumer imports could have important
consequences for our economy. Domestic supply of substitute goods could be stressed
to the point that price inflation could occur, which in turn leads to higher interest
rates. Imagine the impact on the stock market, auto sales, home starts, and the doz-
ens of other benefits of prosperity that we are now enjoying-not to mention the
threat to ever increasing investments by retirement plans in the U.S. equity mar-
kets.

Still other adversities would occur from tinkering with the open trade doctrine
thiat we now employ. For example, import reductions could lead to increased employ-
ment in inefficient business sectors at the expense of high-growth or efficient busi-
ness enterprises. This "crowding-out" effect occurs when th market demands in-
creased supply of goods formerly provided in large part from imports, such as tele-
vision sets.

But we must deal with the impact of trade deficits on jobs. I would suggest the
same misconceptions apply here, too. To be sure, there are job losses as well as em-
plo rent gains that derive fr-om trade activity. Lower skilled and, contrary to some
bliefs, even higher skilled jobs do migrate overseas. The big draw is o n labor

costs, but it is also lower environmental standards, proximity to foreign markets,
circumventing high tariff walls, and available foreign investment, among many
other attractions. For this reason, we have robust trar adjustment assistance pro-
grams in place to facilitate workers, transitions into other jobs.

The important point here is that job losses occur more because of market demand,
both foreign and domestic, than because of the trade deficit per se. Accordingly, few
jobs survive for very lON simply because foreign competition is kept out of the do-
mestic market. In fact, the opposite effect sets in: countries which have relatively
closed markets rarely progress at the same rate as open market countries. Closed
markets can shut out modern technology and innovativeness.

And if you still doubt this effect, allow me to point to the current state of the Jap-
anese economy: a country with relatively closed markets and a very understated
consumer potential. In denying Japanese consumers the benefits of competitive for-
eign goods and services, the Japanese Government created an excessively export-de-
pendent economy which artificially placed continuing upward pressure on domestic

~ces. When competition with Japanese goods in forein markets cut profits, the
nkn yse' aiiyto support export industries f' terdToateJane

yen is at all-time lows against the dollar. This suggests an opportunity to refuel ex-
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prswhile reforming the domestic economy through tax cuts, which would stimu-
late consumption of domestic and imported goods. The effect would also rehabilitate
the Nikkei which is recording disastrously lo stock prices sappin away the house-
hold wealth which the typical Japanese family has long committed to equity invest-
mnents. Again, the Japanese economy enjoys a very substantial trade surplus, not
deficit with the United States.

Mr. Chairman, I know that other arguments will be made on both sides of the
issue by our distinguished panelists, and I am eager to hear them. But, I believe
that the real strength of U.S. trade policy remains its openness, not some arbitrary
balance of trade. Open trade breeds growth, innovativeness, higher paying jobs, pro-
ductivity lower unemployment, and many other domestic efficiencies that lead to
U.S. leacirship in world markets. That should be the ultimate goal of our national
trade strategy.
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The East Asian crisis will have a significant impact on the US trade balance. According

to projections by the OECD, for example, over the next two years, the most inclusive measure of

the trade deficit, the balance on current account (which includes trade in goods, services, net

factor incomes and unilateral transfers) will grow by about $100 billion dollars generating a trade

deficit in excess of $300 billion. These projections have been greeted with alarm because in

1997 the US current account deficit of $166 billion in 1997 was already close to record levels.

Deficits of this size will increase the difficulties faced by the Administration in obtaining Fast-

Track Authority to negotiate fur-ther trade liberalization and protectionist pressures in the US

could mount.

But the instinctive diagnosis that trade deficits of this magnitude must be a problem is

not necessarily correct Efforts to suppress the deficit by erecting new barriers to the US market

could be disastrous because both the world and the US could be much better off if the deficit is

allowed to grow.

The key to this conclusion is understanding the central role which the US trade deficit

must play in stabilizing the world economy. Currently, a major challenge for the East Asian
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countries is restoring international creditworthiness. Whatever the reasons for their problems,

the questions raised about all these countries' financial systems will slow their ability to borrow

in the immediate future. In response to the crisis, trade balances in these countries have shifted

towards surplus. As their currencies have plunged, and their growth rates fallen, imports have

plummeted. Over time, the depressed real exchange rates will also stimulate their exports.

According to the OECD, by 1999 the current account of the affected countries will increase by

$70 billion.

The counterpart to this adjustment process must be lager current account deficits (or

smaller surpluses) elsewhere. If the Asians draw less on thle global Pool of savings, other

counties should draw more to prevent a global downward spiral in demand. An important part

of the adjustment will have to take place in the United States, in part because Asian currencies

have all declined against the dollar and in part because growth in the US remains robust.

Without such adjustments, the world economy could slip into a recession with particularly

devastating implications for employment in the United States.

Even acknowledging these global responsibilities, many Americans complain that the US

is being called on to do more tha its fair share. Why should America be the global buyer (and

borrower) of last resort? Americans point fingers particularly at Japan and to a lesser extent at

Europe, which despite their greater lending to Asia, are projected to play much smaller roles as

counterparts to the East Asian shift towards surplus. Implicit in this view, however, is the idea

that trade deficits are necessarily bad, a view that is so ingrained in our language that a

movement towards larger trade deficits is commonly described as a "deterioration" while a

movement towards surplus as an "improvement."

More specifically, trade deficits are viewed as bad for two major reasons: the first is

that they allegedly cost jobs. In 1996, each $I billion value-added in US manufacturing was

associated with 14,000 jobs. It is quite common for people to extrapolate using such numbers,

that an additional trade deficit of $100 billion must entail the loss of 1.4 million jobs. The

second concern is that trade deficits lead to prester international liabilities. Since the US is

already the world's largest net debtor country, additional borrowing is allegedly imprudent

because the obligations will either have to be serviced or repaid.
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But these concerns could be wrong. To see this it is necessary to remember that there are

three equivalent definitions of the current account. The most common and obvious definition is

that the current account is equal to the difference between exports of goods, services and gifts to

foreigners and imports of goods, services and gifts from foreigners. If the US has a deficit, it will

be buying more from foreigners than they buy from it. But according to the second definition,

the current account must also be equal to the difference between national income and-

expenditure. If the US has a current account deficit, its national spending (on both consumption

and investment) exceeds its income and it must either be borrowing from foreigners or selling off

foreign assets. The third definition is that the current account equals the difference between

national saving and investment. If the US has a current account deficit, its domestic investing

exceeds national saving (which is the sum of private saving and the government saving (or

deficits).

Employment. Recognizing that the current account equals the difference between

income and expenditures is useful in thinking about the links between the current account and

employment. A current account deficit will emerge as long as spending exceeds income. But the

same deficit could occur in the/ace of very different spending and investment levels. Those who

believe that trade deficits are necessarily associated with a drop in employment have in mind a

current account deficit in which income (and thus employment) is actually falling faster than

spending. But they ignore the possibility that spending could exceed income and yet both could

be rising. In other words, the current account deficit and employment could both actually be

growing! Trade deficits need not cost jobs.

Borrowing. Recognizing that the current account equals the difference between national

investment and saving is also useful in thinking about the links between the current account

deficit and international indebtedness, Is it good or bad to get into debt? The answer depends on

what you are doing with the money. A current account deficit will emerge as long as investment

exceeds saving. But the same deficit could be associated with very different levels of saving and

invesment. Those who believe that increase international indebtedness reduces incomes in the

future have in mind a current account deficit in which domestic saving falls and the country is
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borrowing to consume. But they ignore the possibility that a deficit could actually raise incomes

in the future if productive domestic investment is boosted by international borrowing.

As Table 1 indicates, these are not simply theoretical niceties. They are illustrated well

by two recent episodes in which the US current account moved from a surplus to deficit of

around S$170 billion. The first was between 198! and 1987, and the second, between 1991 and

1997.

The first issue relates to employment growth. Itis striking that during both the episodes

of growing current account deficits employment actually expanded strongly. The unemployment

rate fell by 1.4 percentage points during this phase of the Reagan years and 1.8 percentage points

during the Clinton years. In both periods employment increased by around 12 million. In both

the 80s and the 90s, as the US economy recovered, spending increased more rapidly than

production. Basically, in both periods, the deficit reflected the strength of US spending, rather

than a fall in US incomes. Americans were buying more, both from US producers and from

producers in other countries. During the Bush years, by contrast when the economy fell into

recession, employmentt increased and the current account deficit shrank. This implies that US

spending fell more rapidly than income. Thus what we have seen is larger deficis asociated

with falling unemployment rates and smaller deficits associated with rising unemployment rates.

The second issue relates to the rise in US international indebtedness. Was the US

borrowing to offset less domestic saving or to finance more domestic investment? Viewed from

this perspective, the deficits of the 80s and the 90s are conspicuously different. In Table 1, 1

report measures of net national saving and net domestic investment as a share of US Net National

Product (NNP). I include the numbers on the trade deficit actually net foreign investment which

is the measure of the current account as defined for national income accounts purposes.

In the 80s, the deficit in Net Foreign Investment clearly reflected a savings bust. The

familiar part of this story is the increase in the US government deficit which grew by one percent

of NNP between 1981 and 1987 - reflecting the federal government deficit which increased from

2.1 to 3.1 percent of NNP. Less familiar perhaps, but even more important quantitatively was

the plunge in the private saving rate by afidl 3 percentage points of N7P. There clearly was no

investment boom. Net domestic investment actually fell by 0.85 percentage points. Under these
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circumstances, the foreign borrowing appears not to have been devoted to investment which will

help raise US incomes in the future but rather to consumption.

In the 90s, the spending patterns driving the deficit have been noticeably different. The

most striking differences are the dramatic increase in net national saving because of the declining

Federal government deficit (by 3.4 percent of GNP) and the increase in net domestic investment

by a similar order or magnitude. This looks more like an investment boom deficit rather than a

savings busst, which may help explain why it has not given rise to as much concern.

Our praise for this recent performance should be tempered by acknowledging that in the

90s - perhaps in response to the dramatic rise in national wealth because of the booming stock

market -- the personal saving rate has continued to fall. We should also note that both net

national saving and net national investment remain much lower shares of income than they

averaged in the 1960s and 1970s and that we know from the size of the so-called statistical

discrepancy that the data contain sizable measurement errors - although they seem to be of

similar sign and magnitude in both episodes. Nonetheless, these data do underscore the central

point that current account deficits are not always reasons for concern. First, as long as income

(and thus production) is growing strongly there need be no rise in the overall unemployment rate

even if spending is growing more rapidly than income. And second, as long as spending falls

heavily on productive investment there need be no concern over the rise in international

indebtedness.

Manufacturing. Briefly, I would like to address two other concerns about the trade

deficit. The first is that it has led to a shrinking of the manufacturing sector of the economy.

This is a view that needs to be qualified, particularly since currently the US economy is at, or

close to, full employment. If we simply shifted our spending away from imports towards

domestic goods, we would create an excess demand for workers in the economy as a whole.

The result could be inflation and if workers moved into manufacturing, a shortage of workers to

provide us with the services and other non-traded goods we currently buy. Given full

employment, in addition to switching spending, therefore, we would have to reduce spending,

either by consuming less (saving more) or investing less. If we invested less, the result would be

fewer jobs in our machinery, equipment and construction sectors. Those who claim that a
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smaller trade deficit would increase manufacturing employment often forget that without

increased domestic saving, a smaller trade deficit would not fully translate into more

manufacturing jobs because investment would have to be reduced. Moreover, even granting that

the entire manufacturing trade deficit could result in an increase in manufacturing output of equal

value, we would see the total share of US employment in manufacturing increase by about seven

percent i.e. from just over fourteen to just over fifteen prcnL This would be a one time gain,

and thereafter, the long rns trends which are reducing manufacturing as a share of total US

employment would continue.

Unfair Trade? I have emphasized the interpretation of trade balances as indicators as

spending patterns. I would also like to stres what aggregate trade balances are not, and that is

evidence of whether trade is fair or not. The level of a nation's trade balance tells us little

about whether its markets are open or closed. Some countries with open markets, for example,

Germany prior to unification, run large trade surpluses. Other countries with very closed

markets, for example, Mexico in the early 1980s, run large trade deficits. Indeed, Japan

actually had much smaller trade surpluses as a share of GNP when it was more closed in the

1950s and 1960s than it does today. Trade balances reflect spending patterns rather than trade

barriers. Japan has a large trade surplus today, for example, because it is spending less than its

income -- in particular, since it is in recession, its investment spending has plummeted. Suppose

Japan increased its domestic spending and eliminated its trade surplus. Would that mean that its

market was more open? The answer is no. Japan could balance its trade simply by consuming

more of its exports at home. Moreover, even if its trade surplus was eliminated through an

increased volume of imports, this could be the result of increased Japanese spending rather than

an increased market share for foreign goods.

Consider the recent US trade balance in this light In 1987 the US had a current account

deficit of 5 168 billion, in 199 1, the current account was virtually in balance. Would we really

want to say that during this period ofjust four short years foreign markets suddenly become

relatively more open? Since our current account has declined since 1991 with virtually all parts

of the world, would we really want to argue there has been a global conspiracy and that the

playing field has now been tilted in the opposite direction? These major shifts with many
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exchange rates rather than trade barriers.

This does not mean, however, that our trade policies should not be directed towards

increasing our access to foreign markets. There is considerable evidence, for example, that

despite its low tariffs and official policies of free trade and investment, foreign entry into Japan

remains extremely difficult. Indeed, Japan is distinguished by its low share of manufactured

imports, low degree of intra-industry trade, low share of sales by foreign firms based in Japan,

and the high level of markups on foreign products which serve as the functional equivalent of

high tariffs. The problems experienced by foreign firms and products relate to the "invisible

barriers n presented by private sector practices such as keiretsu, (Japanese corporate groups)

and public policies such as the weak enforcement of anti-mrust policies. Any agreement with

Japan which deals only with the formal border barriers will not ensure access for foreign frm

and products.

Thiefivulamenwal problem in US Japan relations then,relmtes to access. Simply put, the

US market is relatively easy to enter, the Japanese market is not. And this would be a problem

even if our trade was balanced. More generally, most important goal of US trade policy

should be to increase access for foreign products and investment. It should not be to achieve a

particular level of the trade balance.

Concluding Comments. Achieving open foreign markets rather than balancing trade

should be the goal of trade policy. The level of the current account matters less than the reasons

we have it. The key to ensuring that the current account deficit which is emerging in response to

the Asian crisis is benign, is generating strong investment growth in the US. The lower long

term interest rates and strong stock market we have seen in early 1998 should help stimulate such

a response. As long as the economy can absorb additional resources in a non-inflationary

manner through the current account the Federal Reserve can avoid raising interest rates.

All this does not mean that no Americans will lose jobs to Asian competition. While the

growth in US spending will stimulate demand for workers both at home and abroad, there will

also be some expenditure-switching in which foreign goods are bought and domestic goods are

not. In particular, in some manufacturing sectors of the economy, there could be painiftl
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adjustments. The best help we can give to these workers is the possibility of finding work in

other pauts of an economy in which growthi is robust. As my colleagues and I have described in

our book Globaghobig: Confronft' Fears About OvQ Trd recently published by the

Brookings Institution there is also a need for improved training and adjustment assistance.

But the bottom line is this: If domestic savings are insufficient to fund profitable

investment opportunities in the US, we are better off borrowing from abroad and running a

deficit than avoiding the deficit and losing the opportunity to improve our well-being. If the

prospects for investment in the US are (temporarily) better than those in Asia, a larger US current

account deficit may not only be necessary to maintain global incomes but also a desirable

allocation of global resources.

Over the long run, of course, US incomes would be even higher if we save the money

ourselves, rather than borrowing it from foreigners. The best way to reduce our current account

is not to cut down on investment but to raise our national saving. In view of the difficulty, of

designing effective policies to stimulate private saving, it might be desirable for the federal

government to run budget surpluses in the year to come.

86477 00- 4
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TREASURY SECRETARY ROBERT E. RUBIN
SENATE FINANCE COMMITTEE

Mr. Chairman, members of this Committee, I think that your hearing today

on the trade deficit provides all of us a most useful opportunity to discuss many

Issues of great public Importance.

To begin, I would like to place the Issue of the trade deficit In the broader

macroeconomic context. The United Stites has the strongest economy among

the major Industrialized countries In the world today. Unemployment Is 4.3

percent and It has boon under 6 percent for nearly four years. The economy has

generated 16 million new jobs over the last five years, Inflation has remained low

and real wages are rising.

RR-2510
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At the same time, we have an expanding trade deficit. The current account

deficit - the broadest measure of the trade balance - Is rising, but It Is worth

noting that, relative to the overall size of the economy the present deficit Is

considerably smaller than the deficits of the mid-I 980.. We estimate It equaled

around 2.5 percent of GDP In the first quarter, compared to 3.5 percent of GDP In

the mid-1980s. Private forecasters estimate that It will be between 2.5 and 3

percent of GDP In 1999.

The reasons behind the rising trade deficit are many, and Chairman Yellen

will discuss how the savings rate affects the deficit, but the most Important Is

that the U.S. economy Is considerably stronger than the economies of almost all

of our significant partners. The driving force behind the U.S. economy's current

strength has been domestic demand, while, even though exports have been

performing well, foreign demand for our exports has been notably weak. This

has been particularly true In Asia, which has accounted for one-third of our total

exports. First quarter data Indicate that U.S. exports to the countries most

affected by recent Instability In Asia - Thailand, Malaysia, Indonesia, the

PhMliippines, Singapore, and Korea - are currently on pace to fall between $17

billion and $21 billion (annualized) since the crisis began, depending on how one

does the seasonal adjustment, and the decline could be larger If further

contraction occurs. If you Include Japan, the figure Is between $23 and $29

billion.
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That takes us to the Industrialized nations, most of whose economies have

also been relatively weak compared to ours. Most troubling, the Japanese

economy still fails to show signs of recovery, and Japan's economic difficulties

and weak currency are having substantial adverse Impact on the East Asian

countries. Obviously, the worse these conditions In Japan, the greater that

adverse Impact on the region. We, the IMF, the OECD, and the G-7 - In our case

for well over a year - have strongly urged the Japanese government to undertake

the necessary steps to stimulate domestic demand-led growth, Including fiscal

stimulus, an effective program to address the problems of the banking sector,

and deregulation and market opening. In this regard, we have In the past several

months said on many occasions that we share the Japanese government's

growing concern about the weakness of the yen, because of Its Implications for

economic recovery In Asia and Japan's growing external surplus. In turn, the

weakness of the yen reflects the economic conditions In Japan, and can only be

remedied by restoring economic strength In Japan.

In short, Mr. Chairman, the recent rise In our trade deficit, and the trade

deficits of the last few years, reflect the strength, not the weakness of the U.S.

economy. Even with the rise In the trade deficit, we estimate the most likely

scenario for the U.S. economy for the period ahead Is sustained growth, low

Inflation, and low unemployment.



Let me now begin a discussion of the Impact of the -trade deficit on our

economy. One thing that Is clear Is that the trade deficit has not undermined our

strong economic performance. Having said that, let me focus on two dynamics

regarding the trade deficit. On the one hand, It means we are attracting foreign

Investment, which does create claims from abroad that, at some point, have to be

repaid. On the other hand, If we use that Investment In areas that promote higher

productivity In the long term, It will result In higher growth, and, on balance,

Increase, not drain, future Income, assuming the return to the economy on the

Investment exceeds the foreign obligations. Currently, the United States Is

experiencing record levels of business Investment, and thus, the probability Is

strong that higher productivity gains and growth wiil occur In the United States.

It Is also Important to note that Increased trade deficits and Increased claims

against our country, even If the capital Inflows on balance promote long term

growth, do create greater vulnerabilities to changes In global financial markets'

views toward Investment In the United States and they give rise to greater

sectoral dislocations In our economy. All of this underscores the Importance of

having strong economic policies at home.

Mr. Chairman, trade contributes Importantly to the economic health of this

country. Millions of Americans owe their jobs directly or Indirectly to trade, and

ali of us benefit through the lower prlcf is and greater choice that Internationai

competition fosters. Our economic well-being truly Is Inextricably linked to the



re!st of the wo-rld.

Moreover, trade with developing countries, which absorb 43 percent of our

exports, Is Increasingly Important to the United States. Trade deficits with low

wage countries, such as most developing countries, are often seen by

Americans as evidence that the United States cannot compete with low wage

nations. While low wage countries are able to produce a range of low-wage, low-

skili items at lower cost than U.S. firms - to the benefit of U.S. consumers - this

Is not true across the board because the productivity of American workers allows

them to compete, even given their higher wages. Moreover, the developing

countries buy American goods such as airplanes, construction equipment,

entertainment products, and hi-tech goods produced by high-wage, high-skill

American jobs. Indeed, studies have shown that over the last several years, six

out of ten of the jobs created have been high-wage jobs. As a highly productive

and competitive economy, the United States can - and does - export to low wage

countries, and Increasing trade with these countries benefits our economy.

To put the same thing In conceptual perspective, trade Is not a zero sum

game. A nation does not "win" by exporting, and "lose" by Importing. If a nation

produces Its relatively most competitive goods and services and then exchanges

with other nations to obtain the relatively less competitive goods and services,

the nation will be better off than It would be without trade.



In the natural course of trade, some Industries will be buffeted by foreign

competition. That means there will be dislocations for some, although I think It Is

worth observing that technology contributes far more to dislocations than trade.

Thus, while trade benefits most, there Is a risk to some. The answer to these

problems Is not to try to halt the Inevitable tide of technology or globalization that

has benefited so many. Instead, the answer Is to equip all of our people to

compete In the global economy, very much Including those outside the economic

mainstream In Inner cities and distressed rural areas, through education and

training; to help the dislocated re-enter the economic quickly and successfully

through adjustment programs such as the North American Development Bank;

and to have an appropriate social safety net where needed. Having said that, we

all need to continue to focus on how best to help those who are hurt by the

dynamic changes In our economy Including trade and technology that greatly

benefits the whole.

A forward-looking International economic policy to derive the full potential

from trade and to best promote our exports of goods and services Includes three

components: First, continuing an aggressive effort to open markets and liberalize

trade, as this Administration has done through Nafta, the WTO agreement, scores

of other trade agreements and through strong enforcement of our trade laws. We

estimate that U.S. exports have accounted for one-third of our nation's real

growth during the recent economic expansion. The President has made clear he
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Is committed to working with Congress to secure fast track negotiating authority

so that we can pursue a trade policy that creates jobs and promotes higher

standards of living and that, as the President said recently, wili "harmonize our

goais of Increasing trade and Improving the environment and working

conditions."

Second, Is promoting growth and reform In developing countries. By

helping them continue on the path of reform, we help to buiid markets that

already have been buying 40 percent of our exports.

Third, Is to address financial Instability, both when It occurs, and In the

iong term, by developing an architecture of the Internationai financial system that

Is as modem as the market

The IMF Is critical both to promoting growth In developing countries and

addressing financial Instability. Those who are most concerned about the trade

deficit ought to be among the strongest advocates of IMF funding. As Its core

mission, the IMF works to promote or reestablish financial stability and economic

growth, helping to create the conditions where other countries have the

economic strength to buy our goods, as well as solid currencies that do not

provide undue competitive pressure for our goods and services In countries

around the world. The IMF Is especially critical to our economic well-being In



countries experiencing severe financial Instability and economic difficulty, both

by helping those countries and by preventing contagion to other developing

nations. Moreover, IMF programs, Including the recent Asia reform programs,

have long Included significant trade liberalization measures which have the effect

of opening foreign markets to U.S. goods and services.

Yet as a result of the recent situation In Asia, the IMFs normal financial

resources are approaching a historically low level, and the IMF does not have

sufficient funds to deal with a truly major crisis, for Instance If the Asian crisis

were to worsen or If a new crisis were to develop. The probability of such events

occurring Is low, but If they occurred, the effect on our economy would be severe

and we should not take the risk that such events could start to unfold and the IMF

not have the capacity to try to cope effectively.

Mr. Chairman, with the help of your leadership, the Senate approved

funding for the IMF by a vote of 84 to 16. We urge the House to follow suit as

quickly as possible. The full IMF funding Is needed now, to protect our economic

and national security Interests.

The key to prospering In the global economy is to maximize our

productivity and competitiveness. That requires fiscal re3ponsibility to keep

Interests rate down and maximize savings for Investment, and Investing In our



people through education, training and other areas critical to future productivity.

if we put all of these pieces together - fuliy funding the IMF to promote financial

stability, continuing to open markets to U.S. goods and services, promoting

growth and reform In developing countries, and maintaining our strategy of fiscal

discipline and Investment In people - all of which constitutes the basic economic

strategy for the past five and a half years - we have a recipe for economic

growth, and for containing the trade deficit to a sustainable level over time.

Thank you very much.

-30-%
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Mr. Chairman and members of the Committee, thank you for the
opportunity to testif ' here this morning. Make no mistake about it, the trade
deficit is a problem. It is destroying jobs, depressing wages, hurting our
competitiveness and contributing to the stagnation of real incomes that has
plagued our economy for the past two decades. The trade deficit results from the
use of the U.S. as a "market of last resort" for exports from around the world, and
from several macroeconomic problems. Both kinds of problems can and should be
addressed with new trade and international policies.

Many attempts have been made to create economic excuses for the trade
deficit. A frequently heard claim is that trade deficits do not matter, while others
argue that "the trade balance is generally determined by macroeconomic factors."'
Both views suggest that trade deficits will be largely unresponsive to trade
policies, and may be safely ignored, as long as the nation is following sound
macroeconomic policies.

These laissez-faire views are both wrong, and dangerous to the health of our
economy. One major source of confusion is the use of simple correlations, or
economic identities, in the place of meaningful economic analysis of the causes of
our trade problems. The most recent Economic Report of the President makes this
mistake in several places, as shown below. The Report emphasizes the accounting
relationship between savings and investment without sufficiently examining the
cause of changes in these variables. [mprovements in our trade balance, through
increased exports, can increase income and hence raise national savings, thereby
reducing our reliance on imported capital while creating better jobs in the
economy at the same time. [f, on the other hand, we ignore the trade deficit, our
incomes will continue to stagnate and the risks of an economic collapse will grow
in the future.

Consequences of Trade Deficits

Trade deficits have harmed the domestic economy in at least three-direct
ways. First, the steady growth in our trade deficits over the past two decades has
eliminated millions of U.S. manufacturing jobs. Between 1979 and 1994, trade

'Council of Economic Advisors. 1998. Economic Report of the President. Washington,
D.C.: U.S. Oovernznert Printing Office. Febnruary. p. 246.

--
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eliminated 2.4 million jobs in the U.S. 2 Growing trade deficits were responsible
for most of these job losses, which were concentrated in manufacturing, because
most trade involves the sale of manufactured goods. NAFTA added to the flow of
jobs out of the U.S. by encouraging firms to move production to Mexico and
Canada. Our trade deficit with both countries increased from $16 billion in 1993
to $48 billion in 1996 (in constant 1987 dollars). The U.S. lost 395,000 jobs as a
result of the NAFTA defic its.3

The Asia financial crises are expected to increase the trade deficit by $ 100
billion, or more over the next two years. Deficits are already growing with Korea,
and with Japan. The Japanese economy is contracting sharply as a result of the
crisis, and U.S. exports to both countries have fallen sharply. The expected
increase in the U.S. trade deficit could eliminate an additional one million jobs in
the U.S. over the next 18 months, if the Fed does not act quickly to lower interest
rates and keep unemployment here from rising 4 Even if the Fed does lower
interest rates enough to keep unemployment constant, 600,000 jobs will shift from
the high-wage manufacturing to lower-paying service sector.

Second, trade deficits have also had a depressing effect on wages, in several
ways. The jobs lost through trade do not raise the unemployment rate, in the long-
run. Macroeconomic policies such as interest rates and governments spending have
much greater influence on the total level of employment and output than does
trade. But trade does effect the composition of employment. Workers not
employed in manufacturing find jobs elsewhere in the long run, usually in service
industries where wages are much lower.

The growth in imports, especially from low wage countries, also puts
downward pressure on the wages of U.S. workers. If the prices of these products

2Scott, Robert E.,Thkea Lee and John Schmitt. 1997. "Trading Away Good Jobs: An
Examination of Employment and Wages in the U.S., 1979-94,* Btiefing paper. Washington,
D.C.: Economnic Policy Institute. October.

'Scott Robert E. and Jesse Rothstein. T NAFTA and the States: Job Destruction is
Widespread,' Issue Brief. Washington, D.C.: Economic Policy Institute. September.

4Scott, Robert E. and Jesse Rothstein. 1998. American Jobs and the Asian Crisis.
Washington, D.C. Economic Policy Institute. Issues Brief. January.



fall, then this puts downward pressure on prices in the U.S. Domestic firms are
then forced to cut wages or otherwise reduce their own labor costs in response.'

For the past two decades, our living standards have stagnated, and the level
of income inequality in our society has increased dramatically. As a result, the real
wages of production and supervisory workers have declined steadily since 1979,
as shown in Figure 1.

Many economists who are proponents of free trade have now concluded that
trade is responsible for 20 to 25 percent of the increase in income inequality over
the past two decades.6 Our own research suggests that trade is responsible for 15%
to 25% of the increase in income inequality which occurred between 1979 and
1994.~ However, existing research can only explain about half of the change in
income inequality. Therefore, trade is responsible for about 40% of the
explainable share of increased income inequality.

There are several other ways in which trade and trade deficits depress wages
that are not included in the preceding estimates. One of the most important is
through foreign direct investment. When U.S. firms move plants to low wage
countries, as they have done at an increasing rate in recent years, they clearly
eliminate good jobs and increase the trade deficit. These moves also have a
chilling affect on the labor market. The mere threat of plant closure is often
enough to extract wage cuts from workers. This tactic has also been used with
increasing frequency in the 1 990s and is effective even when plants don't move.

The third problem with trade deficits is their corrosive effect on our long-
term trade competitiveness. When the U.S. dollar and our trade deficit soared in

'Note that the Economic Report of the President (op ci, 243) mentions this problem, but
claims that the "prices of such imports actually rose." This statement appears to reflect a flawed
1994 study that has since been repudiated. See John Schmitt and Lawrence Mishel. 1996. "Did
International Trade Lower Less-Skilled Wages During the 1980s? Standard Trade Theory and
Evidence." Washington, D.C.: Economic Policy Institute. Technical Paper No. 213.. July.

'See. for example, Tyson, Laura. 1997. "Inequality Amid Prosperity," The Washington
Post. July 9.

7Mishel, Lawrence, Jared Bernstein and John Schmitt. 1997. The State of Working
America 1996-97. Arnmonk, NY: M.E. Sharpe. p. 20.
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the early 1980s, many domestic firms and industries in sectors such as steel and
semiconductors were decimated. Once closed, many plants in such industries
failed to re-open, even after the dollar depreciated later in the 1980s.

Dr. Peter Morici, in an important new study for the Economic Strategy
[nstitute, has identified another major reason why- deficits have such corrosive,
permanent effects on our competitiveness. Morici found that eliminating the U.S.
trade deficit would increase U.S. spending on R&D by an estimated 3 per cent.
This would in turn increase productivity growth by about "0.5 to 0.6 percentage
points per year."' This single shift, alone, would have a massive impact on U.S.
living standards, by allowing firms to raise wages for all workers.

To summarize, trade deficits have eliminated millions of high-wage U.S.
manufacturing jobs. They have also put downward pressure on the wages of
production workers, not only by eliminating good jobs, but also by pushing down
the prices of domestic products and by decreasing labor's bargaining power with
multinational firms. Finally, trade deficits have reduced investment in research
and development, thereby undermining productivity growth and contributing to
the stagnation of incomes which has plagued our economy since the 1970s.

There is also another way in which trade deficits could destabilize our
domestic economy at some point in the future, causing an economic collapse even
deeper than the downturns that have resulted from the Asian financial crisis. Over
the past two decades the U.S. has accumulated over $2 trillion in trade deficits.
We have used foreign capital inflows to finance these deficits. As a result, we
have now become the world's largest debtor nation. In a forthcoming report from
the Center for Economic Policy Analysis at the New School for Social Research,
Dr. Robert Blecker of EPI predicts that the net indebtedness of the U.S. will
exceed $2.1 trillion within four years. 9

Our trade deficit and foreign debt have yet to reach critical levels.

IMorici, Peter. 1997. "The Trade Deficit: Where Does it Come From and What Does it
Do?" Washington, D.C.: The Economic Strategy Institute. October. P. 20.

'See also: Blecker, Robert A. 1998. "International Capital Mobility, Macroeconomic
Imbalances, and the Risk of Global Contraction." Washington. D.C.: Economic Policy Institute.
Technical Paper.
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However, the U.S. current account deficit is expected to increase by $ 100 billion,
or more, as a result of the Asian crisis, within the next two years. If the crisis
deepens, perhaps triggered by further devaluations by China or Japan, then the
current account deficit could reach $350 billion or more.

At $350, the deficit will come perilously close to five percent of GDP, a
widely accepted trigger point for currency instability. A deficit of this size could
trigger concern among foreign investors about our ability to borrow sufficient
funds to finance this level of spending. A sharp outflow of short-term capital
would result, causing the dollar to collapse, at a minimum. Short-term interest
rates could also increase dramatically, as they have throughout Asia, pushing the
economy into a deep recession, or worse.

As long as foreigners are willing to hold an ever increasing supply of
dollars, then we can avoid this "hard landing" scenario. However, structural
changes in the not-to-distant future (such as the successful creation of the Euro)
could weaken dollar demand and lead to a crisis, if our trade problems persist and
deepen in the future.

Persistent trade (current account) deficits are a fundamental risk factor in
this potential shock to our economy. Lester Thurow has referred to the U.S.
deficits as the key "fault line" in the international economy.' 0 In his view, the
Asian financial crises are only a mild precursor to the devastation that will result if
the U.S. deficits are reduced through a financial crisis. In the long-run, the only
way to avoid such a collapse is to reduce the trade deficit, to at least sustainable
levels, through some other means, such as more effective trade policies.

The Causes of Structural Trade Deficits

Many economists have emphasized the importance of fundamental
accounting identities in explaining trade flows. For example, the Economic
Report of the President notes that by definition, any excess of national investment
over national savings must be financed through an inflow of foreign capital, which
must, in turn be matched by an offsetting deficit in our current account, the

'0Turow, Lester. 1998. "Asia: The Collapse and the Cure." New York Review of Books.
Feb. 5.
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broadest measure of our trade balance. In this view, a low level of national
savings must necessarily result in a trade deficit.

However, just because trade is influenced by macroeconomic forces such as
savings rates and currency values, it does not follow that trade policy cannot
influence the level of the trade deficit. There are at least two key issues which
must be considered. First, what determines the macroeconomic flows that affect
trade, and second, how can public policies at home and abroad affect our trade
balances?

Accounting identities do not, and cannot, explain the causal relationships
between savings, investment and trade flows. Do low savings rates cause trade
deficits, or does causation run in the other direction? A trade deficit reduces the
incomes of domestic workers, pushing many into lower income brackets. Families
with lower incomes generally find it much harder to save. Therefore, increasing
trade deficits can and do reduce national savings.

The CEA report also notes that since 1980, the size of our trade deficit has
been closely correlated with movements in the exchange value of the U.S. dollar.
As the dollar appreciated in the early 1 980s, the trade deficit expanded, and the
deficit shrank as the dollar fell later in the decade. The CEA emphasizes the
influence of macroeconomic factors, such as U.S. monetary policy, in determining
exchange rates. However, our exchange rates and trade deficits with several key
countries are also heavily influenced other countries economic policies.

For example, in 1994 China devalued its currency by 30% against the
dollar. Since that time it has continued to purchase dollars and by 1997 it had
accumulated total reserves of $143 billion." Since then, our bilateral deficit has
increased by 25% or more per year. China's mercantilist policies contributed
significantly to the trade problems of other countries in South Asia, many of which
were swept into the financial crisis which began in mid-1977.

Japan has also intervened heavily in foreign exchange markets, with similar
consequences. In 1995, Secretary Rubin reached an agreement with Japanese
Vice-Minister of Finance for International Affairs Eisuke Sakakibara to devalue

"IMF Financial Statistics. May 1998.
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the Yen.' 2 In 1996, more than $125 bilIlion in official capital (asset) purchases
flowed into the U.S., much of it from Japan. The Yen has lost 50% of its value
since 1995, and our bilateral trade deficit widened rapidly last year, as a result.

Exchange rate intervention is not our only trade problem, by any means.
Over the longer term, since 1982, the Yen has doubled in value, and yet our
bilateral deficit has never fallen below $19 billion since then, and the deficit has
exceeded $40 billion in every year since 1985. Japan maintains numerous
structural barriers to U.S. imports. For example, Japan condones restrictive
practices that have limited U.S. penetration of their domestic markets for film,
auto parts, flat glass and many other products.

China maintains even heavier import restrictions than Japan. These barriers
have generated our most imbalanced bilateral trade relationship: our imports from
China in 1997 were $63 billion while exports were only $13 billion, a five to one
ratio, leading to a $50 billion bilateral deficit. China also uses discriminatory
offset and technology transfer policies to capture market share and move rapidly
upscale into high-tech products such as automobiles, computer products and
aircraft. Over 148,000 jobs in aerospace and related industries, alone, could be lost
over the next two decades because of offsets policies and other types-of
outsourcing.'1

3

Many other countries in Europe, Asia and Africa and Latin America use
protected home markets as a base to support industries that dump excess output in
the U.S. market, especially in capital-intensive sectors such as steel and
semiconductors. Government subsidies also distort trade flows, especially in
high-tech industries.

For the past eighteen months, the dollar has also been appreciating because

"2Johnson, Chalmers. 1998. "Asia's Financial Meltdown: What Caused It and What Does
It Mean?" Prepared remarks delivered at the Economic Strategy Institute. March 24.

1"Scott, Robert E. 1998. OThe Effects of Offsets, Outsourcing and Foreign Competition
on Output and Employment in the U.S. Aerospace Industry" in 'Policy Issues in Aerospace
Offsets,' eds. Wessner, Charles W. and Alan Win. Wolff. Washington, D.C.: National Research
Council. Forthcoming.
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of significant private capital inflows into the U.S., because of relatively high rates
of growth here, and in search of a -safe haven" from the Asian financial crises.
These private flows have also contributed to the growth of our trade deficit, while
also pushing asset prices (such as the stock market) to unsustainable levels. This
experience shows that our trade balance can be destabilized by both public and
private forces. It is also worth noting that the surge in private capital inflows was
made possible, in part, by the liberalization of capital outflows from many
developing countries, in the l990s, often with IME encouragement.

U.S. trade deficits have been increased by both mercantilist, macroeconomic
policies of foreign governments as well as interventions and distortions in
individual product markets. They have been exacerbated by the Asian financial
crisis and financial market deregulation. The resulting deficits have contributed to
widening income inequality and the stagnation of income and productivity growth
in the U.S.

Policy Implications

The preceding analysis suggest that, at a minimum, the following steps
should be taken:

" Devalue the dollar against key currencies such as the Yen and the Chinese
Yuan. In the long-run, devaluation is not a desirable way to improve the
trade balance because it reduces our living standards. However, we must
end the practice of allowing and encouraging these particular countries to
manipulate their currencies for mercantilist reasons. A substantial
appreciation in the Yen will also bring additional pressure to bear on Japan
to deregulate, reform and expand its domestic economy. These policies will
require coordination with other countries, probably through the G-8 or a
similar institution.

* Coordinate macroeconomic policies with Japan andEurope, and encourage
those countries to reflate and stimulate their economies, thus building
demand for our exports. Restructure the IMF so that its policies do more to
promote growth, rather than austerity, in East Asia and other countries with
banking and financial crises. At the same time, steps are needed to
gradually deflate asset price bubbles in the U.S. while depreciating the
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dollar against all currencies. The U.S. can no longer serve as the import
market of last resort for the rest of the world.

" Attack barriers to U.S. exports and other policies and business practices that
bring dumped and subsidized products into the U.S. market. In particular,
China should not be allowed to enter the WTO until it removes all non-
conforming barriers to imports, both formal and informal. In addition, the
U.S. should substantially increase public investments in research and
development needed to improve the competitiveness of U.S. industries, in
part ! - offset the effects of similar policies used in other countries,
especially in Japan and Europe. Additional resources for the enforcement of
trade agreements and our trade remedy laws are also desperately needed.

" Promote international labor rights and environmental standards, through
aggressive agreements that are enforceable with trade sanctions, in the
WTO. These policies will raise wages and environmental quality in
developing countries, and give consumers in these countries the resources to*
buy more products from the U.S. These policies will al so foreclose the "low
road" in international competition that has increased income inequality in
the U.S., and in poor countries, while fueling a race to the bottom in the.
regulatory environment.

* Develop a plan for addressing the critical problems that both cause and
result from trade deficits. Senator Dorgan has proposed a Congressional
Commission to end the trade deficit, and I support that proposal. Issues to
be addressed include mechanisms for coordinating with other nations to
reduce macroeconomic imbalances; assessment of the impact of other
countries' trade and industrial policies on U.S. competitiveness; and the
development of new principles and approaches for addressing these
problems through reform or replacement of the WTO.

A great deal of confusion and misinformation exists about the causes and
consequences of our trade problems, and these issues are of critical national
importance. Public outrage about the negative consequences of globalization is
quite strong, both at home and abroad. In the U.S., these concerns resulted in the
failure of Congress to approve the President's request for fast-track trade
negotiating authority last year. While the public is highly supportive of the
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administration overall at the moment, because of low unemployment rates,
concerns over trade will grow quickly as the full impact of the Asian crisis is felr--
over the next 18 months, and as we move into the next downturn, whenever it
comes.

We have a breathing space, at this moment, to develop plans and policies
that will enable us to effectively address our trade problems when the next crisis
hits. Effective planning can also nuture a consensus on desirable future directions
for our tn&d policy. This consensus must be achieved before we can move ahead.
A continuation of the trade policies of the past is no longer a viable option.
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Figure 1

Real Hourly Earnings of Production and
Nonsupervisory Workers, 1969-1996
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THE U.S. TRADE DEFICrT:
A MISLEADING ECONOMIC INDICATOR

by Murray Weidenbauzn

Testimony before the
Senate Finance Committee

Washington, DC, June 11. 1998

The trade deficit is my favorite candidate for the nms misleading indicator in our
statistical tool kit. More often than not, bad news for the economy is good news for the trade
deficit, and ice versa. In 1992 the economy was in recesion and our trade deficit came dowe.
The next year our economy revived, and the trade deficit rose.

More recently, our trade with South Korea fuishes a similar and more dramatic example
of the relationship between trade and the overall economy. In 1996, the United States enjoyed a
trade surplus with Korea (approximately $330 million a month). Korea's economy was expanding
more rapidly than ours and our exports to that nation were a third larger than our imports.

IIn 1997, however, their currency and stock market crashed, and their economy declined
sharply. Korea go rid of its trade deficit with us overnight (we nowbhave a trade deficit with then
over $600 million in March 1998). Our imports are approximately the same as before, but our
exports are only about one-half of their former level. All this happened without any change in
trade policy. Trying now to reduce our imports from Korea would make it more difficult for that
nation to return to normal.

I also believe that we pay too much attention to the much larger trade deficit with Japan.
In good measure, it is a statistical artifiat resulting from the fact that we have the largest
population in the industrialized world. The average Japanese spends more on U.S. products (S538
in 1996) than the average American spends on Japanese products ($432 in 1996). But because we
have a much larger population, our total exports to Japan are tess than our imports from that
country.

Please do not misinterpret my position. I believe that the trade deficit is a misleading
indicator of economic success. But we should notignore it. Whent we look beyond the short-run
gyrations of the trade balance and the business cycle, there is a more fundamental and longer-run
problem that does involve the trade deficit. It is a symptomn of a more basic economic imbalance.

Stripping away the econmc jargon, Americans invest more than we save. How do we
finance our vast array of new and expanded factories, offices, and laboratories so essential to
economic growth? By importing foreigncapital. Whatzdowe dowith the foreign money? We buy
thei goods and services - and the result is a substantial trade deficit.

Murray Weidenbamm is the Mallinckrodt Distinguished University !Professor and chairman of the
Center for the Study of American Business at Washington University in St. Louis. The views
expressed are strictly personal.
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Yes, this explanation simplifies a complex ecorinic reality, but I believe it is correct in its
fundamentals. Moreover, this explanation points us in the right direction in terms of public policy:
we can reduce the trade deficit in a constructive and sustainable manner - not by erecting barriers
to imports or subsidizing exports - but by encouraging Americans to save more. That will
provide at home more of the funds needed to finance economic growth.

Balancing the federal budget is an important step because it eliminates a major source of
dissaving. The Treasury is no longer a net borrower, so more private saving is now available to
finance private investment. More can be done.

Congress has already embarked on an effort to increase saving through tax reform. The
Roth [PAs are a good case in point. Personally, [ would go all the way and defer all saving from
taxation. This means deregulating the saving process so that Uncle Sam no longer tells Americans
how much to save or the exact formn in which to save,

Most economic forecasters expect imoorts to increase much more rapidly than exports in
1998. Macroeconomic Advisers, the St. Louis-based economic forecasting group, estimates that
the trade deficit will rise fromS 146 billion inl1997 toS214 billion in 1998. This is a factor in the
standard expectation that the gross domestic product will grow a bit less rapidly this year than Last.

However, it is useful to see international trade in the context of the overall economy.
Imports are dwarfed by the total output of goods and services (see chart). Moreover, the positive
effects of imports tend to be overlooked. It is more than a matter of benefiting American
consumers by providing greater product variety at lower prices - and these are important positive
effects. The more basic and beneficial impact of imports occurs because foreign competition spurs
American companies to enhance their competitiveness by lowering costs, improving quality and, in
other ways, enhancing productivity.

The trade deficits are also a reminder that economic progress can produce losers as well as
winners, although not in equal proportions. The challenge to policymakers is how to help those
who are hurt by progress without undermining that progress.

Any traveler beyond the borders of the continental United States quickly finds that our
economy is the envy of the world. By any objective criteria, the United States is the pacesetter of
our irm. The citizens of other nations are trying to copy our economic system, business practices,
Culture, faShionu, and freedom They don't send their young people abroad to Tokyo University or
Beijing Univerity or Berlin University - but off to get an American MBA.

Concern for those not sharing; in the general progress requires a constructive response.
pressures to "buy domestic" fly in the face of economic reality - given the fact that so many
"foreign- products have U.S.-made components, and vice versa. We need to make the United
States an even more attractive place to hire people and to do business. Tax reform and regulatory
reform surely have important roles to play. The basic answer to low-priced import competition is
not to "dumb-dumb" down jobs heme but to raise the skill and performance level of Americans who
have difficulty in finding good jobs.-

It is a silly spectacle for Americans to quiver at the sight of international competition. The
U.S. ecoomy is the strongest in the world and our long-term prospects are impressive. In a grea
many important industries, American firms are the global leaders. Our companies rank first in
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sales volume in aerospace and airlines, beverages and broker*g, chemicals, computers and cars,

electronics and entertainment, paper products and pharmaceuticals, soap and scientific equipment.

There is a special reason for optimism. In the decades ahead, we will be benefiting from a
huge upsurge of industrial research and development during the 1980s and 1990s. A key but quiet
crossover occurred in the early 1980s - for the first time, company-sponsored R&D was larger
than govemnment-financed R&D. Primary reliance on private R&D has continued ever since,
making more likely an accelerated future flow of new and improved civilian products and
production processes in the United States. To envision what this might mean, we can reflect: on

how the fax machine and the Internet have altered customary work practices in little more than a
decade.

To sum up this statement in a nutshell: we should not be so preoccupied with the

statistical excess of imports over exports that we adopt policies that weaken the basic strength of

our high-performance economy. The trade deficit should not be the focus of economic policy; it
mainly is just a side effect.
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Mr. Chairman and members of the Committee. Thank you for the opportunity to discuss
the trade deficit with you today.

The trade deficit is an important economic statistic, but its interpretation is subject to
substantial confusion. A country's trade balance is often-wrongly-- used as a measure of the
success of its market-opening policies or the benefits of its engagement in international trade.
The most important idea I would like to express to you today is that the benefits of increased
international trade are reflected in higher rea income, not in a smaller trade deficit. Indeed, the
rising U.S. trade deficit in recent years mainly reflects the strength of the American economy,
which has grown rapidly in comparison with the economies of many of our trade partners. In
part, the trade deficit reflects the fact that our fast-growing economy is pulling in a lot of imports.
But at the same time it also reflects the fact that the U.S. is attracting substantial international
capital flows. These have financed increases in plant and equipment investment that have
exceeded even the growth in national saving due to deficit reduction since the beginning of the
Clinton Administration.

I. The Benefits of Trade

Going back to Adam Smith, one of the most important insights of economics is that
international trade increases the real incomes of all countries that engage in it. Trade is not a
zero-sum game in which the gains of some countries come only at the expense of other countries.
To the contrary, trade is a positive-sum game in which both sides gain.

For a long time, arguments for trade were based on the principle of comparative
advantage. When countries specialize in the economic activities for which they are particularly
well-suited and rely on trade to acquire other goods, they can achieve a higher standard of living
than if they try to produce everything themselves. More recently, economists have argued that
trade can also enhance productivity through the effects of greater market size, enhanced
competition, and importation of new ideas and technologies.

These benefits from trade are not merely theoretical. A large and growing economics
literature has found that those countries that are open to trade tend to grow faster and have higher
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levels of per-capita income than countries that close themselves off from international
competition and trade. One estimate is that the globalization of the U.S. economy over the last
40 years has added about $ 1500 to per-capita income.

Because policymnakers in this country have long believed in the benefits of trade for all
parties, the United States has long been the world's leading advocate for trade liberalization.
U.S. tariffs are among the lowest in the world. While we benefit directly from our own low
tariffs--through lower prices to consumers- we would benefit even more if other countries were
to lower their tariffs and other trade barriers. Since U.S. trade barriers are already so low,
international trade agreements typically produce much larger reductions in the trade barriers
facing American goods in foreign markets than on foreign 1;oods in the United States.

It is often suggested that the major benefit of trade liberalization is job creation. When
our economy is operating below its potential, with slack in the job market, export growth can
produce job gains, helping the economy move toward full employment. As of January 1993, for
example, the econonty had substantial unemployment and excess capacity. One could say that
the large increase in U.S. exports between 1993 and 1997--roughly 10% per year at an annual
rate-- accounted for 38 percent of the increase in output, and a proportionate share of the almost
16 million jobs that were created over that period. In tfle long-term, however, increases in
exports must ultimately pull workers away from other activities. Trade still raises real income,
but the boost comes from better jobs and not from more jobs. Studies show that export jobs pay
13-18 percent more than other jobs. Indeed, export jobs are better even after adjusting for worker
skills and firm-specific and industry-specific components to wages.

11. Macroeconomics and the Trade Deficit

Perhaps the greatest source of confusion about trade relates to the interpretation and
causes of trade deficits and surpluses,

A trade deficit occurs, by definition, when a country's total domestic spending exceeds its
total domestic production. When this occurs, the shortfall is made up by importing more goods
than are exported. When the U.S. runs a trade deficit, foreigners buy less than a dollar's worth of
U.S. goods for every dollar they earn from their export sales to us. The natural question is, what
motivates foreigners to supply us with more goods than we supply to them in exchange? And
what do foreigners do with the dollars that they don't use to buy U.S. goods? In practice,
foreigners typically use the excess dollars to invest in interest-bearing U.S. assets. Indeed, it is
the desire of foreigners to purchase attractive U.S. assets--to lend us the money needed to finance
a trade deficit-that makes it possible to run such a deficit. Countries can run deficits only if
foreigners want to add to their holdings of the deficit country's assets. In fact, one can 'as readily
argue that the desire of foreigners to acquire attractive U.S. assets is responsible for the U.S.
trade deficit as the reverse.

This relationship between spending, production, and the trade deficit can be expressed

2
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another way. I will not bore you with the details but it turns out that in an accounting sense a
country's current account balance (a comprehensive measure which comprises not only the
balance of trade balance in goods and services but also net investment income and transfers) is
equal to the difference between national saving and national investment. The attached chart
illustrates this relationship. When the demand for investment in the United States exceeds the
pool of national saving, the difference is made up by borrowing from foreigners. Conversely,
when saving exceeds investment, the surplus is invested abroad. The United States first
experienced large current account deficits during the mid-1980s, when net investment fell as a
share of national income and net national saving fell even faster. The deficit shrank briefly as
investment collapsed in the 1990-91 recession, but it has reemerged in the current expansion.
The good news in this expansion is that investment has been booming. But saving does not
appear to have kept pace, despite the improvement due to federal deficit reduction. (The
interpretation of current trends in saving, investment, and the current account is complicated by
the statistical discrepancy between GDP measured as the sum of all spending on output and as
the sum of all income generated in producing that output.)

When a trade deficit is used to finance productive investment, as it is now, it can be
viewed as largely benign, because the extra investment raises the productivity of our workforce,
resulting in higher future national income. It is that return that should enable us to pay off the
foreign borrowing we have undertaken to help finance our investments. We would be worse
off as a nation, and our interest rates would have been higher if, over the last few years, we had
been forced to curtail our investment. Our ability to attract funds from abroad is a vote of
confidence in the ability of our high-performning economy to put these funds to good use.

Let me return now to the more immediate causes of our rising trade deficit. A key factor
responsible for this trend is strong growth in the United States relative to some of our major
trading partners. Our strong growth has resulted in a larger income-induced increase in
American demand for foreign goods than in foreign demand for our goods and ser-vices. The
second key factor is the dollar's appreciation, which has been substantial over the last three
years. In a system of flexible exchange rates and high capital mobility, an appreciation in a
currency reflects a desire by foreigners to hold that currency. Appreciations very often
accompany strong economic expansions like the one the U.S. has experienced over this period,
and in that sense the appreciation of the dollar is unsurprising given that the U.S. economy has
grown much more rapidly than those of many of our trading partners over the past few years.

More recetly we have seen a surge in the trade deficit that reflects the effects of the East
Asian crisis. Sharp drops such as those seen in the value of the East Asian currencies lead to an
increase in U.S. demand for the goods produced by these countries (which are now much cheaper
to us than before). At the same time, the East Asian countries have cut back sharply on imports
of goods from the U.S. both because our goods are effectively much more expensive for them,
and also because their incomes have fallen substantially.

Our sales to these countries have fallen sharply. Data for the first three months of this
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year show that our exports to the five most-affected countries are down between S17 billion and
$21 billion (annualized) since the crisis began, depending on how one does the seasonal
adjustment. Roughly two-thirds of the lost sales were to Korea. Exports to Japan are down
another S6 to $8 billion over this period. Thus the total adverse movement across ail six countries
has been $23 to $29 billion. We expect the loss in sales to worsen during the remainder of the
year, especially if Asian economies continue to contract. Furthermore, we have not yet seen the
large increase in imports from the Asian countries that their devaluations are likely to produce.

It is often argued that the Asian crisis, by decreasing U.S. net exports, will diminish U.S.
growth over the next year or longer. There is no denying that net exports are exerting, and will
continue to~exert, a drag on U.S. economic growth. Fortunately, however, the slowdown in
exports to East Asia is-affecting the U.S. economy at a time when domestic demand growth is
extremely robust and labor markets have becoming increasingly tight. The consensus among
forecasters is that the East Asian crisis could serve as the brake that subdues growth toward a
more sustainable pace, preventing overheating, and permitting continued job growth with a more
moderate path for interest rates and stronger investment spending than we would otherwise
enjoy. There is the fruther side-benefit that the sharp declines in Asian currencies and the
consequent decline in the dollar price of imports from that region will provide a dampening
influence on inflation.

111. Are There Reasons for Concern?

My testimony so far has been that the trade deficit largely reflects the strength of the
American economy. But I do not want to leave you with the impression that there are no reasons
to be concerned about a large trade deficit.

First, even in the absence of any negative aggregate impact on output and employment
due to a growing trade deficit, particular sectors have been adversely affected. Before 1997,
many U.S. producers enjoyed rapid growth in their exports to East Asia. That has now
disappeared. As I have already noted, exports are down sharply to Asia in general, and to Korea,
Southeast Asia, and Japan, in particular. They can be expected to continue to fall in the
remainder of this year. In addition, we will probably see increased imports from these countries,
especially in such sectors as autos, steel, textiles and apparel, and semiconductors and other
electronics. The crisis countries have no choice but to shift their trade balances into surplus,
since they are no longer able to borrow from abroad to finance the trade deficits that most of
them ran before the crisis. It is their inability to borrow in world capital markets that is
responsible for the currency depreciations and income reductions that are in turn causing them to
buy less from us and sell more to us.

The second reason for concern about our growing trade deficit follows in part from the
first. Our rising trade deficit, particularly in such key areas of the economy as manufacturing and
agriculture, could undermine support for internationalist principles and for market-opening
policies like those outlined by Secretary Rubin in his testimony. If the widening U.S. trade

deficit were to create the 'false impression that the U.S. stands to lose rather than to gain from
continued engagement in international markets, then it would be a costly development indeed.



Exhibit: Saving, Investment, and the Current Account Balance
The current account deficit grew in the mid-i 980s as saving tell faster than investment.
In the 1 990s, however, both investment and saving are increasing.
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